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GENERAL INTRODUCTION

Persons could not be always financially self-sidfit. Sometimes it happens that persons
enter into different transactions either on cassisar on credit basis. It is common that
persons enter into transactions as a result ofwdme becomes a creditor and the other a
debtor. Where there is such a relationship, thatioglship has to be settled by a legal

device when one of them fails to discharge hisdipéigation.

Because of certain reasons, the debtor may refulsdl to pay the debt he owes from the
creditor. If creditor is left without any remedydase where the debtor defaults to pay the
debt, it would have a repercussion on the relakignamong the members of the society.
In the old times, there were certain measures tdaken by the creditor against the
debtor. It was common that in earlier times thetdels mutilated, arrested, etc where he
defaults to pay the debt to the creditor. Thesesomes were fond to be appropriate in
those times given the then level of developmernhefsociety. These and other measures

later proved to be outdated as the society contina&evelop from time to time.

Instead of the traditional measures, developedugntb-date mechanisms were devised.
One of the important mechanisms is the one thailaggd the relationship by a legal
device such as the law of bankruptcy. The law ofkbaptcy is a legal mechanism to
settle the relationship between the creditor arel debtor as opposed to the above-
mentioned traditional systems. This course is abdegal device of settling commercial

relationship between the debtor and creditor.

The course is divided into seven chapters includimg introductory part. After the
introductory chapter, is the judgment of bankruptog its effects. Will be discussed by
high lighting particularly the procedures and reguients for the debtor to be adjudged
bankrupt and the effects to follow the adjudicatminbankruptcy of the debtor. The
effects could be as regards the debtor himself,cthditors or third parties. The third

chapter will deal with the persons responsibleawycout the bankruptcy proceeding. In
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this chapter we will mainly discuss the powers dndctions of the court, the
commissioner and other persons responsible to catrthe bankruptcy proceedings. The
fourth chapter is on the measures in relation ¢oai$sets of the debtor. In this chapter our
focus will be on the conservatory and provisionalasures to be taken, such as affixing
seal, making inventory and the like; so that theets of the debtor are to be kept
properly. The fifth chapter is going to deal wittopf of debts. In order to participate in a
bankruptcy proceeding as a creditor, one has twephis claim before the appropriate
body. The six chapter deals with the winding up aidsure of the bankruptcy
proceeding. After all the properties of the delasioe identified, they have to be realized
for the benefit of the creditors and the procesbastkruptcy closes after distribution of
the proceeds. The last chapter is on schemesarigament. In that part we are going to
discuss the procedures and requirements for prbposhapproval of the schemes of

arrangement.
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CHAPTER ONE
INTRODUCTION TO BANKRUPTCY

Introduction

The concept of bankruptcy is one of the difficidsues for it is not common in the
practice of courts in our country. It is only rettgrthat the course started to be offered to
students in universities and colleges. Currentiyly dew of the higher educational
institutions included the course in their curriculuBefore one goes into the details of
bankruptcy, it is important to get acquainted with historical background as well as the
meaning of bankruptcy. In this Unit therefore, we going to discuss the historical

background, meaning, and basic principles of bagrtkiu

The Unit is divided into six sections. The firstgen is on the historical background of
bankruptcy. In this section, we will mainly discubg historical background in the world
and in Ethiopia particularly. The second sectionl wieal with the meaning of
bankruptcy. In this section we will discuss thdatiént possible meanings of bankruptcy
and the definition of the concept under the EtlaapgCommercial Code. The third section
is on the scope of the law of bankruptcy. In tlast®n the focus will be on the subjects
of the law of bankruptcy and the jurisdiction ofucts. The provisions of other laws than
the bankruptcy law will also be discussed undes saiction. The fourth section will deal
with the cardinal principles of bankruptcy. In tisisction we will discuss the important
and general principles governing the law of bantayn various countries of the world.
The fifth section is on comparison between bankypind winding up. In this section
we will focus on the points of similarity and diféace between bankruptcy and winding
up. The sixth and last section is on the conditiminisankruptcy. In this section the focus

will be on the conditions that must exist for théseence of bankruptcy.
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Objectives

At the end of this chapter you should be able to:
» discuss the historical background of bankruptcy;
» define the concept of bankruptcy;
» distinguish the scope of bankruptcy under Ethiopiaw;
» enumerate the cardinal principles of bankruptcy;
» apply the different principles to different praeticases;
* compare and contrast bankruptcy and winding up, and

» identify the conditions of bankruptcy.

1.1. Bankruptcy: Defined

It is proper to define the term bankruptcy befosdvihg into the discussion on the
concept. Some literatures reveal that the term togotdy is used only for individual
debtor's insolvency whereas the term liquidatiorused for insolvency of business
organization. However, many jurisdictions use #rent bankruptcy interchangeably with
insolvency and some times use bankruptcy as getezralapplied for natural as well as

for legal persons.

Let us see the dictionary definition. A Dictionao§ Modern Legal Usage traces the
origin of the term and then defines it. It beginghwshading light from where the term
was coined and hence Bankruptcy in French or Latmcus "table” plus ruptus
"broken”. This is literally to mean ‘broken tabland then extended the three definitions
as follows:

» the fact of being financially unable to pursue snblUsiness and meet one's

engagements;
* the fact of having declared bankrupt under a bartkgustatute;

* the field of law dealing with those who are unateinwilling to pay their debts.

Page | 4



Some other literatures provide various accountat&finitions for the term insolvency.

These are:

Balance-sheet insolvency

This has regard to the person’s assets and liabiliand looks to see whether there is an
overall net surplus or deficit. Under this defiartj if assets minus liability show deficit

(negative) that person is insolvent.

Commercial insolvency

This test is not concerned with the assets posithom with liquidity. It is some times

called practical insolvency or insolvency on a efHset basis. Here, the person
concerned may have substantial assets, but is emalpay his debts as they fall due.
This would happen when the wealth is tied up irpprty that is not readily realizable or
which is over-spent in research and developmen&foew project, which is still on the

drawing board.

Ultimate insolvency

Here, the concern is with the final outcome of évents. The debtor's assets have been
sold for a value that is found appropriate givea fnevailing state of affairs. In other
words, the assets are to be sold for what theyfetith. Perhaps in a forced state, on a
break-up basis the costs of realization and of adhteiring the estate are taken into

account.

It has been stated above, there are a lot of diggaamong scholars and academicians
with respect to the definition of bankruptcy. Inyacase, when these definitions are
condensed to a conventionally acceptable definitione can draw, possibly, two

fundamental working definitions. These are: Bankeyps status of a person who has

been made the subject of the application of bartkyupw and who has been declared as
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bankrupt by a court of law. Bankruptcy is a sitoativhereby a person by his acts and
conducts affords evidence of his inability to payhe intention to avoid payment of his
debts.

Little to say about the working definitions; in thest case it shows that the adjudication
of a debtor as bankrupt in the competent courawfwhich has power to do so when the
legal requirements are satisfied. The adjudicatEmbe initiated by the interested parties
as the laws of various jurisdictions may providdneTsecond definition reveals the
conduct or acts of the debtor must show his unmwgiliess to pay his debts due. To
exemplify this, the creditor may provide to the welexecution order which he obtained
from the court of law and he may fail to get paym&om the debtor. In addition,

criminal charge may be filed against the debtorhisrfraudulent conduct as per criminal
code for his tendency to defraud and this can ladsa condition to evidence his conduct.
The intention of the debtor could also be discloselden he absconds and his

whereabouts is not known.

It has been said that the terms insolvency and roaidy are interchangeably used in
many literatures. However, one could be misled Iy terms. To make distinction
between the terms is of no importance for practicapose. But for better understanding
and academic purpose it is possible to draw digtincHence, with some reservation one
can say, insolvency presupposes bankruptcy or bptdyr is an outcome of insolvency.
It is also possible to draw another distinction @am& can also say that all insolvencies
may not lead to bankruptcy and all bankruptcieshatean outcome of insolvency. This is
because the course of business does not dependlwengy. If there is sufficient
liquidity, a debtor can discharge his debts runriisgousiness on credit basis. A business
may be prevented from paying creditors and stiNehanore assets than liabilities.
However, if it lacks liquidity then it is deemedlte in a state of bankruptcy. Liquidity is
the status or condition of a person or a businessrims of his or its ability to convert
assets into cash. It is the degree to which art aasebe acquired or disposed of without

danger of intervening loss in nominal value.
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Definition of Bankruptcy under the Ethiopian Commercial Code

Book V of the Commercial Code under Article 969 a@d0 defines, as to what
bankruptcy is, in two different ways. As a prine@punder Article 970 (1) the Code states
that bankruptcy shall not result from mere susmensi payments, unless a judgment in
bankruptcy is given or factual conditions are fiéfi in the way the law requires. The
two situations provided to define bankruptcy aegest as followsFirst, “Any trader who
has suspended payments and has been declared ftaskail be deemed to be
bankrupt.”Seconda sentence passed by a criminal court in resgdzankruptcy or any
offence connected with bankruptcy not withstandhmeg suspension of payments has not
been established by a judgment in bankruptcy dielleemed to be bankruptcy of fact
(emphasis added Article 970 (2) of the Commerc@zdé€).

The first definitional provision indicates declaoat of bankruptcy through judgment by
competent court after investigation. To declare smme as bankrupt the main test is
suspension of payments. This can be called judi@akruptcy or legal bankruptcy. The
second definition envisages the factual bankrugtcyhis case criminal court may pass
sentence on the debtor even though suspensionyofigod is not proved by court as
alleged by interested party. The offence under lwiie debtor is sentenced shall be

connected with bankruptcy or in respect of bankaypt

What kind of offences are connected with bankrugtGyn respect of bankruptcy, would
be point of discussion to make the second defmittmre understandable? In this regard
it is proper to refer to the Penal Code of Ethiapi&he 1957 Penal Code of Ethiopia
provides ten provisions under Book VI Title 1l Chepll. of The heading of this chapter
reads "Offences Relating to Proceedings of Debtechtton and Bankruptcy”. For
instance, if we see Article 683 within the sameptég "a debtor subject to proceedings
by way of execution against whom a declarationefadlt has been delivered, and who
with intent to prejudice his creditors has redudeds assets, whether materially or
fictitiously, is punishable with a simple imprisoent or in grave cases, with rigorous

imprisonment not exceeding five years.” Also asvited under Article 684, if a debtor
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misappropriates or destructs property subject ezlge or lien to obtain profit or to
procure a benefit to third party, or to cause daemaghis creditors he will be punished.
Hence, as exemplified, any debtor found guilty elted offences and sentenced, even
though there is no proof of suspension of paymta,person is deemed to be under
factual bankruptcy. The rationale behind this d&tnal provision could be to save the
creditors from further damage and to secure thghts on the immediately existing

properties.

1.2. Evolution of the Law of Bankruptcy

Bankruptcy law governs the rights of creditors,tb@ one hand and that of an insolvent
debtor, who cannot pay his debts, on the other .h@hd term was derived from the

Renaissance custom of Italian traders, who did tin@dling on benches in town market
places. Creditors literally "break the bench" aharchant who fails to pay his debts. The

termbancarotta(broken bench) thus came to apply to businessréslu

Default or non-payment of debt has long been aentisd feature of a system of promise
enforcement, centuries before bankruptcy law becategral part of the collection

scheme. The Holy Scripture (Bible) has the follogvavidence:

"At the end of every seven years you must canté$.dehis is how it is
to be done: every creditor shall cancel the loanhas made to his
fellow Israelite. He shall not because the Lortilme for canceling
debts has been proclaimed. You may require paynfiemtsforeigners,
but you must cancel any debt your brother owes tmwever, there

should be no poor among yoWeuteronomy 15:1-4

This Biblical Jubilee shows society's past attertgptbalance rightful demands for
payments with some possibility of escape. Closadirey of the scripture illuminates that
there was cancellation of debts and discharge lofodevhen he/she happened to be poor

or unable to pay debt at the end of each severs.year
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The medieval Italian cities enacted statues deailirtig the collection and distribution of
the assets of a debtor, especially merchants, viscoaded or fraudulently caused
insolvency. Life for the medieval debtor was likétybe nasty, brutish and short. Just as
the charging of usury by money lenders was regaadezbntrary to the laws of God, and
was punishable according to both the church angbdiveer temporal so also was falling
into debt considered moral sin. In addition, medieSpanish law restored the judicial
cession bnorum, which is an ancient Roman law bighvprivilege given to debtors to
alleviate his hardship by relinquishing voluntatilig assets to his creditors by petitioning
a magistrate. Th8ite Partidesa codification published by authority of Don Ao X
the wise king of Castile and Leona, during the sddaalf of the 13 century, contained
detailed provisions relating to insolvent debtoapplicable to merchants and non-
merchants. Th&ite Partideds a Spanish Law which is the most important mogwial

code that was influenced by Roman and Canon lavbgrilde customs of Castile.

Laws dealing with the property of absconding araidiulent debtor, modeled after the
statute of medieval Italian cities spread through Western Europe. Provisions of this
type were adopted in the commercial centers ofd&aBrabant, and Flanders during the
15" and 16' centuries. Emperor Charles V, as count of Flandiexserted stringent

provisions for the repression of bankruptcies i Biecree for the administration of
justice and good order in 1531. But these were oreasdesigned for the protection of
the individual creditors; more than 250 years werelapse before the notion took hold
of official collection and realization of a debtoestate for the purpose of distribution
among his creditors generally. This was introduicethe State of Hennery VIII (1542),

which is the first bankruptcy statute to be enadteingland. As literature reveals, this
statute was not a measure designed for the reliefebtors but was inspired by the

Northern European models and entirely pro-creditors

In France, national rules on insolvency and bariksuprere inserted into th@rdinance
du Commercef 1673. The rules regulated both voluntary assigmts for the benefit of

creditors made by indebted merchants and the pdouge and effects following from
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bankruptcy. It was interpreted to restrict bankeypbroceedings to merchants only, and
laws of many other countries followed the FrenckdleThus, in Spain the limitation of
bankruptcy to merchants was adopted by the ordemah8ilbao, which were sanctioned

in 1737 and subsequently applied in Latin Americaantries, especially in Argentina.

As has been said earlier, ancient legislations \eeteely restricted to persons engaged
in commerce. The restriction of bankruptcy legisias to persons engaged in commerce
created a need for liquidation proceedings applécat other debtor€On that basis, a
Spanish jurist of the 17 C, Salgado de Somoza, elaborated detailed ruleghf®
initiation and conduct of voluntary liquidation meeding which were "concourse of
creditors” or a suit or remedy to enable creditorsanforce their claims against an
insolvent or failing debtor. His tract, entitlddabyrinthus Creditoruminfluenced the
course of Spanish law and also had great impadhercommon law of the German
States. As a result, Spanish law developed tweetasf liquidation proceedings, one for
merchants and the other for non-merchants. Spéaisin that respect was the model for
the legislation in Portugal, Argentina, Brazil aotther Latin American countries. Other
nations, including Australia, Germany, England, theted States and nations influenced
by English law brought the case of both merchamd aon-merchants under their

bankruptcy laws.

Around the 19 C, as time went on, the trend against debtor ails fo pay his debt was
changed. Another assumption came into play, whiah thiat the debtor could be honest
but unfortunate. And hence, bankruptcy laws shaulden their umbrellas not only to
creditors but also should direct the focus of tle@incern to relieving the honest debtor
from the burden of oppressive indebtedness anditiergnhim a fresh start. This is in
effect freeing him from obligations and respongiles consequent up on business
misfortune which he can not satisfy by his own effo Thus, the already existing
legalistic approach was abandoned in favour oktt@omic approach aiming at debtor’s
rehabilitation and corporate reorganizations. lcerg times, however, a great effort has
been made to remove the disgrace attached to hanirdeven the terms ‘bankrupt’ and

‘bankruptcy’ (or their equivalents in other langeaj are less used and less frequent in
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the statutory languages. Modern French Legislatitorsexample, totally suppress the
traditional term faillite” for liquidation proceedings and restrict it to Gjpé procedures
entailing the imposition of disqualifications onsolvents guilty of commercial

misconduct.
Sources and Historical Development of Ethiopian Bakruptcy Law

Elders witness that in Ethiopia the ancient socedgerienced similar practices like that
of Romans. In the earlier times failure to perfgramises (i.e. failure to pay back loans)
which were given in monetary form or in exchangegobds for goods or bartering

entails punishment. The punishment imposed on tafgu persons was either

imprisonment in the home of the creditor or enstaeet. This trend gradually abolished
during the reign of His Imperial Majesty Haile Swslle. Before Hailesellasie's regime,
Menilik 11 officially prohibited slavery but it hidenly existed until mid of the ac.

Like all other legislations, commercial legislatioprobably began to play important role
in Ethiopia under Menilik 1l and developed partiay during the reign as Regent and
Emperor of His Imperial Majesty Haile Sellasie th8lars witnessed that there was no
complete record and documentation as what was pgated and what the contents of
the legislation convey. Together with other procdsions there appears to have been
bankruptcy law, which was promulgated in 1933 ireppiby the French law. It was said
that the said law was published in French and AmmHanguages which holds about 96
Articles. The French text beers the date of "1% 2933" but the printed Amharic text
leaves the space for the date blak.Marein noted that there was no unanimity of
opinion as to whether the so called Bankruptcy g draft only or whether it was ever
promulgated. One of the drafters of the CommelCiade, J. Escara in hazante project
'de code de commercstated that it was only draft law. This is cleadicator of the fact
that there was a law dealing with bankruptcy befibw® coming into existence of the

Commercial Code, which is currently in force.
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The second half of the $9C. in Africa as a whole and in Ethiopia particlijahad
unforgettable history with marked change in thedaW was during this time that the
existing laws including the Commercial Code cameexistence. With regard to its

source the 1960 Commercial Code is somewhat eclddie then drafters noted that:

all traders buy in order to resell, all enter intmntract whether of sale,
agency, or carriage, and all use forms of bankimgdds. Bill of

exchange, share companies, private limited comgatiankruptcy and
other collective procedures of liquidating the geatf a trader are all
institutions known almost every where. Thus, toageparative law as
an element of legislative policy is less dangerousommercial matters

than in the domain of pure civil law

However, there are indefinable differences in tbetioental law approach and common
law approach in areas like persons subject to lgéy, number and nature of
procedure, effect of bankruptcy on debtor, judgek in the proceeding, freedom left to
creditors, intervention of administrative authowdiyd defining circumstance under which

a person could be declared bankrupt.

J. Escara also noted in havante projectand in the discussions before the sub-
commission, that some of the differences are nibdgig To exemplify, whether the
circumstance under which a person can be declaekilpt are defined in generic terms
or enumerative list which does not create diffeeenthis is because the general
definition itself incorporates the limitative enuragve list. He conducted delicate
selection of principles from different sources. Eenin practice the Latin and Germanic
institutions are the sources of the continentahgyples of the Ethiopian Commercial
Code. But the existence of Anglo-American comméngiactice and on the other hand,
the excellent solutions furnished on more than poiat by the written commercial law
of England and the United States has also con&tibtd the Ethiopian law. Hence, the

source and development of Ethiopian bankruptcyHas/similar history with many other
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countries and it cannot be traced to a single ¢cgwad a source or limited legal family as

the only source.

1.3. The Scope of law of Bankruptcy in Ethiopian Lgal System

An important question to be answered here is astum does the bankruptcy proceeding
apply. In other words, who are the subjects of baptky proceeding? Have you tried to

answer the question? If so, that is great.

As we have discussed earlier in the part dealinth whe historical background of
bankruptcy, in the earlier times bankruptcy applies persons who involved in
commercial activities. That is to say, it is onlgrgons who involved in commerce that
can be the subjects of bankruptcy. But later, beeanf the influence of Spanish law,
persons who did not engage in non-commercial detsviwvere made the subjects of

bankruptcy proceedings.

Do you agree that the bankruptcy proceeding apphies! citizens of the country who
failed to pay debts to their creditors? | hope yaswer would be “No”. If you answered
so, that is great. Assume that one of the distégar@ers of the Alpha University College
(Ato Messay) borrowed 50,000 Birr from you. He heever carried out commercial
activity. After you made repeated requests to getlban paid, he refused because of
different reasons. In this case, do you think ftwat can apply to the court demanding the
student to be declared bankrupt? Did you answef?Nbso you are correct. As far as
the scope of application of bankruptcy proceedimgour country is concerned, Ato
Messay would not be declared bankrupt. Then, trestipn remains as to who is the

subject of the bankruptcy law.

Assume that in the above given hypothetical cage, Messay is a businessman who
carries on one or more of the activities enumerateder Article 5 of the Commercial
Code. Do you agree that Messay should be declaae#iript in case he is not in a

position to pay the debt he owes to you? | am thaeyour answer will be “Yes”. If you
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answered so, you are correct. Being a trader, nvithe meaning of Article 5 of the
Commercial Code, Ato Messay would be declared hgtkiwWhat then follows is that
one of the subjects of the bankruptcy proceedirggtrader. It has, however, to be noted
that the person should carry on one or more ofetlaasivities professionally and for the

purpose of earning profit out of such activity ®@tiaken as a trader.

Do you agree that business organizations are dlsostibjects of the bankruptcy
proceeding? If you answered “No”, it is not corre&ll commercial business
organizations, except joint ventures, are the swbjef bankruptcy. The commercial
business organizations are defined in different svag per the provisions of the
Commercial Code. Article 10 of the said Code defibhased on the objectives and nature
of the business organization. Based on the obgctevery business organization
established with the objective of carrying out amemore of the activities enumerated
under Article 5 of the same Code are commerciainess organizations. Based on the
nature, a share company is always a commerciahéssiorganization. A share company,
even if it is formed to carry out an activity diféat from those enumerated under Article
5, shall always be commercial business organizatiod therefore is the subject of

bankruptcy proceedings.

On the other hand, Article 213 of the Commerciald€aecognizes all business
organizations, except ordinary partnerships, t@dremercial business organizations. In
spite of that, Article 968 makes all commercial ihass organizations, except joint
ventures, the subjects of bankruptcy proceeding fbtion of commercial business
organization is as it is defined by the provisiafisArticle 10 of the Commercial Code
and not otherwise. Therefore, it follows that evemn ordinary partnership is not a
commercial business organization within the meawhgrticle 213 of the Commercial

Code, it is the subject of bankruptcy proceedingeasthe provisions of Article 968 of

the Commercial Code.

From the discussion made above, it is clear thatsttope of bankruptcy applies to any

trader, within the meaning of Article 5, and anyneoercial business organization within
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the meaning of Article 10, with the exception oinfoventure. This can be understood

from the provisions of Article 968 of the Commetd@mde, which reads as follows:

Art. 968- Scope of application

(1) The provisions of this Book shall apply t@ny trader within the
meaning of Art 5 of this Code and tany commercial business
organization within the meaning of Art. 10 of this Code witheth
exception of joint ventures.

(2) Without prejudice to such provisions as are appleato physical
persons only or to the provisions of Title VI applle to business
organizations only, the provisions of Titles |,dhd V of this Book shall

apply to traders and commercial business orgaoizsti

Do you agree that the state as a legal person ¢multeclared bankrupt? | am sure that
your answer will be “No”. If you answered otherwigkat is wrong. As you know, the
state acts in two different capacities. It actbath public and private capacities. In its
public capacity the state represents the publiarge and discharges different functions.
It is expected to defend the country against fereiggression, maintain peace and order
of the society, and provide public goods and seszidn this capacity, it is not for the
purpose of earning profit out of its activities lmuly to serve the interests of the society.
But in its private capacity the state can involaeany kind of business that can bring

about profit like any individual businessman.

One of the points of difference between the pubfiance and private finance is that
while the government can stay for a long periodimle with a deficit financing, the

private cannot do so. The fact that there is deficiancing should not lead us to
conclude that the state should be declared banKritgs found that it could not pay all

its debts in a given year. Normally, it would na proper to think about bankruptcy of
the state in its public capacity. This is mainlycéease its function is different from
commercial activities and the state by its natsresternal (even if governments may
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change from time to time, the state exists foregelong as there is society). Since it is
not a trader or business organization, we canmak thf bankruptcy of the state.

As regards the private capacity of the state,nt cary out one or more of the activities
under Article 5 of the Commercial Code. In thate;abe state is to be bound by the laws
and regulations governing the different privateitesst that have legal personality. Just
like any trader or business organization, the fitrat belongs to the state could be
declared bankrupt and therefore be made the sutjdeinkruptcy. As they have distinct
personality and different objectives, bankruptcyaofgiven state-owned enterprise or
company does not amount to bankruptcy of the @tats public capacity. For example,
the Commercial Bank of Ethiopia is a share companged by the state. Here the state
acts in its private capacity. In case the bank @¢adt pay its debts to the creditors, it
could be declared bankrupt and made the subjettteobankruptcy proceeding. In that
case, we could not say that the state went bankrupt

Another important issue that needs to be addreasedgards the scope of bankruptcy is
as to what aspects of a person could be basihiéodeclaration of bankruptcy. In other
words, can declaration of bankruptcy arise frommadtters of a given person? The trader
can have matters falling outside his commerciaiviiets. While he keeps books of
account as regards matters falling within his conzmaéactivities, he does not keep book
of account for other matters that do not relateheoformer. In case, he fails to pay debts
related to matters other than his commercial agtiibdo you think that he should be
declared bankrupt? | hope your answer will be “Niéthat is so, you are correct. The
ground for declaration of bankruptcy should be ui@l to pay debts related to the
commercial activities of the debtor. You can reld last phrase of Article 971 of the

Commercial Code, which reads as:

Art. 971-Facts constitutinguspension of payments
Suspension of payments shall result from any &attpr document
showing that the debtor is no longer able to meetommitments related

to his commercial activitiegEmphasis added)
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1.4. Principles of Bankruptcy

1.4.1. Cardinal Principles

The cardinal principles are general principles framich all the subsidiary rules and
principles of bankruptcy emanate. They are likestitutional principles from which all

the bye-laws originate.

Principle I: Pre-liquidation rights shall be respeded:

All the rights of individuals who acquired a rigagainst the debtor before the latter is
declared bankrupt shall be respected. Even if #i#ad is declared bankrupt, the person
who acquired a right before the date of declaratbbsuch bankruptcy should not be
affected. In other words, the fact that the delgtateclared bankrupt should not affect the
rights of a person who is already entitled to atrigefore the date of declaration of
bankruptcy. The person could be either the creddbrthe debtor or otherwise.
Declaration of bankruptcy does not affect the sghhd remedies of those who own
property in the possession of the debtor or whal laosecurity interest over all or any of
his assets. For instance, assume that Ato Mogesdebtor who failed to pay the debt he
owes to his creditors. Because of fulfilment ot thequirements, Ato Mogese was
declared bankrupt on September 5, 2004. On Auguad® Ato Mogese sold his car to
W/ro Ayalnesh. The title of document was not hanoeer to W/ro Ayalnesh till the date
of declaration of bankruptcy of Ato Mogese. In thase, even if the title of document is
not yet transferred to W/ro Ayalnesh on the dateleflaration of bankruptcy of Ato
Mogese, the right of the former over the car wontt be affected. W/ro Ayalnesh
acquired the right on the date of conclusion ofdbmetract of sale of the car. Therefore, it
would not be legal to refuse to transfer the cathbuyer because of the fact that the

seller is declared bankrupt before transferringctre
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Do you think that the above discussed principleiteout exception? | am sure that your
answer would be “No”. If you answered so, it isreot. You see, there are two important
exceptions to the principle. THest is the case of undervalued transaction. Evenef th
third party has acquired the right before the dateleclaration of bankruptcy of the
debtor, where the right is acquired as a resulirafervalued transaction, then the right
shall not be respected. For example, assume tlmaBAgale is a debtor who could not
pay his debts towards his creditors and as a rdeualared bankrupt on October 10, 2004.
A month before the date of the declaration of baptay, Ato Bogale sold his machinery
to W/ro Meselech. The machinery was one he wagusihis factory for the production
of goods for sale. The market price of the maclyirvesas 80,000 Birr, but Ato Bogale
sold it for a price of 30,000 Birr. In this caseer if W/ro Meselech acquired the right
over the machinery before the date of declaratidoaokruptcy of Ato Bogale, her right
would not be respected. This is because she adgineeright as a result of undervalued
transaction. While the market value of the machingr80,000 Birr, Ato Bogale sold it
for a price of only 30,000 Birr, which is very muldwer than the market price. As the
transaction is undervalued, W/ro Meselech wouldsuziceed in claiming the right over
the machinery. The assumption here is that theodeditered in such undervalued
transaction with the view to affect the interesttioé creditors. In other words, it is
presumed that the debtor, knowing that he woulddmared bankrupt and the properties
are going to be attached, he deliberately enterestich undervalued transaction with the
view of getting the property sold and converted imoney. Note, however, here that the
presumption is irrebutable one. In this relatioru ymay also refer the provisions of
Article 1995 and 1996 of the Civil Code, which ressifollows:

Art. 1995- Debtor’s fraud
A creditor may, in his own name, challenge thedmliof acts whereby
the debtor, in fraud of the creditor’s rights alésd property or entered

into obligations.
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Art. 1996- Fraudulent acts
(1) An act shall be deemed to have been done in frdutheo rights of
creditors where it was done by the debtor so dsetmme insolvent, or
with the knowledge that he was thereby increasiagnsolvency.

(2) The payment of mature debts may not be challengedébcreditors.

The second exception to the principle is that whbeeright is acquired as a result of
improper preference to a creditor. Basically théngple under bankruptcy law is
equality of creditors. As a result, it would not peper if the debtor gives improper
preference to one or more of the creditors. If thegtpens, even if the right is acquired
before the date of the declaration of bankruptcyhef debtor, it shall not be respected.
For example, assume that Ato Dawit could not paydebts towards the debtors and as a
result declared bankrupt on January 1, 2005. Thvere four creditors (Abera, Addisu,
Gete, and Fanaye) who claim debt from Ato Dawit.oTweeks before the date of
declaration of his bankruptcy, Ato Dawit concludedontract of donation with one of his
creditors, i.e., Gete. The debt of all the creditisrdue and all of them were to demand
payment from Ato Dawit. In this case, the credifor was benefit the contract of
donation is concluded (Gete) acquired the righa assult of improper preference. While
he was nor doing was the same favor to the otheditors, Dawit improperly gave
preference to that creditor. The assumption herthas had the thing given through
donation not been given solely to one of the ceoedjtit would have been available for
the benefit of all the creditors. But as a restiithe preference, it is only the creditor to
whose benefit the donation is made (i.e. Gete)dhtt benefit of it. Therefore, the right
of Gete would not be respected even if it was aequbefore the date of declaration of

bankruptcy of Ato Dawit.

Principle 1l: Only the properties over which the debtor has interest are caught:

There may be different properties under the pogssesd the debtor on the date of
declaration of bankruptcy. Some of them may beltm¢he debtor himself and others

belong to another person. The debtor might haveived the properties belonging to
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other persons either on hire, bailment or othesors. As a result of declaration of
bankruptcy, the properties of the debtor are tatteched and realized for the benefit of
the creditors. Assets are available for distributgonong creditors only to the extent that
the debtor has or acquires a beneficial interegtem. Property in the possession of the
debtor, but belonging to another is returnabldd@wner, subject to any right which the
debtor may have to keep in his possession (e.geruadease). This is not an asset
available for distribution to creditors. Even iethare under possession of the debtor on
the day of declaration of bankruptcy, the propsriigich belong to other persons should
not be the subject of attachment and realizatiorother words, it is only the properties
over which the debtor has interest that have tatteched. For example, assume that
WI/ro Tsehay is a debtor who could not pay her debtsirds her creditors and as a result
declared bankrupt. On the date of declaration okhgptcy, W/ro Tsehay possessed a
refrigerator which belongs to Ato Zegeye. The gerator was possessed because of
contract of pledge between Zegeye and Tsehay.idrcse, the refrigerator shall not be
considered as the property of W/ro Tsehay and ésubject of attachment. Rather it has
to be given to Ato Zegeye, subject to the rightsvtoch W/ro Tsehay is entitled against
Zegeye.

What type of interest of the debtor do you thinkdsbe considered? Did you answer
“rights of ownership?” If your answer is so, thatdorrect. As we have seen earlier, the
debtor may become possessor of properties belongingther persons because of
different reasons. He may become possessor beadupkedge, mortgage, usufruct,
bailment, etc. Where the possession is as a refulelationships other than those
entitling to ownership, the rights of the real owskall not be affected by the fact that
the debtor is declared bankrupt. But where the atebas acquired possession of the
property as a result of a legal relationship thatfers him the right of ownership, such
property would be the subject of attachment andrdadized for the benefit of the
creditors.
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To the rule that the trustee can take only asseltsnging to the debtor at the date of

commencement of the bankruptcy or acquired by thletadt thereafter, there are two

principal statutory exceptions:

A)

B)

The assets available to the general body of credit@y be swelled by the amount of
payments or transfers made by the debtor beforamdion of bankruptcy under a
transaction which is void or voidable at the inst@amf the liquidation. Where the
debtor has already made payments to persons dnbiéore the debt of declaration
of his bankruptcy, that payment affects the assedflable to the creditors. Where the
debtor has already transferred certain propertsniging to him before the date of
his declaration, still this affects the assets latée for the general body of creditors.
The trustee, representing the estate, takes whetasable at the beginning of the
bankruptcy proceedings. This is with the deductbrthose payments or transfers

made before the date of declaration of his banksupt

In a compulsory bankruptcy, all dispositions of thebtor’s property made after the
presentation of the bankruptcy petition are voitess authorized or ratified by the
court. The fact that a petition to the bankruptéyhe debtor could not prevent the
debtor from entering into different transactionsheTdebtor may dispose his
properties though an application to his declaratibbankruptcy is already presented.
Such disposition of the properties of the debtoulde valid only where there is
court authorization. In the absence of court authtion or ratification of the

disposal already made to the properties of theadgtite transaction would be void.
But where the court has ratified the dispositiomas authorized for such disposition,

the trustees take what remains after such dispasiti

Principle 11l: Personal Rights would be convertedinto rights of proof

One of the important principles of bankruptcy lahat all the creditors shall stand at

equal footing without any discrimination. In otheords, all the creditors are expected to

compete to get a certain portion from the procedédsle of the properties of the debtor.
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In order to compete, all the creditors are expetdgorove their respective rights before
the responsible bodies. Even if the debtor adrhas e is indebted to a certain creditor,
after the declaration of his bankruptcy, there wooé no way to get the right without
passing through the process of proving his claiar. é&xample, assume that Ato Kebede
is a debtor who is declared bankrupt because hkl et pay his debts towards his
creditors. After the declaration of bankruptcy, afie¢he creditors approached the debtor
and claimed payment of the whole or part of hisnclcom the debtor. In this case, the
debtor cannot pay to the creditor because all hipgyties are administered by other

persons.

In order for the creditor to get payment, he shater the procedure of proving his claim
just like the other creditors. Had the debtor neerb declared bankrupt, the creditor
would have got payment without going into the pchae of proving debts. It would

have been possible for the creditor to personggr@ach the debtor and satisfy his
claim. On the part of the debtor, it is also pdssio admit that he is indebted to the
creditor and pay the whole or part of the debt Westo the creditor. Generally, it is a
cardinal principle of bankruptcy that purely peralorights against the debtor, whether to
money, property or the performance of servicesseg&o be exercisable by action and
become converted into rights to prove in competitith other unsecured creditors. This
characteristic marks off real rights from personghts. The former are in principle

unaffected by the bankruptcy process, for the éristkes subject to them; by contrast,
bankruptcy puts an end to a creditor’s ability tdoece purely personal rights of an

individual unsecured creditor to a share in reéibbraof assets.

V. The unsecured creditors gepari pasudistribution

It is an underlying principle that the unsecureddaors rankpari pasuand are thus

entitled to a dividend proportionate to their regpe claims. As you know unsecured
creditors are those creditors who held nothingeicusty that guarantee performance of
the obligations by the debtor. The antithesis ddaanred creditors is secured creditors.

The refers to those creditors who took possessfoa certain property or the title to
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ownership of properties with the view of assurirgyfprmance of obligations by the
debtor.

The overall objective of the bankruptcy proceedisgo collect the properties of the
debtor and realize them for the satisfaction ofdlagm of creditors. In the process, those
creditors who are secured would satisfy their ctafrom the property at their hand. As a
result, it is the unsecured creditors who competget a certain share from the proceeds
of sale of the properties of the debtor. In thecpss of distribution, each of the unsecured
creditors could not get what he claimed. Rather pheceeds of sale, after certain
expenses such as administration costs and the obstarrying out the bankruptcy
proceeding are deducted, would be distributed antbagunsecured creditors based up

on their claims.

What do you understand Ipari pasudistribution? Did you answer saying, “it refers to
proportionate distribution”? If your answer is gbat is great. It is distribution of the
proceeds of sale of the properties of the debtsedbapon the claim of each creditor. For
instance, Ato Menbere is a debtor who is declasetkiupt for he failed to pay his debts
towards the creditors. After all expenses are dedij¢he proceeds from the sale of the
properties of the debtor was 100,000 Birr. Thereewbree creditors who proved their
debts and claimed from Ato Menbere. One of theitwes] Ato Tesfu, claimed 30,000;
the second creditor, W/ro Tizita, claimed 50,000r;Band the third creditor, Ato Geleta,
claimed 100,000 Birr. In this case the claim of tieditors and the proceeds of sale of
the properties of the debtor are not compatibler&fore, what is available after sale has
to be distributed proportionately among the thnesslitors in proportion to the claim of

each creditor.

The principle ofpari pasudistribution, which has been the feature of baptay law, is

often diminished because of certain reasons. &irdtforemost by the extensive range of
security rights and analogous devices that havévedoover the years. As a result of
development, creditors usually get a certain kihdsexrurity to guarantee the debtor’s

discharge of his duties. The existence of suchrigesienables the creditors to satisfy
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their claims from the securities in their hands.a\®sult, no competition would be with
the other creditors for the proceeds of sale operies of the debtor. Second, by the
massive expansion of the range of debts made prefal by laws. Different laws

recognize certain debts to be preferential andefbes the creditor would have
preferential right against the debtor. In such saseis the other creditors, who are
neither secured nor preferred, that compete fopgmnate distribution of the proceeds

of sale of properties of the debtor.

Do you agree that creditors who acquire a righerafieclaration of the debtor’s
bankruptcy are also entitled pari pasudistribution? Did you answer “No?” If so, you
are correct. The principle of proportionate disition applies only in relation to
unsecured creditors who acquired a right beforediéaaration of bankruptcy. As we
have discussed earlier, it is pre-liquidation rigtitat are to be respected. Those creditors
who become creditors as the result of contractredteto by the trustee/liquidator are
entitled to have their claims treated as expenk#sedankruptcy process and paid out of
the assets in priority even to the claims of peaféial creditors. For example, assume that
Ato Tadesse is the debtor who is declared bankosptJune 1, 2005. Before his
declaration of bankruptcy there were four creditbos whom he is indebted. On
declaration of his bankruptcy, W/ro Yodit was appped as trustee to carry out the
bankruptcy proceeding. With the view of carryingt dbe bankruptcy process, W/ro
Yodit entered into a contract for the hire of a @ause belonging to Ato Kebede. In the
contract, it was agreed that Ato Kebede was edtitethe payment of 40,000 for the
service he renders and the money would be paid afteonth. In this case, even if he
acquired the right after the declaration of bantecywf Tadesse, Kebede’s claim would
be paid in priority to the other creditors. The rfaunsecured creditors would get
proportionate distribution of the proceeds from #ade of properties of the debtor. In
other words, the proportionate distribution does aqaply as regards the claims of Ato
Kebede.

The rationale behind such a priority is that to ld@athe trustee/liquidator or the

commissioners obtain goods or services during #mktuptcy process. Where there is no
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such a distinct right the bankruptcy proceeding dawt be carried out properly and
speedily. No one would be willing to enter intonsactions with a person or the
representative of a person who is already decloae@trupt. But where one knows that he
will be entitled to priority right in the distribiein and not to compete for proportionate
but full payment of his claims, then he would be®mraged to enter into transactions
that can facilitate the bankruptcy process. In #feve given example, had Kebede
known that he would compete with the other unsetucesditors forpari pasu

distribution, he would not have entered in suchaadaction. As a result of tipari pasu

distribution he would have got less than what tenwtd (less than 40,000), while the

priority right entitles him for the full amount logaims.

Do you accept that there could be instances wherete-liquidation creditors can get
priority right? If you answered “Yes”, that is ceat. Even pre-liquidation creditors will
be able to jump the queue where the trustee isndiegme on their continuing to supply
goods or services and they make it a condition élxating debts must first be paid. In
such a case, the liquidator is entitled to paypfeeliquidation claims in question as being
expenses of the liquidation necessary to preséeveebtor’'s business or its other assets.
For example, assume that Ato Debalke is the debtar is declared bankrupt for he
could not pay his debts to the creditors. Before teclaration of bankruptcy, he
concluded a contract for the supply of a raw matesith W/ro Yemisrach. The latter
used to supply the agreed quantity of raw mateoidhe factory of Ato Debalke. After
the declaration of bankruptcy of Ato Debalke, tloeirt ordered for the continuity of the
business for justifiable reasons. For the busiteg®ntinue, it is necessary that the raw
material continues to be supplied. As a result,tthstee is to continue the relationship
with W/ro Yemisrach. In case Yemisrach demandsrayment of the debts due and
not yet paid before the declaration of bankrupthg, trustee can pay in priority to other
unsecured creditors. It is necessary to facilithie bankruptcy process and therefore,

W/ro Yemisrach is entitled to get payment in piiari
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1.4.2. Subsidiary Principles

The following subsidiary principles buttress th@ad mentioned cardinal principles.

» Contracts entered into by the debtor before liquida remain in force until

disclaimed

Before the adjudication of bankruptcy, the debtors free as any other person. As a
result, he can enter into different contracts bycWwine may be creditor or debtor. Where
he becomes creditor as a consequence of a coatrired before the date of declaration
of his bankruptcy, the trustees can claim the rigith the debtor of such contract during
the bankruptcy proceedings. In other words, for itiere reason that the creditor is
declared bankrupt the debtors of such contractdcadt refuse to discharge the
obligations arising from the contract. Where hedoees debtor of the contract, the
creditor of such contract can participate in thaekbaptcy proceedings by proving his
claims like any other creditor. Therefore, the pipte is that the contract would not
terminate as a consequence of declaration of bptdyrof one of the parties. But where

the contract is disclaimed, it shall not remairarce.

* On liquidation, the debtor ceases to be the benafiowner of its assets

As you know, liquidation involves the realizatiohassets of a person into money. The
process of liquidation is to be carried out notthg person found to be a debtor by
another neutral person. In the case of bankrugipyidation is to be carried out by the
trustees. It is obvious that the trustees are mototvners of the properties belonging to
the bankrupt person. In principle, it is the owmdro can transfer valid title to another
person. During liquidation, therefore, in princiglee trustees could not transfer a valid
title. Since one cannot transfer what he does not have, théodekases to be the
beneficial owner of the assets. In effect, by openaof the law, the ownership right is

conferred on the trustees and as a result the dielsies such right.
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» No unsecured creditor has any interest in specighe debtor’'s assets or realization

Basically, the right of unsecured creditors isghtiin personemand it is not a right in
rem. In other words, the unsecured creditors have ht ragainst the debtor, but not
against the properties of the debtor. As theirtrigha right against the debtor and not
against the assets, they cannot claim to take riygepties of the debtor in distribution.
Nor can they claim to participate in the realizataf the properties of the debtor. What
normally they are entitled to is to get distributiof the proceeds of sale of the properties
of the debtor. To this effect, the properties & tlebtor have to be identified and realized
by a neutral body of persons, usually the commigsiand the trustees. Where the assets
are not sufficient to cover the claims of creditoot secured, they are to get proportional
distribution of the proceeds of sale. But as regaécured creditors, since they hold
either movable or immovable properties belonginghe debtor, they have a right and

interest in specie in those properties or the zatibn of such properties.

1.5. Bankruptcy Compared to Winding up

Do you think that winding up is the same to bankzyp If you answered “Yes”, that is
not correct. As we have seen earlier, bankruptcthésjudicial process by which the
debtor is found not able to meet his commitmentgatds his creditor. On the other
hand, the Black's Law Dictionary defines winding @ag: “process of settling the

accounts and liquidating the assets of a partngrsin corporation, for the purpose of
making distribution of net assets to shareholders partners and dissolving the
concern.” What one can infer from this definition is that ding up presupposes a

company or another business organization where tirer shareholders or partners.

Points of similarity and difference

* Winding up on the ground of insolvency may startrésolution of members of
the company or the business organization. In thée cit is commonly known as

members’ voluntary winding up since it is their walary resolution that is the
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cause for the winding up. Similarly, bankruptcy mzey adjudicated based on
the petition of the debtor himself. We will haveeparate discussion on petition
as one of the grounds for adjudication of bankryater in this material. The

fact that a company is in voluntary winding up daesdebar a petition for it to

be wound up by the court. Petition could be presgmind the court orders the
winding up of the company or corporation. There Imilge instances where the
winding up process resulting from the resolutiorthed members stacks due to
different reasons. In such cases, the court osligrding up and such order is to

be effected.

Winding up may also start by a winding up orderaopetition by a creditor or
other party having &cus standito present a petition. In this case, it is known
as compulsory winding up for it is not the membegh® wanted the winding up
but the creditors or other persons having legditragainst the company or the
business organization. Regarding bankruptcy, onmare of the creditors can
present petition to the effect that the debtor éelated bankrupt. Not only the
creditors, but also the court and the public pros®ccan present petition for
the declaration of bankruptcy of the debtor.

Winding up does not divest the company of titlatsoassets but makes it in
effect a statutory trustee of the assets for eglitors. As a consequence of the
winding up process, the company would not totadgel the right of ownership
over its assets. Normally, if the company or coapion loses the right of
ownership, no one remains the owner until the pitgpe sold. On sale, the
buyer becomes the owner. But in the time betweerb#ginning and end of
the winding up process, the company or corporatemains the owner.
Though it is the owner, there is no right to dispos enjoy the fruits or even
to make use of the properties. The company or catipm simply remains the
trustee who keeps the asset properly. The sameués ih the case of
bankruptcy. The debtor remains the owner of histassll the trustees

transfer to other persons on sale.
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» Control of the company passes to the liquidatdhéeithe official receiver or
an outsider or by the creditors). As a consequefctart of the winding up
process, the company falls under control of thaidigtor to be appointed to
carry out the winding up process. In the case okhgtcy also control of the
assets and the business of the debtor falls iedéimds of the commissioner
and the trustees to be appointed for the purposarofing out the bankruptcy

process.

* The liquidator is usually assisted by a liquidatcmammittee and certain of his
powers may be exercised only with the sanctiorhaf tommittee or of the
court. In the case of bankruptcy, however, the c@sioner is to be assisted
by the trustees and the creditors’ committee. Tdwatcof jurisdiction is also

to overlook and supervise the whole bankruptcy gedng.

* The liquidator is responsible for getting in andali@ang the assets,
ascertaining the debts and distributing divideridse trustees, in the case of
bankruptcy, are responsible to collect and prestgm@eaights of the debtor, to
realize the available assets and to distributeptibeeeds among the entitled

creditors.

* When all the assets have been got in, the lisdslitestablished and the
distribution completed, the winding up processtiaraend. The final process
is dissolution of the company, which terminatedatgl existence. In the case
of bankruptcy also, the process comes to an ertdeofinal distribution of the

proceeds of sale of the assets.

1.6. Conditions of Bankruptcy

As we have discussed earlier, the Commercial Cddendt define the concept of

bankruptcy. It simply dealt with the conditionshankruptcy. As per the Code, there are
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two important conditions that need to be fulfilleat the existence of bankruptcy. The
two conditions are suspension of payments and deida of bankruptcy. In the absence
of any of these two conditions there is no banleypin other words, the two conditions
are cumulative rather than alternative. You canl ris@ following provision as regards

the conditions of bankruptcy:

Art. 969- Conditions of bankruptcy
Any trader who has suspended paysnand has been declared bankrupt

shall be deemed to be bankrupt.

What do you think amounts to suspension of paynelmtother words, when can one
say that there is suspension of payments? Readtlihg provisions of Article 971 of the

Commercial Code will enable you answer these questi

Art. 971- Facts constituting suspension of payments
Suspension of payments shall result from any fadt, or document showing
that the debtor is no longer able to meet the camemts related to his

commercial activities.

As you read in the above-given provisions the sitneof suspension of payments arises
from any fact, act, or document showing that thétaleis not able to meet his
commitments. There are important issues to bedars¢hat relation. Théirst one is as
to what facts can show that the debtor is no lordpe to meet his commitments. Can
you guess what facts could be considered? | hageythu have tried to list down certain
facts that may show that the debtor is no longér slomeet his commitments. One fact
could be that the debtor’s business has continyda#ien from time to time for a long
period of time. In other words, where the fact ttheg business has been falling down

instead of growing up is clear, it can be infertieat the debtor has suspended payment.

Thesecondssue is as to what act could indicate that theatds no longer able to meet

his commitments. Can you guess possible acts #rmaskow that the debtor is no longer
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able to meet his commitments? If you do so tharésat. Here, note that the act that can
show that the debtor is no longer able to meetbmmitments is the act of the debtor
himself and not that of other persons. Accordinglyhe debtor has absconded without
leaving or representing an agent to carry out th@ness, it could be a good example of
an act to show that the debtor is no longer ablené®t his commitments. Another
example of an act could be where the debtor misgates or misuses his properties.
Where it is corroborated with other circumstandk® unusual act of the debtor to
misappropriate or misuse the properties could bgroand to infer the situation of
suspension of payments. For example, assume tlatM&ssfin is the debtor of ten
creditors. He has been performing commercial aatwifor the last seven years. During
those times he has never misappropriated his assdthas properly managed them. But
his conduct changed since the last two weeks inliainusually misuses the assets. He
drives the cars carelessly and even sells certaipepties for a value much lesser than
the market price. In this case, the act of Ato Mesén indicate that he is no longer able

to meet his commercial commitments.

Thethird important issue is about documents. What docunagetyou going to consider
saying that there is a situation of suspensionagfents? You might have mentioned
books of account, if any. If that is so, you arerect. In order to establish that the debtor
is no longer able to meet his commitments, bookaagount, balance sheet and other
similar documents can be good indicators. You caveha look at of the provisions of
Article 973 of the Commercial Code, regarding thgportant documents to indicate

suspension of payments.

Art. 973- Documents to be annexetthéanotice
(1) The following documents, dated and signed,|dbmlannexed to the
notice given under Art. 972:
a) the balance sheet of the firm;
b) the profit and loss of account;
c) a list of commercial credits and debts, with thenaa and

address of the creditors and debtors.
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(2) Reasons shall be given in the notice where @nthe documents

required under sub-art. (1) cannot be provided angomplete.

Even though the documents are expected to be peeserilong with a notice of
suspension of payment by the debtor himself, thedansiders such documents to assist
the court to decide that a person should be detlaemkrupt because he suspended

payments.

Do you agree that the fact that one has suspendgthemts is sufficient for the
bankruptcy of a person? Did you answer “No?” If yanswer is so, you are right. Your

answer is well supported by the provisions of Aeti@¢70 of the Commercial Code.

Art. 970- Bankruptcy of fact
(1) Where no judgment in bankruptcy is given, bankrypttall not result
from mere suspension of payments.
(2) A sentence may be passed by a criminal court petof bankruptcy
or any offence connected with bankruptcy notwithdiag that
suspension of payments has not been establisheal joggment in

bankruptcy.

As you can read from the provisions of sub-art{d of the above given Article, the
mere fact that one has suspended payments couklffme to his bankruptcy. Though
the fact that he has suspended payments coulddwegrfrom different facts, acts, or
documents, this by itself does not suffice bankeyptThere should be judgment of
bankruptcy of the same person along with the sisperof payments. In other words,
the suspension of payments has to get court rettoigras a result of which there has to

be judgment of bankruptcy.

Another important point to be considered from theve mentioned Article is in relation
to criminal matters. As we have seen earlier, fog existence of bankruptcy, the

conditions of suspension of payments and declaratidankruptcy are necessary. Even
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though these conditions are not fulfilled, a calrbuld not be prevented from deciding
on criminal matters related to bankruptcy. In otherds, the conditions of bankruptcy
should not be a pre-condition for the court to gate criminal cases related to
bankruptcy. Where suspension of payments is prosreel) though it is not established
by court declaration, a criminal court can pasgjodnt on matters of crime related to

bankruptcy.
Chapter Summary

In this Unit we have discussed a number of imparpints. One of such points is the
historical background of bankruptcy. Its origin gdeack to the older times of the™4
Century. The origin is mainly related to the Italiamerchants of the Renaissance period.
It later spread to the central European and otbentries. When it comes to Ethiopia, the
concept was borrowed from the experience of otbegign countries, especially from

that of the French experience.

The other important point we have discussed isdéfeition of the word bankruptcy.
There is no universally accepted definition of therd. Different scholars defined the
word differently because of difference in theirgpctives. In spite of this difference, we
have taken definitions for our purpose. We have aksen as to how the Commercial
Code defined the word. Accordingly, it has comendih two different definitions which
take into account different considerations. Neitsodefinition, we have discussed the
scope of bankruptcy under the Commercial Code. Atingly, bankruptcy by its nature
is related to persons involved in business aotisitiAs a result a person who is not a
trader within the meaning of the law could not be subject of bankruptcy. If a business
organization is a trader within the meaning of @@mmercial Code, it could be the

subject of bankruptcy where the requirements aneptied with.

In this unit we have also focused on the cardimalcples of bankruptcy. There are
principles that serve the function of a constitatias far as bankruptcy proceeding is

concerned. Such principles are general and compselee which have subsidiary
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principles. All the provisions of the bankruptcyvlare in line with these principles and
are supplementing them. We have also discussedotmparison and contrast between
the concepts of bankruptcy and winding up. Theee @oints of similarity as well as
difference between these two concepts. Last, butlemst, we have discussed the
conditions of bankruptcy. In order to consider tiegre is a situation of bankruptcy, there
should be two conditions. One is the existenceugpension of payments and the other
the declaration of bankruptcy. These two conditiarescumulative in that one only could

not suffice to consider that there is bankruptcy.

REVIEW QUESTION

1. Does the commercial code of Ethiopia recognizetiinee tests of Bankruptcy?
What are the tests, if any, recognized by the Ppiaio Commercial Code? Based
on the way the relevant provisions of the commémmde are formulated, do you
think it is discernable when to use which test? What that may be gatherable
from the provisions of Article 971 for the purpos#sdetermination of the tests
mentioned above? What is your opinion about Artai87?

2. The USAID Diagnostic Report says that there havg been less than a dozen
court cases of bankruptcy in Ethiopia. Why is #@ttbankruptcy provisions of the
commercial code are, literally, not put into apation in Ethiopia?

Define the word Bankruptcy in light of the commeata@ode of Ethiopia.

4. Why do you think joint venture is excluded from theope of application of
bankruptcy?

5. Explain the Basic Cardinal Principles from which thle subsidiary rules and
principles of bankruptcy emanate.

6. Discuss the instances in which the bankrupt detsorbe possessor of properties
belonging to other persons?

Point out the similarity and differences betweemiBaptcy and winding up.

8. Explain the two important condition of Bankruptcy.
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CHAPTER TWO
JUDGEMENT OF BANKRUPTCY AND ITS EFFECTS

Introduction

The conditions for bankruptcy may exist due toeli#ht reasons. We have discussed
those conditions as per the Ethiopian Law of Baptayt Accordingly, in order to say
that there is bankruptcy, there should be suspensfopayments and declaration of
bankruptcy. After proof of the existence of corwls of bankruptcy, the next question is
as to what follows. In this chapter we will tryfind the answer for this and other related

guestions.

The chapter is divided into two sections. The fisgiction is on the judgment of
bankruptcy. In this section we will discuss thefetént grounds for the judgment of
bankruptcy. The second section is on the effect emdrcement of the judgment of
bankruptcy. In this section, we will be focusing tre effects of the judgment in
bankruptcy as regards the debtor as well as trditars. We will also discuss as to how
the judgment is to be enforced after the court@gia the debtor bankrupt.

Objectives

At the end of this chapter, you should be able to:

» enumerate the grounds for the judgment of bankyiptc

» discuss each of the grounds of judgment in bankypt

» identify the person entitled to apply for settirgyde the judgment;

» distinguish that the judgment is to be enforcedp@rmarily;

» identify the reason why the judgment is to be ezgdrtemporarily;

» discuss the grounds for setting aside the judgment;

* identify the persons entitled to appeal againsjudlgment of bankruptcy, and

» dispose practical cases in relation to the judgrmebankruptcy.
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2.1. The Judgment of Bankruptcy

In the process of the bankruptcy proceeding, tts¢ &ind the most important step is the
judgment of bankruptcy. Judgment of bankruptcyais <0 be the most important step

because it is the stage at which the fate of theores to be decided. Where the court
decides that the debtor should not be adjudgedrbphkhe whole process ends there.
But it is only where judgment in bankruptcy is pabshat the next step in the process
continues. The judgment in bankruptcy establishaes there is suspension of payment
and as a result declaration of bankruptcy. The mapnt issue to be raised at this juncture
is which court can pass the judgment in bankrupitcyorder to enable you attempt to

answer the question, you are requested to readl@@v4 of the Commercial Code:

Art. 974- Court having jurisdiction

(1) The Ethiopian court having jurisdiction in bankreyptproceedings
shall be the court of the place where the busioésastrader who is a
person is situate or, where there is more thanboiseness, the place
where the principal business is situate.

(2) Subject to the provisions of international convensi, the Ethiopian
court shall have jurisdiction notwithstanding ttia principal place
of business is abroad and a foreign court has meerdankruptcy

jurisdiction.

As per the afore-mentioned Article, bankruptcy mattare within the jurisdiction of the
court of the place where the business situates ot expressly stated that it is the
Wereda/ First Instance Court or the High Court loé place where the business is
situated. Where there is no such precision, a thsmay arise between the parties as
regard to the court having jurisdiction. For exagmphhere the creditor has instituted
petition before the High Court of the place whdre business is situated because it is the
nearest court, the debtor may present objectiormblg claim that it is the Wereda Court
of the place where the business is situated thafphaper jurisdiction. This he may say

because the Wereda Court is the nearest to his pfdausiness or residence.
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For appropriate determination of jurisdiction, tgles of the civil procedure on
jurisdiction shall be considered. The provision®dicle 15(2) (b) of the Civil Procedure
Code provide that bankruptcy matters fall withie txclusive jurisdiction of the High
Court. In other words, irrespective of the matejugisdiction, the High Court shall have
jurisdiction on bankruptcy matters in their firggpearance. Based on this idea, can we
then say that the court having jurisdiction on apkcy matters is the High Court? As
far as the practice among the Ethiopian courtoieerned, bankruptcy cases are to be
instituted before the High Court.

The provisions of Article 11 of the Federal CouRsoclamation (Proclamation No.
25/96) do not expressly indicate that bankruptdis favithin the jurisdiction of the

Federal High Court. While civil matters that falitinn the jurisdiction of the Federal
High Court are enumerated, the enumeration doesnoltde bankruptcy. In the same
Proclamation, there is a provision which providast tall matters not expressly included
within the jurisdiction of the High Court shall Fakithin the jurisdiction of the First

Instance Court. This implies that bankruptcy falishin the jurisdiction of the Federal

First Instance Court.

After identifying the court having jurisdiction drankruptcy matters, the next question is
as to how the court comes to the stage of judgmieb&nkruptcy. Now let us discuss the
procedure of judgment of bankruptcy. There are ehm@portant grounds for the
judgment of bankruptcy, namely:

* petition of concerned party;

* retirement; and

* death of a person.

Now, let us discuss each of theese grounds
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a) Judgment on petition by concerned party:

After the court having jurisdiction is identifiedhe bankruptcy proceeding is to be
instituted by way of petition. One or more of theieed persons can institute a petition
before the court. Who do you think is entitled nstitute petition before the court? You
might have enumerated some category of persortedrit petition. If you did so, that is

great. Now read the provisions of Article 975 of thommercial Code.

Art. 975- Proceedings how instituted
Bankruptcy proceedings shall lsiinted by way of petition made by:
(b) the debtor; or
(c) one or more creditors; or
(d) the public prosecutor; or
(e) the court itself.

As you read from the above- provision, there atg frategories of persons entitled to
institute petition before the court. Tliest category is the debtor himself. According to
the provision, the debtor can institute petitiom é®claration of his own bankruptcy.
Apparently, it seems unbelievable that the debtmsklf demands declaration of his own
bankruptcy while bankruptcy has a number of disathges as regards the debtor. For
instance, as a result of declaration of bankrupticg, debtor would get ridiculed. The
credibility of the debtor would decline where healeclared bankrupt. The debtor would
lose the right to administer and manage his pr@serds a result of declaration of
bankruptcy. Moreover, the value of his propertiesuld decrease or there would be
depreciation in case where the bankruptcy prosepsoionged due to certain procedures.
An important issue to be raised, therefore, is wWiey debtor takes initiative to institute

petition for his own bankruptcy while bankruptcystsuch disadvantages.

Do you accept that bankruptcy has advantages tdehtor? Did you answer “Yes?” If
you answered so, that is correct. Though bankrugteg the above mentioned

disadvantages to the debtor, sometimes it coulblned advantageous to the debtor. As
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far as the rules of bankruptcy are concerned, tisetlge so called principle of discharge.
It provides that the debtor would no more be liabl¢he creditors after all his properties
are collected and realized for the benefit of trezlitors. After winding up and closure of
the bankruptcy proceeding, the debtor can starbtigness in a new slate. Even if he
gets much money, the creditors lose the right tontlthe unpaid amount of their
previous claim. In such cases, the debtor getsrddga by losing properties in his hand
and being discharged from liability then after. fidfere, in view of such advantages the
debtor can take initiative to institute petitionfdre the court for declaration of his own

bankruptcy.

The secondcategory of persons entitled to institute petitisnone or more of the
creditors. It could not be an issue as to why tleglitors can institute petition for the
declaration of bankruptcy of the debtor. Rather iwdwuld be raised as an issue is the
extent of claim the creditor/s needs to have ireotd institute the petition. Sometimes
the creditor can have a claim of only a small anb@fimmoney. For example, assume that
Ato Mindaye is the debtor who failed to pay to bieditors. There are fifteen creditors
claiming money from Ato Mindaye. Of the fifteen dirs, one (W/ro Tihun) has only a
claim of five Birr. The total claim of all the crigdrs is three million Birr. Should W/ro
Tihun allowed to institute petition for the decléoa of bankruptcy of Ato Mindaye? Did
you answer “Yes?” If your answer is so, that isreor as far as the Commercial Code is
concerned. There is no limitation as regards theuwsntnof claim a creditor should have in
order to institute petition. Therefore, legallycduld be said that to the extreme a person
who has a claim of even cents can institute petitay the declaration of bankruptcy of
the debtor.

However, the experience of other countries, esflg@é Britain, shows that in order to
institute petition for the declaration of bankruptaf the debtor, the claim of a single
creditor or several creditors should be not leas th80 Sterling Pounds. When we come
to our Commercial Code, if it is allowed that a gmr who has a claim of very small
amount is allowed to institute petition, we can gliynguess the social impact of such

practice. Therefore, one can argue that it is bétt certain ceiling is provided by the
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law so that it would be allowed only where the miaf the creditors is equal to or more

than that ceiling.

The third category of persons entitled to institute petitisnthe public prosecutor.
Normally the public prosecution office is to beaddished to protect the public interest
regarding criminal matters. In few cases, the mupliosecutor may interfere in civil
matters as provided by the law. Accordingly, asvted by the Civil Code, the public
prosecutor can involve in civil matters concernihg minors and matters related to

marriage.

The question as regards bankruptcy is why the pyosecutor should intervene in
matters of bankruptcy and allowed to institute tpeti for the declaration of bankruptcy
of the debtor. Do you think that bankruptcy proéegds the criminal matter? | hope
your answer will be “No”. If so, you are right. tie proceeding is not criminal, then is
there an element of crime in the bankruptcy procegdSometimes, the bankruptcy of a
person could be related to crime. For instancegtibeuld be a situation of fraudulent
bankruptcy. In such cases, it could be appropriathe public prosecutor institutes
petition for the declaration and investigate thenoral act. Otherwise, one could not
clearly see why the public prosecutor is entitiednistitute petition for the declaration of
bankruptcy of the debtor. Even if it is by reprassmeither the debtor or the creditor/s,
the law maker has not expressly indicated to tliteice For that matter there is no
considerable public interest to be representedhkypublic prosecutor. Therefore, one
possible case in which instituting petition by theblic prosecutor would be justifiable is
where the creditor/s and the debtor are ignoradttha interest of the public could be
more protected if the debtor is declared bankrbphtotherwise. One could, however,
guess the justification of intervention by the mmgtion in relation to the duty of the

government a protector of rights of individuals.

The fourth category entitled to institute petition is the datself. The court, like that of
the public prosecution office, is normally estalidid to protect the interest of the public

at large in matters of justice. Unlike the publiogecutor, it is not only in relation to
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criminal matters that the court protects interegtthe public, but also in civil matters.
Being one of the organs of the state, the couda &b delegate of the public at large.
There might be instances where the court comedeatatify a debtor who has informally
suspended payment. The court can identify suchodgint the course of discharging its
normal and ordinary judicial functions. In suche&gsvhere it believes that the interest of
the public would be more protected if the debtataslared bankrupt than otherwise, the

court can institute petition for the declaratiorbahkruptcy of the debtor.

An important issue to be raised in relation to #@mtitlement of the court to institute
petition is that which court should be entitleditlfs the court which has jurisdiction on
bankruptcy matters, then it will be the same coliat presents the petition and decides
on the petition. Do you think that it would be fdithe same court institutes petition for
the declaration of bankruptcy of the debtor andd#scon the presented petition? | am
sure that your answer will be “No”. If so, thatdsrrect. The court, in this case, becomes
a judge of its own case. One of the requirementiiofjustice and adversarial trial is
judgment by a neutral body than the parties toctme. Where it institutes a petition for
the declaration of bankruptcy of the debtor, tharcautomatically becomes one of the
parties to the case. One of the characteristica obde is the uniform use of a word
across all the provisions, unless otherwise meaisirgiven to the word expressly. The
word ‘court’, as used under Article 974 of the Coenamal Code, refers to ‘theourt that
has jurisdiction on bankruptcy mattersAs said above, the same meaning is to be
attached to the word under Article 975(d) of thenf@wercial Code. There could be no
way for another court than the one having jurisdict to institute petition. The
expression used under Article 975(d) indicates timatcourt is not another one because it
says “the court itself”. It could also be arguedtthad the legislature intended another

court to be the one to institute petition, it cobli/e expressly indicated or qualified it.

After the petition is instituted by one or moretbé persons entitled to do so, the next
step is to be decided by the court. On receiptefgetition, the court has two options,
namely: making preliminary investigation and gotogfirst hearing. Where it is found

appropriate in the eyes of the court, it can emty making preliminary investigation
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about the affairs of the debtor. The mere fact that person entitled has instituted
petition could not directly enable the court touattje the debtor bankrupt. Sometimes the
debtor may want to get declaration of bankrupteydulently. In other cases the creditor
may simply institute petition for the declaratiohb@ankruptcy of the debtor without the
latter really suspended payments. Where the dabtaleclared bankrupt without the
affairs of the debtor being properly investigateavill have a negative impact on the
interest of the public. Therefore, where the cailninks appropriate, it can order
investigation of the affairs and activities of thebtor.

The court can appoint one of the judges withindbert to carry out the investigation of
the affairs of the debtor. The task of investigatinto the affairs and activities of the
debtor may not be accomplished by the effort ofjtidge appointed. In case where there
is a need for assistance of another person, tlggejodn get the assistance of a trustee. As
to who the trustee is we will see in the futurestJor your information, the trustee is a
person to be appointed to administer the assetthefdebtor after declaration of
bankruptcy. After involving in the task of investighg the affairs and activities of the
debtor, the appointed judge is expected to repdtie court all information he gets in the
course of such investigation. Read Article 976haf Commercial Code:

Art. 976- Preliminary investigation
(1) The court may, where it thinks fit, appoint a judgethe purpose of
investigating into the affairs and activities oéttebtor.
(2) Any judge so appointed may require the assistahadrostee.
(3) All information collected shall be reported to ttwurt.

An important issue that could possibly be raisetelation to the appointment of a judge
to investigate into the affairs and activities loé tdebtor is in case of one judge in some
courts. If we accept that the court as having glictson is the First Instance/Wereda
Court of the place where the business is situatedjost of the Wereda Courts of our
country, there is only one judge in charge of tdigial function. Where there is such a

factual situation, how can it be possible to appoie same judge to investigate the
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affairs and activities of the debtor and to ge¢port of the investigation? Moreover, the
same judge is going to decide on the fate of thbtadebased on the report of
investigation. One can therefore see that theré vl problem of implementation of
investigation by judge where there is only a singl#ge in the Wereda court. For that
matter there is no law that has determined the reurabjudges in Wereda courts to be
only one. It is due to the long lasted scarcitypefsons qualified in the area of law that
the practice developed. Otherwise, the presumpsidhat there are at least three judges
in each bench to dispose a case in all levels wftso

If the court finds that making of investigationnst appropriate, it can enter into first
hearing. During such hearing the one who presettiegbetition is to prove the fact that
the debtor has suspended payments. In other wibig §iyst hearing is the stage at which
the court hears the parties to decide whether ¢héod has suspended payments, without

involving itself in carrying out investigation die affairs and activities of the debtor.

What do you think is the effect of the two options,, the preliminary investigation or
the first hearing? Whether the court has opted pi@iminary investigation or first
hearing, it is for the purpose of determining theedof suspension of payments and
declaring the debtor bankrupt.

Now read the provisions of Article 977 of the Comama Code:

Art- 977- Determination of the date of suspensibpayments
(1) At the first hearing or, where appropriate, on réog the report under
Art. 976, the court shall:
(a) fix the date of suspension of payments; and
(b) subject to the provisions relating to schemes o&rgement,
declare the debtor bankrupt.
(2) Where the date of suspension of payments is na&dfixsuch date,
subject to the provisions of Art. 978, shall berded to be that of the
judgment declaring the debtor bankrupt.
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The date of suspension of payments could not elgléraced. This can happen where
there is no sufficient evidence to show the exaté @n which the debtor has suspended
payments. Where the court has faced difficultydentifying the date of suspension of
payments, the date on which the debtor is declbamitrupt shall be deemed the date of
suspension of payments. For instance, assume tbhd&kele is the debtor who failed to
pay debts and as a result suspended paymentsubiigebs has started to decline a year
ago but it is not known as to when he exactly sndpd payments. The court declared
Bekele’s bankruptcy on July 10, 2005. In this cabe, date on which Bekele was
declared bankrupt shall be taken as the date gessfon of payments. Therefore, it is
July 10, 2005 when Bekele is deemed to have suspepayments and therefore all the

rights and obligations of the parties would stantun from that date.

Do you agree that the date of suspension couldxtenged from what is fixed by the
court? Did you answer “Yes?” If your answer isis@s correct. The provisions of Article
978 of the Commercial Code support your answerpésthe provisions of the Article,
the date of suspension of payments fixed to bel#te of declaration of bankruptcy may
be made the subject of extension. As we have sadiere such date is fixed because the
exact date of suspension of payments could notdoed because of certain reasons. It is
not the real date of suspension of payments amédftite subject to change in case there
is proof otherwise. After the judgment in bankryptad been passed, there could be
instances where the date of suspension fixed eaddd be extended. Such a date can
be extended where the trustee or any interestedpapplies to that effect by presenting
sufficient evidence to prove that the exact datsuspension of payments is different
from the date of declaration of payments. MoreoWee, public prosecutor or the court
can also apply for the extension of the date opsansion of payments with the view of
protecting public interest. It has to be noted, éwsv, that each of them should have
sufficient evidence to prove that the exact datesugpension of payments is different

from the indicated date of declaration of bankrymtthe debtor.
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Do you think that the date of suspension of payséred by the court, based on the
proof to that effect can be extended, if the cémund evidences? If you answered “Yes”
that is great. Such a date can be extended ineliiéircumstances. It can be extended
only within eight days from the time of notice bgipublished in the Commercial

Gazette. After the expiry of such period, no amlan for the extension of the date of
suspension of payments could be entertained byahet- (read Article 978(2) of the

Commercial Code). In all cases, however, the dagugpension of payments could not
be extended for a period more than two years betbees date of declaration of

bankruptcy. In other words, a date of suspensiopagments, later than two years back
from the date of declaration of bankruptcy, woutd be acceptable and relied as proper

date of suspension even if it is fixed by the cdArticle 978(3)).

b) Judgment on Retirement

The name of a trader may be cancelled from thestrggior various reasons. As per the
provisions of Article 112 -114 of the Commercial dep the name can be cancelled

because of different causes. Read the followingipians

Art. 112- Cessation of trade
Any registered person shall apply tfee registration to be cancelled within
two months from his ceasing to carry on his tradelwere he lets his business

out for hire.

Art. 113- Death of trader
(1) The heirs of a deceased trader shall apply forréggstration to be
cancelled within two months from the death.
(2) Where the heirs carry on the trade under joint aslmp, they shall
apply for a new registration to be entered.
(3) Where the joint ownership is dissolved, the entadeunder sub-art (2)
shall be cancelled and the person to whom the bssiis assigned shall

apply for a new registration to be entered.
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As you read from the given provisions, the tradetyrbe cancelled from the registry

because of cessation of trade, or death of thestergd trader. There might be several
reasons why the trader ceases trade. For insténceyld be because of changing the
business or decline in capital. It also could bealee of decline in demand or the leave
of the trader the area of his business. Whatewerc#iuse for the cessation of the trade
may be a person should apply for the cancellatidheregistration. The application has

to be made within a period of two months from tingetthe trade ceased to exist.

In case if a person who has been registered asrtcaels his heirs should apply for the
cancellation of such person from the registry.his tase, the application has to be made
within two months period from the time of deathtlo¢ trader. It is logical that the name

of the trader should be cancelled from the registngre he died.

You remember that the scope of bankruptcy apptidsoth traders, within the meaning
of Article 5 of the Commercial Code, and commerbiasiness organizations, within the
meaning of Article 10 of the Commercial Code. Agamels business organizations that
carry out trade, cancellation is regulated by thevigions of Article 226 of the

Commercial Code, which reads as follows:

Art. 226- Cancellation of registratio
Where a business organization is dissolved and daym the liquidators
shall apply for the registration of the businesgaoization in the
commercial register to be cancelled. The businggsnization shall have no
legal personality after cancellation has been ghbli in the Official

Commercial Gazzette.

According to the above provision, a business omgitn may be cancelled where there
is a situation of dissolution and winding-up of tbeganization. Where a business
organization is dissolved and wound up its existecmmes to an end. In such cases, it is

logical that the liquidator applies for the canagtin of registration of the organization
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because a person whose life has come to an entishmuemain registered as if it were
existing. But you have to note that the personalitthe organization does not come to an
end automatically. Its existence comes to an ey foom the time of publication of the

cancellation in the Official Commercial Gazzette.

The recently promulgated proclamation of the Fdd&avernment on Commercial
Registration and Business Licensing (Proclamati@n6¥/1997) regulates cancellation
under Article 10. It provides that without prejuelito the provisions of Articles 112, 113
and 226 of the Commercial Code, the appropriatbaaity shall decide to cancel the
registration up on his being aware of the fact #ititer the business person has ceased to
operate his business or there is a lawful decigrohibiting him to carry on his business.
In other words, it provides that the appropriatthatity should decide the cancellation in
a way not contradictory with the relevant provisaf the Commercial Code regulating

cancellation of registration.

Do you agree that a person whose registrationnisetied can be declared bankrupt? If
you answer “Yes” you are right. As per the provisiof Article 979 of the Commercial
Code, a person, either a trader or a commerciahéss organization, whose name is
struck off the commercial register may be decldvadkrupt. However, you have to note
that it is not all persons whose registration iscedled that can be declared bankrupt. It is
only persons who suspended payments before theltatian of registration. After he/it
has suspended payments and his/its name is stfufriom the commercial register, the
person may be declared bankrupt within a periodrnef year. But where the person is
not registered in the commercial register, whileih\@ trader or commercial business
organization, the bankruptcy of such person caddmared any time. But you have to
note that there should be suspension of paymentiseopart of the person to be declared
bankrupt. As we have discussed earlier, one ofctiraitions for the bankruptcy of a
person is suspension of payments. Where theresgession of payments and the person
is not registered, while he should have been regdt the court can declare bankrupt
such person any time. In other words, there isme timit within which the person is to

be declared bankrupt.
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¢) Judgment after Death

Do you agree that death of a trader has alway®ftieet of declaring bankruptcy? Did
you answer “No?” If your answer is so, you are ectr The mere fact that a trader dies
should not have the effect of his being declaredkhgpt. Apart from the death, there
should be suspension of payments. One can questi@nas to when the suspension of
payments is to be considered. The deceased perigght have suspended payments
before his death or it could take place after leiatd. Normally, the fact that suspension
of payments takes place after the death of theoparsuld not logically cause declaration
of bankruptcy of the deceased person. Thereforie,sitispension of payments before the
death of the person that has to be considered ecxwhie a ground for the declaration of
bankruptcy of the same person.

Another issue to be raised in relation to declaratif bankruptcy after death is the period
within which the declaration is to be made. Alike ttase of judgment on retirement, the
declaration of bankruptcy of the deceased persouldibe within one year from the time

of death of the person. You can read Article 98thefCommercial Code:

Art. 980- Bankruptcy after death
(1) Where a trader who is a person dies after havisgended payments, he
may be declared bankrupt within one year aftedbath.
(2) The petition may be lodged by:
(a) a creditor; or
(b) the public prosecutor; or the court itself.
(3) An heir may lodge a petition for bankruptcy in arde prevent the assets
of the succession being mixed with his own property
(4) Adjudication of bankruptcy after death shall suspehe effect of the
separation of estates obtained by the creditothefdeceased under the

provisions of the Civil Code.
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The above mentioned Article reveals that a persbo 18 dead could also be declared
bankrupt. Don’t you think that this is somethingaming? One may question that if a
person who is dead is declared bankrupt while he s grave, how logical could the

declaration be. Normally, the declaration of bapkey is due to the suspension of
payments before his death. The paradox would loase where he passed away without
leaving any property behind or left very few. Buteve he died leaving properties, it is
acceptable to declare him bankrupt and the creddet distribution of proceeds of sale

of the available properties.

2.2. Effects of Judgment

As a result of the adjudication in bankruptcy oé tteebtor, certain effects follow. The
effects could be either as regards the debtoreoctlditors as a result of adjudication of
bankruptcy of the debtor. Had there been no judgrmebankruptcy of the debtor, the
effects would not have occurred. In this unit we going to discuss the different effects

to result from the declaration of bankruptcy of trebtor.

2.2.1. Effects as regards the Debtor

The adjudication of bankruptcy of the debtor briredg®ut several effects. The major
effects could be categorized into: prohibitionsrestrictions; rights or privileges; and
invalid acts. Now let us discuss each of thesegeaites of effects in the following

paragraphs.

A) Prohibitions or Restrictions

Certain prohibitions or restriction could be impdsen the rights and freedoms of the
debtor as a result of the adjudication of banknupite prohibitions or restrictions are in

relation to: the freedom of movement, the legal hgoitions or forfeitures, the

management of properties, and the freedom of coruation.

Page | 49



Article 32 of the FDRE (Federal Democratic RepublidcEthiopia) regulates the freedom
of movement of individuals as follows:
1. Any Ethiopian or foreign national lawfully in Etipea has, within the

national territory, the right to liberty of moveniesnd freedom to choose

his residence, as well as the freedom to leavectiumtry at any time he

wishes to.

2. Any Ethiopian national has the right to return i® ¢ountry.

From the above provision we can understand thatpangon, whether he is a citizen of
Ethiopia or otherwise, is entitled to move fromgado place without any restriction. The
foreigner has to enter Ethiopia lawfully. The freed to move applies within the

boundaries of the country. Not only to move withile country, but also the freedom to
leave the country at any time. However, you havedi® here that this is constitutional
provision that is comprehensive and general. A®slt, it does not mean that the

freedom of movement is an absolute one.

Do you think that the debtor is as free as anygrete move from place to place? You
might have answered “Yes”. If your answer is sou yare not correct. After the
adjudication of his bankruptcy, the debtor is reofrae as he was before such declaration.
He is also not as free as any other person whotigeclared bankrupt. The debtor is not
free to leave his place of residence. If he waotteave such place, the debtor has to
secure permission of the commissioner. You seefreedom to move from place to
place is restricted. Note here that he is notlyotprived of the freedom to move from
place to place. It is a relative restriction. Whle=got permission of the commissioner,
he can move leaving his residential place. What bél the effect if the debtor moves
from his place of residence without getting perioisf the commissioner? As per the
law, the debtor is to be exposed to criminal changger the provisions of Article 433 of
the Penal Code. This Article of the Penal Code letgs resistant behavior to authority.
Therefore, where the debtor leaves his residerdieh without permission of the
commissioner, it is to be considered as resisttm@thority (Read Article 1019 of the

Commercial Code).
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What do you think is the rationale behind restoictof the freedom of movement of the
debtor? The bankruptcy proceeding could be fatltaif the debtor is around his
residential area. If he is left free to move froms place of residence, at times where his
presence is found to be important, he would bepnegent and that may retard the pace
of the proceeding. Moreover, where the debtor ée fto move from place to place,

probably he may abscond and the proceeding mayteeupted.

Different prohibitions or forfeitures may resulofn the operation of the law as a result of
adjudication of bankruptcy. For instance, differéaavs regulate that a person who is
declared bankrupt is not fit to be security, gutygran agent, liquidator, etc. Even under
the part of the Commercial Code regulating bankypa person who is declared is not
fit to be appointed as trustee or commissioneheldankruptcy of another person. Read

Article 1022 of the Commercial Code.

Art. 1022- Prohibitions and feittires
The bankrupt may be subjected to such prohibitmm®rfeitures as are
provided by law. Unless otherwise provided by lauch prohibitions or
forfeitures shall cease to be effective where tbevicted bankrupt is

reinstated.

As a result of the adjudication of his bankruptttye debtor would be exposed to the
prohibitions or forfeitures to result from law. Asentioned earlier, the debtor would not
be fit to be appointed as tutor of a minor or l@ator in the winding up process of a
business organization. It would not be proper tpoam a person who is declared
bankrupt to be a trustee or commissioner. Moredat/ggu read the provisions of Article

680-689, and 122-125, of the Penal Code, you witl fnstances where the debtor could
forfeit rights due to the fact that he is declabashkrupt. The provisions of Article 242-

247 of the same Code are about possibilities obtatement of the debtor.
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How do you think that the debtor could be reinstatds we have discussed earlier, the
debtor could be reinstated where the judgment nkigptcy is set aside or the appellate
court reversed the judgment of the lower court. Whthere is sufficient evidence
presented by the person who applied to the see adidhe judgment of the court, the
adjudication of bankruptcy could be set aside. Whee adjudication is set aside, the
debtor regains his rights to be lost as a resulithef declaration. Therefore, the
prohibitions or forfeitures shall cease to contiranel the debtor is to be allowed to full

right as he had before the time of adjudicatiobarikruptcy.

The FDRE Constitution, under Article 40 provides fine right of individuals to
property. As per this Article, every citizen of tbeuntry has the right to the ownership of
private property. The right to private property Islaclude the right to acquire, to use
and, in a manner compatible with the rights of pttiezens to dispose of such property
by sale or bequest or to transfer it otherwise. v, this right to private property is not
an absolute one. It is relative in that the riglgtynioe restricted where there is a law to
that effect.

Do you agree that the debtor loses the right toimidter his properties as a result of his
adjudication of bankruptcy? In order to answer dhestion, now read the provisions of
Article 1023 of the Commercial Code.

Art. 1023- Bankrupt unable t@beith his property
A bankrupt shall not administer or dispose of hisperty, however

acquired, from the day he is declared bankrupt betis discharged.

As the above-mentioned Article provides, the deldototally deprived of the right to
deal with his property. Though his right is constdnally guaranteed, the declaration of
bankruptcy automatically snatches the right fromdlebtor. As a result, the debtor could
not deal with his property. The properties of tlebtdr are to be administered by the
trustee after they are handed over to him at tlleagrinventory. Not only the right of

administration, but also the right to dispose thapprties is to be denied.

Page | 52



Which property of the debtor is not to be adminesteor disposed by the debtor as a
result of declaration of bankruptcy? In other wordees the debtor lose the right of
administration or disposal of properties not relate his commercial activity? As we
discussed earlier, the scope of bankruptcy is ¢ichto matters related to the commercial
activities and commitments of the debtor. Normalhe can, therefore, raise the issue
under discussion. As per the provisions of Artitl@23 of the Commercial Code all
properties belonging to the debtor are not to baiaidtered or disposed by the debtor.
Whether acquired through succession or in the eocofrgarrying out the business, all the
properties are under the restriction. However, tiodt the fact that the properties are not
to be administered by the debtor does not guardahsall of them are to be sold for the
benefit of the creditors.

The constitutional guarantee as regards the privacindividuals is provided under
Article 26 of the FDRE Constitution. For better enstanding, you are requested to read
the provision of the Constitution.

Article 26 Right to privacy

1. Everyone has the right to privacy. The right siradlude the right not to
be subjected to searches of his home, person pefyo or the seizure
of any property under his personal possession.

2. Everyone has the right to the inviolability of hisotes and
correspondence including postal letters, and conmcations made by
means of telephone, telecommunications and elactdavices.

3. Public officials shall respect and protect theg@ts. No restrictions may
be placed on the enjoyment of such rights exceptcaompelling
circumstances and in accordance with specific lah®se purposes
shall be the safeguarding of national security ablip peace, the
prevention of crimes or the protection of healthblpc morality or the
rights and freedoms of others.
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Do you agree that the debtor has the freedom ohuamcation? Did you answer “Yes™?
If so, you missed it. As in the case of freedonmmivement, the debtor is not as free as
he was before the day of declaration of his bartkyufp communicate by letter. As you
read in the above constitutional provision, thétrigp privacy could be restricted if there
is specific law and in compelling circumstancescédingly, there is restriction to be
imposed on his freedom as a result of the dectaratif bankruptcy. All the letter
communications are to be made through the trustdetlze debtor has the right to be
present where letters addressed to him are opegngtkltrustee. Here note, however, that
it is only incoming letters that are under scrutofythe trustee but not out going letters.
The provisions of Article 1012 of the Commercialdeéoprovide that the debtor has the
right to be present when letters addressed to henoened by the trustees.

B) Rights or Privileges

As a result of the declaration of his bankruptty tebtor is to be entitled to different
rights or privileges. Such rights or privileges Wbuaot have existed if there had been no
declaration of bankruptcy of the debtor. The maigits or privileges to result from the
declaration of bankruptcy of the debtor are: tlghtrito get means of subsistence; the
privilege of employment; the right to outstandirgbts; and the right to be relieved from
paying interest on debts. Now let us discuss edctinese rights or privileges in the

following paragraphs.

After declaration of bankruptcy, we have discusHeat the debtor loses his right to
administer or dispose his property. As a resultctnedd not deal with his property as he
wishes, though such is a right of an owner. Becdusdost administration of his
properties, the debtor is entitled to assistancéi® own and the life of his family. The
trustee can request the commissioner to applygdahe properties of the debtor for the
life of the debtor and his family. This is the figrivilege or right of the debtor even
under the declaration of bankruptcy. The propetbease applied for the assistance of the
debtor and his family are to be used only whereetle permission of the commissioner
to that effect.
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What do you think is the rationale behind suchtriglhassistance? You might have tried
to enumerate reasons you think are appropriata, Ifhat is great. The major reason why
the debtor and his family should be given the righaissistance is because they would be
burden to the society. If the debtor himself andnbers of his family are deprived of the
means of subsistence, the only means of livingtheeto be beggar or thief. The society
is not interested to see such bad effects to résutt the bankruptcy proceeding. As a
result, the creditors’ interest to get the wholeparty of the debtor realized for their

benefit is to be limited for the benefit of the g at large.

The other privilege of the debtor is to get employed so thatwinding up process could
be facilitated. Note here that the debtor is todmeployed only in relation to the
bankruptcy proceeding. You also need to note thiati$ just a privilege and not a right.
Therefore, the debtor cannot demand as of right. tistees can employ the debtor only
on the basis of terms and conditions to be fixedheycommissioner. In other words, the
debtor cannot demand the rights and privileges wrttie ordinary contract of
employment. As the terms and conditions are taxseifoy the commissioner, they could
be different from those of the ordinary contracteaiployment. For example, the debtor
cannot claim the normal working hours in case thramissioner fixed nine hours a day.
Therefore, it is a restricted privilege of employmhedepending on the terms and
conditions to be fixed by the commissioner.

Thethird right or privilege of the debtor resulting from adication of bankruptcy is that
outstanding debts of the debtor are to be rendéued The debtor could be creditor of
another debtor. Where his claim has not yet matoredhe day of declaration of his
bankruptcy, the declaration renders such debt®tdue. For example, assume that Ato
Mengesha is the debtor who is declared bankrupt.bidnkruptcy was declared on June
1, 2005. He was creditor of W/ro Yeshi for the amtoof 50,000 Birr. According to their
contract, the debt becomes due on July 5, 200thisncase, as a result of declaration of
bankruptcy of Ato Mengesha on June 1, 2005, thé¢ ideb be rendered due as of the day
of declaration. Though the debt normally becomes @u July 5, 2005, the fact that Ato
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Mengesha is declared bankrupt brings about matofityuch debt a month before the

normal date of maturity. Read the provisions ofiddt1027 of the Commercial Code.

Art. 1027- Outstanding debtsdered due
(1) On adjudication all debts owing to the debtor shmdtome due
immediately.
(2) Debts expressed in foreign currencies shall be exted into local
currency at the official rate of exchange on the afaadjudication.

The provisions of the Civil Code also regulate tights of the creditor in case where
time of performance of the contractual obligation determined in the contract.
Accordingly, where the debtor’s insolvency is eBglied, such debtor shall lose the
benefit of time agreed in the contract. For baftelerstanding, you are requested to read

the provisions of Article 1868 of the Civil Codehieh reads as follows:

Art. 1868- Loss of benefit of time
The debtor whose insolvency has been establishechorhas reduced the
value of the securities given by him to the craddball lose the benefit of

the agreed period of time.

The fourth privilege or right to result from adjudication oistbankruptcy is the right to
be relieved from the payment of interest on theslab owes others. Where the debtor is
duty bound to pay interest on the debt he owessitlas of the day of declaration of his
bankruptcy, he would not be obliged to pay interéstother words, the fact that the
debtor is declared bankrupt, quits the interesnfranning on the debts. But there is an
exception to this right of the debtor. The interissb continue to run in relation to debts
guaranteed by security irem (i.e. security in the form of pledge or mortgaghewe
movable or immovable properties are to be producedecure performance of the
principal obligation). However, note here that therests already run before the date of

declaration of bankruptcy of the debtor is payaliids only subsequent interest that
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ceases to run and the interests preceding theofldelaration of bankruptcy remains the
liability of the debtor.

C) Invalid Acts or Rights

The adjudication of bankruptcy makes certain atth@debtor invalid. Not only the acts
of the debtor, but also rights registered before diaclaration of bankruptcy are to be
made invalid as a result of declaration of banleypiow let us discuss the acts first and

then the rights in the.

i) Acts prior to adjudication Where the following acts have taken place bethes
declaration of bankruptcy of the debtor, as a tesiuthe adjudication, they shall be

invalidated.

» Gratuitous assignments

You know what gratuitous assignments are? | hopergmember from your knowledge
of contract law. An assignment is called gratuitowbere it is made without
consideration or for no payment. Where one of thdigs has transferred a right or
property without claiming a return for it, that ishat we call gratuitous transfer.
Consequently, where the debtor has transferredyld or property without getting a
return for it either in the form of price or semjdhe act shall become invalid as a result
of the declaration of bankruptcy. There is juséifion to such invalidity in that the
assumption is that the debtor entered into suctuigpas assignment transaction with the
view of evading the bankruptcy proceeding. As tledtdr got nothing from the party
who acquires a right over the thing assigned,atrsethat he did it so that he could evade

the bankruptcy proceeding. This is more like a $at@al contract which is not real.
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» Payments of debts not due

There might be a number of instances where theodebay become a debtor of other
persons. Where he is debtor, normally, he is expetct make payments after the date of
maturity. Where he made payments before the duees thadt indicates something as if the
debtor made such payment with the view of escapiiegbankruptcy proceeding. As a
consequence, the law invalidates payments of deditget due whether they are made in
cash or by assignment, sale, set-off or otherwime here that it is not only cash
payments that are made before the due date, bupalgnents made in other forms are
also to be invalidated as a result of the adjugioabf bankruptcy of the debtor. For
example, assume that Ato Damene is the debtor wlieclared bankrupt. He was the
debtor of Ato Asmelash to the extent of 50,000 Birhich matures on June 2, 2005. He
was declared bankrupt on May 5, 2005. In anothemstction, Damene became the
creditor of Asmelash to the extent of 40,000 BiBefore the adjudication of his
bankruptcy, Ato Damene agreed to set-off the delviees Asmelash and it was effected
accordingly. The set-off took place on May 1, 20B6this case, the act of the debtor to
pay a debt, which is not yet due, shall be invééidaas a result of the adjudication of
bankruptcy of Ato Damene. The law presumes the woinaf the debtor to be malicious.

* Payments of debts due

Where the bankrupt person is the debtor of angibeson, he is to pay the debt when it
becomes due. In case the payment is made in casWwgahave discussed earlier, in
principle, the rights acquired before adjudicateme to be respected. As a result, the
person who got payment before the adjudicationamkbuptcy of the debtor can enjoy it
without any problem. But an exception to the piheis where the payment is made not
in cash but through negotiable instrument or baaksfer. Where the payment is made in
cash, as money is easily transferable it couldoeas such simple to trace it. But where
the payment is made by issuing or endorsing ndgletiastruments, one can easily trace
it. The same is also true where the payment is ttadeigh bank transfer. As you know

from your study of the Law of Banking, bank tramsgea service of the banks by which
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they debit the account of one person by some anafumbney and credit the account of
another person to the same amount. Although ialr@ady become due, the debt is paid
before the date of adjudication of bankruptcy of ttebtor. The payments are to be

invalidated where they are made through negotigsteuments or bank transfer.

One can raise an issue in relation to payments rttadegh negotiable instruments or
bank transfer. Negotiable instruments are docunmamtiling the holder to the amount of
money stated therein. As they represent the ammiumioney stated therein, what is the
point of difference between payment made in cash ane made by negotiable
instruments? In other words, what is the justifmatfor invalidating payment of debts
already due where it is made through negotiablé&rungents or bank transfers while
payments made in cash are not so? Where a persdmebhame a holder of a negotiable
instrument, legally transferred to him, then heomatically gets entitlement on the
amount of money specified therein. There is no tha&ydrawee or maker could refuse to

pay on the instrument.

e Securities

The properties of the debtor could be attachedeture the payment of debts of the
bankrupt himself or that of other persons. As yaww from your background
knowledge of the Law of Security Devices, particlylpledge, a person can produce his
property in the form of pledge either to securenpagt of his own debt or the debt of
another person. Where the properties of the desiproduced in the form of security
before the date of declaration of bankruptcy, sseturity shall be invalidated. Do you
think that it is all transactions of security tlaae to be invalidated? | hope your answer is
“No”. If you answered so, you are right. It is radk securities set up on the properties of
the debtor that is to be invalidated. It is onlgwe#ties set up fifteen days before the date
of declaration of bankruptcy. The debts should Hmesé¢ contracted within fifteen days

between the date of suspension of payments arthtieeof adjudication of bankruptcy.
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» Acts after suspension of payments

As we have discussed earlier, where the obligatainthe debtor, which he owes his
creditors, are due, he is expected to pay them.edewy it may not always be considered
proper whenever the debtor pays such obligationserd/ he has already suspended
payments, even if his bankruptcy is not yet adjaidid, the debtor could make payment
of debts. As a result of the declaration of hiskoaptcy, the payments made after the
date of suspension of payments could be invalid&ieti only the payments he made, but
also all acts for consideration that are enterdd mfter the date of suspension of
payments shall be invalidated as a result of thedachtion of bankruptcy of the debtor.
Such acts shall be invalidated only where theredsiest on the part of the trustees. One
may raise an important issue in relation to thétrigf request of the trustees; that is, on
what ground can the trustees request the acts itovhkdated? | hope you have tried to
enumerate some grounds. If you did so, that istgres per the provisions of Article
1030 of the Commercial Code, the trustees can stdae invalidation of payments or
other acts for consideration that took place afiter date of suspension of payments,
where the parties who have received payment or lo@adt with the debtor did so
knowing that suspension of payments had taken placether words, the existence of
bad faith on the part of the parties who dealt whih debtor is a ground for the trustees to
request invalidation. You can read the said prowsj which read as follows:

Art. 1030- Other acts prior to adjudication mayibgalidated
Other payments made by the debtor in respect ofsdiie and all
acts for consideration entered into by the debfter ahe date of
suspension of payments may be invalidated on thaest of the
trustees where the parties who have received payaremave dealt
with the debtor did so knowing the suspension ghpents had taken
place.
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i) Rights Invalid

As we have discussed earlier, the properties ofi¢or could be produced in security to
guarantee performance of certain obligations oftilgtor himself or another person. The
property to be produced in security could be eitmewvable or immovable. Where the
property is movable, we have seen that the secooityd be invalidated where the act
took place within fifteen days between the datsusipension of payments and the date of
adjudication of bankruptcy. But what if the progeir$ immovable? In such a case, a
security could be registered on them until the d@étadjudication of bankruptcy. Where
it is so registered, the right of persons in whizs@r the registration is made can enjoy
it.

However, where registration of the security in rbeas taken effect after suspension of
payments or one month before suspension of paymeontild be invalidated. Note here
that the registration to be effected by the trust@edischarge of their functions is not
subject to invalidation. In order to serve as aug for the invalidation, it is to be
checked that more than one month period lapsedeesivthe date on which the act
creating the security and the date of registranbrthe security. In other words, the
registration should have taken place promptly dfteract creating the security has taken
place. If there is delay up to a month or morequiand later the debtor effects such
registration after the date of suspension of paysehe assumption is that he did it with

the view of evading the interest of the creditors.

As far as the rules of negotiable instruments arecerned, the holder of an instrument
has the right of recourse against all the parbethé¢ instrument. In order to exercise his
right of recourse, the holder is expected to complth three requirements namely
presentment, protest, and notice. He should ptélsennstrument either for payment or
sight in due time. After it is presented, the instent may be refused to be paid by the
drawee. In such cases, the fact that the drawershased and rejected the instrument has
to be evidenced by a protest to be produced byngetent authority. After getting the

protest the holder has to give notice to the paiiethe effect that the instrument is not
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paid by the drawee. As far as he has complied alitthese prerequisites, the holder can

bring action against any of the parties to therument jointly or severally.

When it comes to the situation of bankruptcy, tb&ér has no right to proceed against
all the parties to the instrument. As you readhm provision cited above, the holder can
proceed against the third party who has first remithe value of the instrument. Where
the instrument has been endorsed subsequenthyhéo persons, the party who shall be
liable on it is only the one who first received thedue of the instrument. For instance,
assume that Ato Gebre is declared bankrupt. Betwieendate of his suspension of
payments and the date of declaration of bankrupteynade payment of debt by issuing
a cheque on his bank. The cheque was issued in ¢@V&to Alemu, who was one of the
creditors of Ato Gebre. After receiving the chegéeo Alemu endorsed it to W/ro
Meselech, who in turn endorsed and transferredttMolla. The latter also endorsed
and transferred the cheque to W/ro Tayech, whaniglly the holder. The payment
through the cheque made by Ato Gebre was invalidberause it was made after the
date of suspension of payments. As a result treteteucan enforce reinstatement of the
payment as the effect of invalidation is to reitestde parties to their previous position.
In this case, the trustee can proceed only agaittsPlemu because it is him who first
got the value of the instrument (cheque). Whenrdmesters the cheque to W/ro Meselech,
it is for consideration. It could be because heghbisome property from her or because
he discharged a money debt he owes her or duedthenreason. The trustee has no
right to proceed against the endorsers or the drdvaek, even if the latter has refused
after it has certified the cheque. Though the eselsralso have received the value of the
cheque, it seems that the law assumes that there drect relationship between them
and the bankrupt person.

Now read the provisions of Article 1033 of the Coernial Code:

Art. 1033- Negotiable instruments paid after suspen of payments
(1) Where negotiable instruments have been paid betiveedate of

suspension of payments and that of adjudicatioocgedings for
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reimbursement of sums so paid may only be insttaigainst the
third party having first received the value of thetrument.

(2) In the case of a promissory note, such proceedimagg only be
instituted against the first endorser.

(3) The claimant under sub-art. (1) or (2) shall proiat the party
against whom the proceedings are instituted knew tlod

suspension of payments at the time of paymenteoirtstrument.

Could there be instances where the party who redetlie value of the instrument is

different from the one on whose favor the instrutrienssued by the bankrupt person? |
hope your answer is “Yes”. If so, you are corré&@iu see, where the person, on whose
benefit the bankrupt issued the instrument, hasrsed and transferred the instrument to
another person without receiving its value thenvbeald not be the one against whom the
proceeding could be instituted. There might be s#veasons why the person could

gratuitously transfer the instrument without coesadion. In that case, the one who first
receives the value of the instrument is anothes@ethan the one in whose favor the

instrument is issued.

The above discussed rules of law do not apply éncse where the payment is made by
a promissory note. In such cases, the proceedinlyl dee instituted against the person
who first endorsed the instrument. | hope you krbev characters of a promissory note
as compared to the other types of commercial img#nis. In the case of promissory note,
there is no drawee ordered to pay on the instruniaher it is the maker who enters
into commitment to pay on the instrument on mayudahd presentment. Therefore,
whether the person in whose favor the promissorie n® made has endorsed and
transferred it for value or otherwise, it is himaagt whom the proceeding could be
instituted. Unless the instrument is transferabl&eut endorsement, he could not escape
from liability. But where the promissory note isllsin his hands and therefore is not

endorsed, there is no situation where such pesstinbe liable.
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In order to succeed in his proceeding against theigs discussed in the previous
paragraphs, the one who instituted the proceedasgtt prove that they knew the fact
that the debtor has suspended payments. As thempeatsclared bankrupt makes
payments by negotiable instruments after the diaseigpension of payments, if the party
has received payment with the knowledge that the who pays to him has already
suspended payments and is at the verge of deolarafi bankruptcy, it indicates bad

faith on the part of the party receiving payment.

When do you think that actions for the invalidatminthe acts or rights discussed above
should be instituted? You might have tried to guis time within which an action
should be brought. If so, that is great. As per phevisions of Article 1034 of the
Commercial Code, all actions to invalidate the atthe debtor made prior or later to the
date of adjudication should be brought within tweass period from the date of
adjudication. If no action is brought within the awyears period after the date of
adjudication, the act or right shall be considesisdvalid. Any proceeding brought after
the two years period shall be barred by limitatidhis has the effect of validating the

acts of the debtor made prior or later to the d&edjudication.

2.2.2. Effects as regards the Creditors

In the preceding section, we have been discusdieg effects of adjudication of
bankruptcy as regards the debtor. The adjudicatidmankruptcy brings about different
effects as regards a particular creditor or althef creditors collectively. Now, we are

going to discuss the different effects of adjudarags regards the creditors.

The effects are provided under the provisions dfches 1024-1026 of the Commercial
Code. We can divide the effects into three categprnamely, legal proceedings,
universality of the creditors, and suspension dividual suits. Now let us discuss each

of these effects in the .
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A) Legal Proceedings

After the adjudication of bankruptcy, there migha matters in relation to which an
action could be brought. As a result of adjudicatid bankruptcy, all legal proceedings
to be brought against third parties, which areteeldo the bankruptcy proceeding, shall
be managed by the trustee/s. In other words, thditors have no right to bring actions
against third parties. It is the trustee/s who icetitute all legal proceedings related to
the bankruptcy proceeding.

The creditors are also not entitled to defend appbns made for execution. It is only the
trustee who can respond to applications for thec@xen of a certain right or claim
related to the bankruptcy proceeding. In fact, thestee/s may require the bankrupt
person to intervene in the proceedings.

B) Universality of creditors

As a result of adjudication of bankruptcy, thereuldobe no situation where a single
creditor promotes and enforces his claims sepgra®ther, the adjudication brings all
the claims of the creditors together and forms thmeversality of creditors. The
universality of creditors of the bankruptcy is gdéperson created by the operation of
law. It is a juridical person or commonly known adificial person. As it is a legal
person, it acquires rights and incurs liabilitide® la physical person. As it is a fictitious
person, one may question as to how the universatity. Have you tried to answer the
issue? If so, that is great. The universality, gan artificial person, is to be represented
by the trustees. Therefore, there is principal-agelationship between the universality
and the trustees.

One may raise an important issue as regards thensality of creditors of bankruptcy. Is
it all categories of creditors that are to join tineiversality of creditors? In order to
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answer this question, now read the provisions & tbllowing Article from the
Commercial Code:

Art. 1025- Universality of creditors in bankruptcy
(1) As from the day of the judgment in bankruptcy, @éditors
whose claims are not secured by a special privilagdedge or a
mortgage, shall bring their claims together in timversality of
creditors in bankruptcy.
(2) The universality is a legal entity. It may acquirghts or incur
liabilities and shall be represented by the trustee

It is not all categories of creditors that form th@versality. As you read from the above
cited Article, it is creditors whose claim is n&csred either by movable or immovable
properties. Creditors, who have special privilegerelation to the person declared
bankrupt, can also not join the universality. Theme, it is only the unsecured creditors
who can join the universality. Then what do younkhis the rationale behind this

discrimination? You might have guessed the reasosudch discrimination. As regards
creditors, who got a property of the debtor in thien of security for the payment of

debts, they have something in their hands to gattisir respective claims. As they have
something in their hands, they would not be asfabamd alert as the creditors who have

no security. Therefore, it would not be fair toatréoth categories of creditors similarly.

C) Suspension of individual suits

Sometimes, it may happen that the bankruptcy ofdétetor may be declared after the
creditor has brought action individually. While tloase is pending, if the debtor is
declared bankrupt, the creditor would not continuigh the case. Adjudication of

bankruptcy suspends such suits. But do you thirst #il pending cases are to be
suspended as a result of the adjudication? | amthat you answered “No”. It is the case
of a creditor whose claim is included in the ungaity that is to be suspended. In other
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words, it is the suit of unsecured creditors teabibe suspended as a consequence of the

adjudication of bankruptcy. Read the following &k#i from the Commercial Code.

Art. 1026- Suspension of individual suits
The judgment in bankruptcy shall prevent any coedithose claim is
included in the universality from bringing an indiual suit. As from the
day of the judgment, such creditor may not attdehdebtor’s property,
whether movable or immovable.

As a consequence of adjudication of bankruptcygcteditors are also to lose the right to
attach properties of the debtor. The only meanstch creditors is to satisfy their claims
by participating in the bankruptcy proceeding & trebtor.

The provisions of Articles 1025 and 1026 of the @usrcial Code are in line with the

principle of collective enforcement. This princigdeovides that all the creditors have to
be put at equal footing as far as their respediaan against the debtor is concerned. In
other words, there should be no discrimination agntime unsecured creditors. No

creditor is to be allowed to promote and enforediim separately. This seems to have
taken into account situations where some of thealittnes have better access and
activeness to find the debtor and thereby satlséyr respective claims, while others are
not as such active and have access. In such dhseayailable resources of the debtor
would be left for the benefit of only some of theditors. The others, even if they have
valid claim against the debtor, are to lose. Todwoich and other risks, all the creditors

are to enjoy the available resources of the dedypropriately and fairly.

2.3. Administration of Properties of the Debtor

Earlier, we have discussed that after inventorgnéle, all the documents, papers, and
properties of the debtor are to be handed ovehdotrustees. As administration of the
properties is within the power limits of the truestethe documents and properties are to

be handed over to them. Management of properti¢éseofiebtor is also within the power
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limits of the trustees. In this section, therefose, are going to discuss the functions of

the trustee in the management of properties ofléitor.

There are several activities to be performed by thestee in discharging his
responsibility of managing the properties of thétde The trustees are to discharge
these responsibilities with the assistance of thramissioner and the court, as the case
may be. The overall purpose of the bankruptcy prdire is to keep the properties of the
debtor properly, to sell them and to distribute plneceeds among the creditors. In order
to achieve these objectives, the trustee is exgdotperform various activities, namely:
to sell the properties and the business, to enterdompromise and arbitration, to collect
debts, to continue the business, and to cancebmintie a lease relationship. These are
not the only functions, but the major ones. Nowugtdiscuss each of these functions of

the trustee briefly.

Sell Properties or Business

As we discussed repeatedly, the overall purpos¢éhefbankruptcy proceeding is to
collect the properties of the debtor and realizartior the satisfaction of claim of the
creditors. The trustees, therefore, are respongibléhe sale of properties of the debtor.
In effecting sale of properties of the debtor, thestees are first to sell only some of
them. It is not all types of properties that ardéosold, but the properties that can perish
within a short period of time or those which dejte within a short period of time. |
hope you know depreciable and perishable goodsy @reeproperties that get spoiled in
a very short period of time so that they could go af use while depreciable goods are

those which wear out within a short period of time.

The trustees are also expected to sell propeheprieservation of which is costly. Some
of the properties may have a nature of incurringimeost than their value. For instance,
there may be a container that takes wide spaceastd much for up keeping, while its
value is by far less than such cost. In such casesjuld not be proper if the trustees

wait for the sale of such properties along witheoghthe preservation of which is not as
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such costly. Where it is to be waited for such tithe estate would incur much liability
just for the preservation of the property. As auleg may affect the interest of the
creditors in that the money to be distributed amibregn is to be paid for preservation of
the property. For example, assume that a certaipepty is identified to have much more
cost for its preservation. While its value is 3,@i@r, to keep it in a warehouse, the cost
is 7,000 Birr. In this case, the 7,000 Birr whiclbudd have been distributed among the

creditors, is to be paid for preservation in aaéniarehouse.

Do you think that the trustees are to sell thegbatle and depreciable properties or
properties that the preservation of which is coatlyheir own discretion? | am sure that
you answered “No”. If you answered so, that is ecttrAs we have discussed earlier, the
trustees are to discharge the functions of manageofigroperties of the debtor with the

assistance of the commissioner and the court.drcéise of sale of the above-mentioned
types of properties, the trustees are require@t¢arg permission of the commissioner to
that effect. Otherwise, it would not be properhiéttrustees sell the properties simply

based on their reasoning or decision, which madiyregs be harmful.

Next to perishable or depreciable properties, thetées are to sell the other movable
properties or goods of the debtor. Before sellinghs properties or goods, the
commissioner has to hear the debtor. Why do youokthhat the law gives such
opportunity for the debtor, while the same is ddra¢ the time of sale of perishable or
depreciable goods? You might have tried to guessdtionale behind such permission.
Sometimes, the properties may not be related tdtistness activities of the debtor or
they may be things acquired as result of successiatonation. Where the property is
something, of sentimental value, acquired from frefathers of the bankrupt person
through succession or donation and where they areeplaceable by purchase from the
market, such facts can be disclosed only whera@lditor is given a chance to be heard.
As regards the depreciable or perishable goodspitid not bring about benefit if the
debtor is heard, because the only solution woulddbéeng them within a short period of

time. Otherwise, they will go out of use, totallypartially.
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After hearing the debtor, who may show up by hisnowitiative or because of a
summons from the commissioner to that effect, iwithin the power limit of the
commissioner to decide whether a certain movatipety or good of the debtor should
be sold or not. Where he finds the properties ardgoto be sold, the commissioner
authorizes the trustees to effect the sale. Incafles, the sale is to take place in
accordance with the conditions to be set by thenissioner. This indicates that the
trustees cannot sell the properties or goods simased on the market situation or other
normal circumstances. For example, where the cosiomsr has set a condition that the
property or good of the debtor should not be soldsome category of people (for
instance, public servants), then the trustees cootdsell the property or good to them.
The same will be true if the commissioner fixes thi@imum price for the sale of the
properties.

The trustees are also to discharge the respomgibilsale of the business of the bankrupt
person. As regards sale of business, do you tliak the permission comes from the
commissioner? You might have tried to answer thestjan. Now try to compare your

answer with the following Article from the CommetCode.

Art. 1037- Sale of bankrupt person’s business
The sale of a business by the trustees may onpebaitted by the

court and the court shall fix the conditions of Hade.

As per the above cited Article, sale of the businefsthe debtor would be effected on the
permission of the court. All matters related to tusiness of the debtor are within the

power of the court. Whether the business shouldirmos or not is to be decided by the

court. Similarly, the sale is to be determined tg tourt and, therefore, the trustees are
expected to sale based on the conditions set bgdhd. As a consequence, the court
may fix the minimum price or the time of sale oé thusiness and so on.
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Compromise and Arbitrate

In the process of managing the properties of thetade the trustees may enter into
compromise or arbitration. Sometimes, the actiorsalfing the properties may not be
advantageous to the bankrupt estate. As a resuitpomise or arbitration could be
found appropriate so that the properties or gooasdc be appropriately managed.

Whenever it is found proper, the trustees can entercompromise or arbitration.

Do you think that the trustees can enter into campse or arbitration as it pleases them?
I hope your answer will be “No”. If you answered, ghat is great. In order to
compromise or arbitrate, the trustees should separenission of the commissioner.
Unless they get authorized by the commissioner, titustees cannot enter into
compromise or arbitration. However, you have toenloére that the trustees are to be
authorized to compromise and arbitrate only asrdsganatters related to the bankrupt

estate, and no other.

The commissioner is also not haphazardly to detesmihether the trustees should enter
into compromise or arbitration. Before such deteation, there should be hearing of
opinion of the creditors’ committee and the bankrpprson. Why do you think the
opinion of the creditors’ committee necessary lefeuch authorization? As we have
discussed earlier, the creditors’ committee haaduisory role on matters related to the
bankrupt estate. As you know, in the case of compme or arbitration there is mitigation
and submission of some of the rights or priviledesorder to preserve certain rights or
privileges of the bankrupt person and thereby dhdhe bankrupt estate, the trustees are
to submit and compromise some rights or privilegéss a kind of give and take
principle. Where they involve in such businesss ihecessary to hear the opinion of the

creditors’ committee as well as that of the bankpeyson.

At the time of hearing opinion, the bankrupt personay present himself by his own
motion or because of summons to be made by regtstetter. After hearing opinion of

the committee or the bankrupt person, the commissimay get convinced that it would

Page | 71



not be proper to enter into compromise and arimimatin such cases, he will order no
arbitration or compromise to be entered. But wlieeecommittee as well as the bankrupt
person is convinced that it will be advantageoush® bankrupt estate if the trustees
compromised and arbitrate, then the commissionerawghorize such arbitration and

compromise.

Sometimes, the matter of compromise and arbitrahag be beyond the power limits of
the trustees. What do you think happens in suchsGa¥/here the matter goes beyond the
power limits of the trustees, it would not be thewpr of the commissioner to give
permission and authorize the trustees. Both thetdes and the commissioner are
appointees of the court. The commissioner has nodata to confer power on the
trustees, though the former is to supervise therlatTherefore, it is the court that can
authorize the trustees to compromise and arbitvatematters of the bankrupt estate
beyond their scope of power. For example, as weudsed earlier, all matters in relation
to the business of the bankrupt person fall withepower limits of the court. Where the
compromise and arbitration is related to the bussire the bankrupt person, the trustees
have to get authorization from the court. Unless ¢burt ratifies such compromise and
arbitration, it would beiltra-vires (in excess of power) as far as the power of theters

is concerned.

The bankrupt person should be given the opportunityattend the ratification
proceeding. It could be wrong to conclude thattthstees are always to request the court
to ratify arbitrations and compromises that areohlisly correct. Sometimes the
ratification may be requested as regards mattersattiversely affect the interests of the
bankrupt person or the creditors. It is where thekibupt person is given the opportunity
to be present at the time of ratification that bald be able to present such matters. Not
only the bankrupt person but also the creditorshiottee representing the creditors
should be present at the time of the ratificatioocpeding. However, the law is silent
about presence of the committee while it has pexvidxpressly for the presence of the
bankrupt person. You can read the provisions oickrtl038 of the Commercial code,

which reads as follows:
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Art. 1038- Compromise and arbitoati

(1) After taking the opinion of the creditors’ commétand after hearing
the bankrupt, whether he presents himself of his owotion or on
being summoned by registered letter, the commissioray authorize
the trustees to compromise and arbitrate in respécany claim
concerning the bankrupt estate.

(2) Where the value of the subject matter of the camgse or arbitration
is not determined or exceeds the jurisdiction of thustees, the
compromise or arbitration shall be ratified by toairt.

(3) The bankrupt shall be summoned to attend thecatifin proceedings
and may make an application to set aside the camipeo or
arbitration.

Where he finds something to affect his interes$is,tankrupt person can raise before the
court that such things be rectified. Otherwise, tiaakrupt person can apply for the
setting aside of the compromise and arbitrationeltthe court finds the application of
the bankrupt person valid and justifiable, it camen for the setting aside of the

compromise and arbitration.

Collect Debts

As we discussed earlier, the bankrupt person isetoepresented by the trustees. From
the date of declaration of bankruptcy, he losesritjt® to administer his properties and
also the right to dispose his properties. The ictgin of dealing with the properties
includes the loss of right to collect claims frone tdebtors. There might be a number of
instances where the bankrupt person is the credifoother persons. Where the
bankruptcy is declared before the debts are cellebl the bankrupt person, it is the
responsibility of the trustees as agents of thektgot person to collect the debts. For
example, assume that W/ro Tilaye is declared batkrBefore declaration of her

bankruptcy, she entered into several transactiatis Ato Fantu, Ato Girma, and Ato

Page | 73



Tessema. As a result of these transactions, AteuHarindebted to W/ro Tilaye to pay
10,000 Birr; Ato Girma to the extent of 50,000 Biand Ato Tessema indebted to the
extent of 40,000 Birr. Unfortunately, W/ro Tilayeaw declared bankrupt before these
debts are paid by the respective debtors. In thse,cthe trustees of the bankruptcy of
W/ro Tilaye shall collect the debts from each o# tebtors. As they are representatives
of the bankrupt person and are responsible to digehthe function of managing the

properties of the debtor, the trustees shall cotlex debts.

Continue Business

The court may order the business of the bankrugstopeto continue even if adjudication
of bankruptcy is made. There might be several reasehy the court may order the
continuity of the business while the debtor is desdl bankrupt. For instance, the court
may find public interest highly attached to theibass of the bankrupt person. This may
happen where the business is the only producerupplier of basic goods to the
community. While there is a bulk deposit of suchod® the business produces or
supplies, it is better if the court orders for d¢ouity of the business for a certain defined
period of time. If the court orders for non-coniiguand sale of the business, that would
adversely affect public interest. With the viewpobtecting the public interest, the court

may order for continuity of the business.

The court may also order for the continued openatib the business of the bankrupt
person with the view of protecting interests of theditors. For instance, assume that if
the business continues to operate after the daaeljatlication of bankruptcy, there will

be high amount of profit to be gained. In such sa#as to the advantage of the creditors
if the business continues to operate. Where thet @mmes to get convinced that the
creditors will be advantaged from the continuedrapen of the business, it can order for

such continuity.

Where the court has ordered for the continuity hed bperation of the business, the

responsibility to discharge such function wouldtlhat of the trustees. As it forms part of
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management of properties of the debtor, the trestee to involve in the operation of the
business. Before it authorizes the trustees, thetds to look into report of the
commissioner and recommendation of the creditorsmmittee. There may be
applications presented to the commissioner on msatidated to the business of the
debtor. The court has to consider such applicatimn®ther matters related to the
business to come from the commissioner. As it ldagsary role on matters related to the
interest of the creditors, the creditors’ commigeecommendations should also catch
attention of the court. Where it finds merit in tt'eommendations of the committee or
the report of the commissioner, the court has tinivald the order of continuity of the
business. However, it has to be noted that inaales, the court has to consider the public

interest and interest of the creditors.

Where the business continued due to public intesesnhterest of the creditors, new

creditors may be created as a result of diffenemtstactions. While it is the trustees who
operate the business since the bankrupt persorerigedl the right to deal with his

properties, who shall be liable to discharge taility towards such creditors? As we
have discussed earlier, the claim of all the coeditjoins together and forms the
universality of creditors. All debts to arise otittlee continued operation of the business
shall be debts of the universality of creditorsbankruptcy. Read the provisions of
Article 1039(2) of the Commercial Code.

Art. 1039- Continuation of operationlafsiness

(1) The trustees may continue operating the businegsdastry where
authorized by the court after a report by the cossimoner and a
recommendation of the creditors’ committee, andhauzation shall
not be given unless it is in the public or creditanterest.

(2) Where the business continues to operate, creditbhose claim has
arisen out of such operation shall be creditorghef universality.
They shall not be subject to the provisions regaydiankruptcy and
shall be paid from the assets of the bankruptcgreethe creditors

whose claims are included in the universality.
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(3) Instead of operating the business himself, thetdeusmay be
authorized by the commissioner to appoint a recdvearry on the

business.

As provided under sub-article (2) of the abovediteticle, the creditors who acquire a
right as a result of continued operation of theitess shall become creditors of the
universality of creditors. Normally, the principleder bankruptcy provisions is that it is
only rights of creditors who acquired it beforetatigation that is to be respected. A right
acquired after the date of adjudication of bankeymuif the debtor would not be protected
and therefore, a creditor of such rights can neteed if he claims from the bankrupt
estate. As a result neither the bankrupt personth®mbankrupt estate is responsible to
discharge liabilities towards subsequent creditétswever the business operates and

creditors are created from such continuation, tiiearsality shall be liable.

The creditors of the debt arising from the contthogeration of the business are not to
be subjected to the provisions of bankruptcy. meotwords, they are not to be governed
by the provisions of bankruptcy in that they ar¢ toostand along the other creditors of
the bankrupt person. Their claim would not go irte universality; rather the

universality becomes their debtor. As a resulthsaeditors are to be paid from the
assets of the bankruptcy in priority to the othexddors. The creditors, who acquired
their rights before the date of adjudication of kraptcy, whether they are preferred,

secured or unsecured, would get after such credmave got payment in priority.

The trustee may not be all-rounded person, i.epa gpusinessman. Where he is not a
good businessman he could not cope up the matketisn, particularly in a competitive
situation. To let such trustee to swim in the mgdolf an ocean without a rescue team will
be disadvantageous to the creditors. In such cé#sessommissioner may authorize the
trustee to appoint appropriate person/s to carrtherbusiness. Business is not as such a
simple task as it requires skill and knowledge roperly managing the ins and outs.
Otherwise, the interest of the bankrupt personeltasg the creditors will fall at stake.
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V) Cancel or Continue Lease

Before adjudication of his bankruptcy, the bankrysrson might have taken the
immovable of another person on a lease basis. mh®vable could be leased for use in
relation to the business of the bankrupt personeMthere is such a relationship, the
mere fact that the lessee is declared bankruptdvoeod bring an end to the relationship
of lease. The same holds true even if the immoviaioias part thereof or is the premises
held by the bankrupt person or his family. If teade relationship is not to come to an
end on declaration of bankruptcy of the lessee,qiiestion remains as to what would

happen to such relationship.

What do you think happens to the relationship aé&® Have you tried to answer? If so,
that is great. As per the provisions of Article @) of the Commercial Code, the
trustees are empowered to decide on the fate akthtonship. Accordingly, the trustees
have two options: to terminate the lease relatigmehto continue with the relationship.
There is no standard expressly provided by theuader which the trustees can decide
either to cancel or terminate the lease relatignshi seems that the trustees have

discretion to decide on the matter.

However, it has to be noted that the trustees dasimoply enforce their decision
regarding the lease relationship. They are expeiteskcure consent of the creditors’
committee and the commissioner. Whatever the detisi the trustees may be, they
have to give notice to the lessor. Such notice lshbe given to the lessor within fifteen
days from the date of deposit of the inventory fperties of the debtor, along with the
list of preferential creditors. Irrespective of tthecision of the trustees, the notice of such
decision has to be given only where they have gobmmendation of the creditors’

committee and authorization of the commissioner.

In the period of time within which notice is to gaven, the movable properties used for
furnishing the business or the industry would netrbade subject to seizure with the

view of getting payment of debts. It is also ndbwkd to cancel the lease relationship
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within the notice period. The fifteen days perieda period of notice to the lessor.
However, the lessor can take possession of theigesmwithin such period of notice. In
such cases, the restriction on seizure would bedliind the movable properties used to
furnish the immovable could be seized with the vigwgetting payment of obligations.
Where the lessor has got possession of the prentieemovable properties used for the
business or industry are to be considered notetliat the lease relationship. As the lease
relationship comes to an end by possession of id@ipes by the lessor, nothing would
prevent from exercise of distraint.

Where the trustees have decided to continue thee lealationship, who discharged

obligations towards the lessor? | am sure that ymswer is “The trustees themselves”.

If your answer is so, you are correct. It is obgidhat the previous lessee is declared
bankrupt and as a result lost the right to deahvpitoperties in his possession. The
bankrupt person (the previous lessee) is to bessepted by the trustee. Therefore, it is
the trustee who should discharge obligations reél&tethe lease relationship. The lessor
can demand the rent from the trustees. Where iBeagreement to the effect that the

lessee shall repair where a need arises, the leasorequest the trustees to discharge
such obligation.

Do you agree that the lessor would have no anythgay in the continuity or
cancellation of the lease? | hope you will answidp™ If your answer is so, that is
wonderful. The mere fact that the trustees havedddcto continue the lease and have
given notice to the lessor to that effect would netessarily guarantee continuity of the
lease. The lease is to continue only where theotelsas failed to react to the notice
within fifteen days from receipt of it. This impsehat where the lessor has refused to
continue the lease relationship and applies tocthet for cancellation of the lease, it
would not continue. Here it seems clear that tleedom of the lessor to choose his
contractant party is reserved. As he entered imtoléase contract while the lessee was
not declared bankrupt, he should not be forcedtdigue with such relationship after he
came to know the fact the lessee is adjudicate@trbph There is always a risk if one

continues in contractual relationship with a peradjudicated bankrupt. Therefore, what
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is prohibited is to cancel the lease relationshifp@atically where one of the contracting
parties is declared bankrupt. A period of one mpasha period of notice, has to be given
and thenafter the fate of the relationship decid®dere the lessor is willing to continue
with the lease relationship, despite the existesfcask, then it is appropriate that he
claims rights from the trustees. Note, howevert thatipulation to the effect that the
lease relationship shall automatically come to ad en adjudication of bankruptcy of

one of the parties shall have no effect (Read krti©40 of the Commercial Code).

Art 1040- Continuation of lease

(1) Leases of immovable property used for the businessindustrial
operations of the debtor, including premises fognpart thereof and
occupied by him or his family, shall not be caneglby reason of the
lessee’s bankruptcy.

(2) The trustees may either cancel or continue theelaad shall give notice
to the lessor of their decision within fifteen dafyem deposit of the
inventory as provided in Art. 1044. Where the tegstcontinue the lease,
thay shall carry out the duties of a lessee.

(3) Notice may not be given except on the recommendaifahe creditors’
committee and with the authorization of the comioissr.

(4) Until the expiry of the period mentioned in sub-4#), movable property
used for the business or industry shall not beraiistd upon nor shall
lease be cancelled, without prejudice to providiomeasures and the right
of the lessor to take possession of the premisdser®Vthe lessor takes
possession of the premises, distraint is effected.

(5) Where the trustee has informed the lessor of hention to continue the
lease, the lease shall continue unless the lepptiea for a cancellation of
the lease within fifteen days.

(6) A clause in the lease providing for immediate cdatien of a lease in the
event of a bankruptcy shall be of no effect.

(7) Nothing in this Article shall affect the provisa®of Art. 1061 and 1062.
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In cases where the lease is terminated becaude afdcision of the trustees for good
reason, the lessor would enjoy preference. Themete shall be in respect of all claims
arising out of the performance of the contracteafske and contingent damages. It is not
for all the previous times of lease relationshiatttine preference is to be given. It is only
for the two years of the lease prior to the adjation of bankruptcy and for the current
year. For instance, assume that there was a ledasonship between the bankrupt
person (W/ro Chaltu) and Ato Mulugeta (the lesgor)the past five years. W/ro Chaltu
was declared bankrupt on July 10, 2005. Sinceasiefbur years no rent was paid by the
lessee (W/ro Chaltu). During the bankruptcy prooegsli of W/ro Chaltu, the trustees
decided to terminate the lease relationship by eion. As a result of such
termination, Ato Mulugeta would be entitled to gnjoreference in respect of the rents
and contingent damages of the two years beforeldhe of adjudication and the current
year. As a result, the lessor would get preferdnoget the unpaid rents and contingent
damages of the years 2003, 2004, and 2005.

What if the lease relationship is not terminated?p@r the provisions of Article 1060 of
the Commercial Code, it all depends on whetherléBsor has got payment of all the
rents due or not. If he has got payment of allrdrgs due, he cannot claim payment of
the current period’s rent and any rent to fall duthe future. This is where the guarantee
given at the time of making of the contract of k&s still in force or those given since
the adjudication of bankruptcy are considered tesiiEcient. But where the rents due

are not paid, the lessor can enjoy the preferescisaussed in the preceding paragraph.

Where they have decided the lease relationshiptrtiséees are under obligation to keep
the premises furnished with movables of sufficigalue. It is possible that the lease
relationship continues for the unexpired periodr Fstance, assume that initially the
contract of lease was entered for a period of ywars. After two years from the date of
contract of lease, the lessee is declared bankfgpd. result, the trustees have decided to
continue the lease for the remaining three year®gheThat is the unexpired period as
per the contract. Therefore, the trustees may moatthemselves or assign the right to

another person. Whether it is the trustees or amgm@se who continues with the lease
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relationship, there is a duty to furnish the presiwith movables of sufficient value. It is
also the duty of such person to carry out all thiegations arising out of the law or the
agreement. Moreover, the person who continues thighlease should not change the
purpose for which the premises are utilized. Now goe requested to read Article 1062

of the Commercial Code.

Art. 1062- Continuation or assignment of leaserhgtees
The trustees may continue or assign a lease foexpied period, provided
that they or the assignee shall keep the premisashed with movables of
sufficient value and carry out at the expiry of kedetting period all
obligations arising out of the law or the agreemant provided further that

the purpose for which the premises are utilized matybe changed.

2.4. Enforcement of Judgment

As we have discussed earlier, the judgment of hgotky of a debtor could be passed in
any of the three grounds, i.e., on petition preserity the authorized persons, on
cancellation of the registry from the commerciadiséer, or on death of the debtor.
Whatever the ground for judgment may be, as arceffethe judgment in bankruptcy, a

commissioner and trustee are to be appointed ty oarthe bankruptcy proceeding. The
commissioner is a person to be appointed by thet cousupervise and deal with all

matters in relation to the bankrupt estate. Thistée is mainly responsible for the
administration of the properties of the debtor. rEfere, it is automatic that the judgment
in bankruptcy of a given debtor results in the apipoent of the commissioner and the

trustee.

Do you think that the judgment in relation to bankcy of the debtor is to be enforced
permanently? If you answered “No”, well done! Nofipaas you know judgments and
decrees of ordinary courts shall be enforced peemiyn But where there is an
application to the effect that the execution shdwdddelayed or suspended, it remains

unexecuted until otherwise order is passed. Asrdsgbankruptcy proceedings, where
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the court has passed a judgment to the effectatttlbtor should be declared bankrupt,
all the judgments and orders should be enforcedigiomally. Read the provisions of
Article 982 of the Commercial Code.

Art. 982- Enforcement of judgments

All judgments and orders in bankruptcy shall beoeréd provisionally.

As you read from the above provision, the enforagrnoéall the judgments and orders in
relation to bankruptcy shall be temporarily ratbhean permanently. An important issue
could be raised as regards the rationale behindgiooal enforcement of the judgments
or orders. Can you guess why provisional enforcemether than permanent
enforcement? If you did that is great. The impdrtaason why the judgment and orders
are to be enforced provisionally is because of plossibility of setting aside the
judgment.

An application could be made for setting aside phegment in bankruptcy. The
provisions of Article 984 of the Commercial Codeyde the time within which the
application could be made and the persons noteshtiv make such an application. Read
Article 984:

Art. 984- Application to set aside jutgnt

(1) An application to set aside a judgment in bankmuhall be made
within eight days from the date of such judgment. respect of
judgments subject to posting and to insertion wspapers empowered
to publish legal notices or in the official CommatdcSazette, the period
of time shall run only from the date when the l&sfuirement has been
satisfied.

(2) An application to set aside may not be lodged leypttitioner.

(3) An application to set aside lodged by the debtallshot suspend
judgment.

Page | 82



The period within which the application to set asicbuld be presented depends on
whether the judgment is to be publicized througivspapers or otherwise. Where it is to
be publicized through newspaper or official comrnargazette, the application has to be
made within eight days from the date of such paltlbm through a newspaper or the
official commercial gazette. But where there issuch a requirement that the judgment
has to be publicized through insertion in the neapsp or official commercial gazette,

the application to set aside has to be presentdtirnveight days from the date the

judgment is passed.

As per the provisions of sub-art (2) of the abov&cdke, the petitioner is prohibited from
presenting application for the setting aside of jigment. Can you guess why the
petitioner should not make application to set &ideu might have thought different
reasons why he should not apply. The major reasoy ke should be prohibited is
because it was he who presented the petition. Wthergidgment resulted from petition,
the demand for the declaration of bankruptcy ofdhbtor may come from the creditor.
Even in cases where the judgment resulted fromeragnt or death of the debtor, once
the petitioner has presented petition to the eftaet the debtor should be declared
bankrupt, it was his interest that the judgmenphassed. While he had such an interest
and the judgment is passed in accordance to with silerest it would not be fair to give
again a chance to the petitioner to apply for tirsy aside. If he again applies to set
aside, he gets a chance just to play havoc inftheflthe debtor. It was his interest to see
the debtor declared bankrupt. Once that interdsifiled, it will not be proper to let him

promote another interest.

The provisions of sub-art (3) of the same Articteyide that an application to set aside
made by the debtor himself should not suspendutignient. What do you think is the
rationale behind this provision? You might have tioered different justifications. The
main reason could be that as the judgment is madedoon evidences, the probability
that the debtor can succeed in his applicationetoaside is less. Where there is less
probability, if the debtor is given a chance to ¢fe¢ judgment suspended by mere

application to set aside, that can pave a waynmroper acts on the part of the debtor.
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For instance, if the judgment is to be suspendeirasult of an application made by the
debtor, the trustees could not start their funcaod the debtor can enter into different
transactions that can affect the interests of thditors. With the view of not letting the
debtor to enter into such transactions, the judgrakall not to be suspended as a result
of an application made by the debtor. Where ibisnfl that the judgment has to be set
aside, the enforced judgment would be set asiddhangarties could be reinstated to the

possible extent.

Do you agree that setting aside of a judgmentnslai to review of judgment by the
court of rendition under the civil procedure? Dmlyanswer “Yes?” If your answer is so,
you are correct. Setting aside is similar in thas the same court that sets aside its own
judgment. In the case of review by the court ofdieéon the same court revises its own
decision where the necessary conditions are fdfillAs you know from your study of
Civil Procedure Law, the grounds for review by tloairt of rendition are: where there is
procedural irregularity during the first judgmemnthere there is discovery of new
evidence which is not known during the first judgieand where an objection is made
by a third party who has interest in the matterelation to the judgment passed. Do you
think that these requirements are also requiremémtset aside a judgment in

bankruptcy? | hope that your answer would be “Nbyou answered so, well done!

What do you think are the grounds on which the ttean set aside the judgment in
bankruptcy? In order to answer the question, youread the provisions of Article 988

of the Commercial Code.

Art- 988- Setting aside of the adjudication
(1) An adjudication shall be set aside where, betwaenptonouncement of
the judgment and the date of the order given ipeetsof an application to
set aside or an appeal, the bankrupt has restisedfairs by repaying his
creditors or by obtaining a composition.
(2) The effect of acts taken by persons responsibledaducting bankruptcy

proceedings shall not be affected.
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As per the above-mentioned Article, there are tmpdrtant grounds on which the court
can rely in order to set aside the judgment. Tihb& is where the debtor has made
repayment to the creditors and thereby settlechfiggrs with the creditors. Where the
debtor has effected payment of the claims of eddhed creditors, there is nothing the
latter can claim against the former. Where thereasclaim of creditors against the
debtor, there is no reason why the court shouldtimoa with the bankruptcy
proceedings. The judgment in bankruptcy made hae teet aside. Theecondground is
where the debtor has obtained a composition. Wtherelebtor obtained a composition,
by which he proposed something by which he camedeit affairs with the creditors and
the latter have agreed on the proposed composgtdhthere is no justification for the
court to continue with the bankruptcy proceedindperEfore, as different from the
situation of review of judgment by the court of déron in civil matters, the grounds for

setting aside a judgment are repayment or obtaicongposition.

However, you have to note that there is a timetlimiihin which the debtor has to make
repayment or obtain composition. It should be i tfime between the date of
pronouncement of the judgment and the date on whichorder is made on the
application to set aside or an appeal. After tlagjoent is made, the debtor may take
initiative to make payment to all the creditors d@hereby escape from the disadvantages
of bankruptcy. In other case, he may propose a ositipn that is accepted by the
creditors so that the affairs are to be restorekdeM one of these is satisfied, it is a good

ground for the court to set aside the judgmenasgsed.

On receipt of the application to set aside, thertcias two options: to accept the
application and set the judgment aside, or to tdjex application and refuse to set the
judgment aside. As we have seen earlier, the judgmeo be set aside where there is a
situation of repayment or composition. In case, ohéhese conditions is fulfilled, the
court can accept the application and set asidgutigment. Where the judgment is set
aside, such has to be notified to the trusteectbditor who presented the petition, and
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the debtor. The notice would be given to the debtdy where he has not applied to set
aside the judgment. Read the provisions of Art@88 of the Commercial Code:

Art. 985- Judgment on application ¢b aside
(1) A judgment rejecting an application to set asidalldbe notified to the
person having lodged the application.
(2) A judgment setting aside an adjudication of baptay shall be notified
to the trustee, the creditor having petitioned #ral debtor, where the

debtor has not lodged an application. The provssiohArt. 983 shall
apply.

As you read from the given provision, where theliappion is rejected, the fact that it is
rejected has to be notified only to the person \eldged the application for setting aside.
There are no more obligations on the part of thatcm notify to the other persons. As
regards the procedure of notice, it could be maglenberting in a newspaper or an

official commercial gazette.

Do you think that a person can lodge appeal agéwesjudgment in bankruptcy? | think
that your answer will be “Yes”. If you answered gbat is correct. Apart from the
possibility of setting aside, it is also possildelddge an appeal against the judgment in
bankruptcy. As mentioned earlier, the applicationseét aside is to get the judgment
reviewed by the court that has passed the judgméeteas; the appeal is to get the
judgment reviewed by the next higher court to thercof rendition. Read the provisions
of Article 986 of the Commercial Code:

Art. 986- Appeal against judgment
(1) An appeal against a judgment in bankruptcy may dugdd within
fifteen days from notification.
(2) The appeal shall be heard summarily within threenttm® and the
judgment shall be enforceable immediately.
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The ground for appeal, as it is in the other abates, could be dissatisfaction with the
judgment by one of the parties. It could be lodggdhe creditor or the debtor.

The appeal is to be lodged within a fixed periodimie; otherwise it would be barred by
period of limitation. If a party is not satisfied he judgment and is intending to lodge
an appeal he has to lodge it within fifteen daysmfrthe time he got notice of the
judgment. As provided in the provisions of Artid83 of the Commercial Code, the
judgment could be notified by taking an extract dndinserting in a newspaper or
official commercial gazette. It could also be netif by posting at the main entrance of
the court.

As we have discussed earlier, all judgments andrerith relation to bankruptcy shall be
enforced provisionally. It is, most probably, besawf the possibility of setting aside the
judgment. But where an appeal is lodged and thet @fuappeal has passed judgment,
such judgment has to be enforced immediately amohg@ently. As you know, in the
case of civil proceedings, there is possibility $econd appeal where the judgment of the
lower court is reversed by the appellate courtcdse where the judgment of the lower
court is not varied, there is no second appeal.WWe come to bankruptcy matters, there
is no law to govern the situation of second app@#tether the court of appeal has
confirmed or varied the judgment of the lower caimre is no possibility for second
appeal.

Another important point to be noted in relationappeal is that the appeal has to be
accomplished within a fixed short period of times Apposed to the situation of
application for setting aside, there is a time dixgthin which the appeal has to be heard
and judgment made. There should be a summary Igeiarwhich the judgment is to be
passed within a short period of time. By no medimikl the appellate hearing take more
than three months. As much as possible, the cagttth accomplish the hearing and

judgment within three months period from the dateappeal is lodged.
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Do you think that all judgments and orders of tlo@rt are subject to setting aside or
appeal? If your answer is “Yes”, that is great. fEhare judgments against which appeal
or application to set aside is not allowed. Thevjmions of Article 987 of the
Commercial Code provide the list of matters notrofgeset aside or appeal. Accordingly
a judgment regarding the following is not opendbaside or appeal:
* Judgments concerning the appointment or replacemiettie commissioner in
bankruptcy;
» Judgment concerning the appointment or removadietiustee;
* Judgments pronouncing as to requests for dischargk as to requests for
assistance to the debtor and his family;
» Judgment authorizing the sale of property and géamuising part of assets;
* Judgments by which the court decides upon any egign to set aside orders
made by the commissioner in bankruptcy within t@pg of his powers; and

» Judgments authorizing the operation of the business

SUMMARY

In this Unit we have discussed that the court hgyimisdiction over bankruptcy matter is
the court of the place where the business of tliodesituate. In this relation, we have
discussed the question of jurisdiction in lighttbé provisions of the Civil Procedure
Code and the Federal Courts’ Proclamation.

We have also discussed the different grounds @ment in bankruptcy. Accordingly the

judgment could be made either because of petitiamarby the persons entitled, on
retirement, or after death. Where the judgmenbibd made on the basis of petition of
one or more of the concerned parties, the court mithyer enter into preliminary

investigation or first hearing of the parties. Tjndgment on retirement may take place
where the debtor is cancelled from the registry tueifferent reasons. The cancellation
could be because of cessation of trade or deattmeofrader in the case of physical

persons and due to winding up or dissolution indage of business organizations. The
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judgment could be made if the debtor has alreadpesuded payments before his death.

Therefore, one could be declared bankrupt frongtase.

The other important point we have seen in this Unthe effect and enforcement of the
judgment in bankruptcy. As far the judgment of toeirt is concerned, it would not be
enforced permanently, but only temporarily. Thisnainly because of the possibility of
appeal and setting aside the judgment. We have tbeegrounds for setting aside and
appeal and also the persons entitled to lodge agiins for setting aside or for appeal.
The application to set aside as well as the apgmesto be made within a fixed period of
time; otherwise it would not be acceptable.

Still another important issue we discussed is ffects of adjudication of bankruptcy as
regards the debtor. As a result of adjudicatiobarikruptcy, the debtor is to be exposed
to some prohibitions or restrictions; for exampéstriction of the freedom of movement
and freedom of communication. The debtor is to bétled for certain rights or
privileges as an effect of his adjudication. Thguditation may also bring about
invalidation of certain acts of the debtor thatetgtace prior to his adjudication. Some of
the rights acquired before adjudication may alsanbealid as a result of adjudication of
bankruptcy of the debtor.

The adjudication of bankruptcy also has severactsfas regards the individual creditor
or all the creditors collectively. This is also ookthe issues we discussed in this Unit.
As a result of the adjudication, all the creditars to respect the principle of collective
enforcement. All the unsecured creditors come twgeunder the umbrella of the
universality of creditors in bankruptcy proceedifidne universality is a legal’'s person
enjoying rights and incurring liabilities. Moreoyavhere a creditor has already instituted
against the debtor, as a result of adjudicatiohi®bankruptcy, the proceeding suspends
and the creditor joins his claim to the univergatit creditors.

The last issue we discussed is the managemenbpénies of the debtor. Management

is to be made by the trustees with the assistahtteeacommissioner and the court. The
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trustees are to discharge several responsibilitiesrder to effect management of the
properties of the debtor. Of the various functisame are: to sell properties or business,
to enter into compromise and arbitration, to calléebts, and to cancel or continue a
lease relationship.

REVIEW QUESTIONS

1. What is universality of creditors?

2. Why the universality of creditors? (What do yountiis the rationale behind
universalizing creditors?

3. Imagine the provision of article 1025 of the coman@rcode is missing. What do
you think would have been the consequences?

4. What do you think is it necessary to fix the ddatauspension of payments while
it is proved that there is suspension of payments?

5. Do you think that article 979 and 980 apply to cogncral business organization?
Why or why not?

6. Explain the effects and enforcement of Judgment.

7. Do you think that the person who has petitioned ledige an appeal against the
judgment in bankruptcy? Why or why not?

8. Does the Ethiopian bankruptcy law recognize “disgh?

9. Do you believe “discharge” applies to bankrupt étadand bankrupt business
organizations alike?

10.Do you believe there are debts for which the concrabcode doesn’t approve
“discharge”? Or are there there are debts thateacepted by the commercial
code for not warranting “discharge”? When couldaakvupt be discharged under
the provisions of the Ethiopian commercial code?tHere any relationship
between the closure of bankruptcy proceedings disgHarge”?

11.Discuss the effects of adjudication of bankruptsyregards the debtor, creditors
and third party.
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12.Explain the functions of the trustees in the mansgd of properties of the
debtor.

13.Do you think that the debtor loses his right of evahip over the property as a
result of adjudication of bankruptcy? Why or whytho

14.Read Article 1033. Do you think that the differermdehe instrument is still under
negotiations i.e, it is transferring from one haménother? Why?

15. Discuss the lights of the debtor to be restrictecaesult of the adjudication of
bankruptcy?

Page | 91



CHAPTER THREE
PERSONS RESPONSIBLE FOR CONDUCTING BANKRUPTCY
PROCEEDINGS

Dear student! as you might have recalled in oupthatwo lesson, we have seen some
general and specific points concerning conditions @&eclaration of bankruptcy,
judgment of bankruptcy and enforcement of judgméntaddition, we have also seen
administration of bankrupt estate and the effettsankruptcy declaration as regards the
debtor and creditor. In this chapter, an attempl W& made to discuss persons

responsible for conducting bankruptcy proceeding.

Introduction

The bankruptcy Proceeding is a result of the coetbeffort of different persons. It is not
a single day task to be accomplished and takestarc@eriod of time. There are several
activities to be performed by the different persoesponsible for that effect until the
final property is sold and the proceeds of the sake distributed among the various
creditors. The court, the commissioner, the trysted the creditors’ committee are the
most important persons to play a dominant rolenanfgroceeding. The first three have a
kind of hierarchical relationship in that the coigton the top and the trustees at the
bottom. In this chapter, we are going to discussdifferent activities to be performed in

the proceeding and the persons responsible for.them

The chapter is divided into four general sectidfsch of the general sections has sub-
sections under it. The first section deals with toenmissioner as one of the persons
responsible to carry out the bankruptcy proceedifge commissioner is responsible to
discharge certain duties and perform differentvécts in relation to the bankruptcy
proceedings. The different responsibilities andvdis will be discussed under this
section. The second section is on the trustee. Weligcuss, under this section, that the
trustees are responsible for the day-to-day aigssitin relation to the bankruptcy

proceeding. The third section deals with the colrtthis section we will discuss the
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different responsibilities of the court and thehates it has to do so that the proceeding
goes properly. The fourth and last section, wikldeith the creditor's committee. In this
section we will focus on the roles, compositiond growers of the creditors’ committee

in relation to the bankruptcy proceedings.

Objective

At the end of this chapter, the student will beeatot

» Explain the court which has jurisdiction over a kraptcy proceeding and its
power;

» Articulate the relations among persons respondiimeconducting Bankruptcy
proceeding;

* Highlight election, appointment, functions, powersmuneration, disciplinary
measure, removal and liability of trustees;

* Explain the appointment and functions of credit@osnmittee; and

* Highlight administration and management of bankesgtate.

3.1. The Court

It is the court that has jurisdiction on the bamkay matter and thus declared the
declared the debtor bankrupt that can play a mléhé proceeding. The court has the
following powers in relation to the bankruptcy peeding of the debtor who is declared

bankrupt.

3.1.1. Hearing of appeals from the orders of the comissioner

The commissioner is empowered to make orders omeraatalling within his power
limits. The order to be made by the commissioney n@ satisfy every party. Sometimes
the orders of the commissioner may offend either theditors or other concerned
persons. There is a possibility to lodge an appgalnst an order where a person is not

satisfied with the orders of the commissionerslithin the power of the court to hear
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and pass judgment on the appeal. The court can dealaims in relation to the
bankruptcy, except few claims. Pursuant to ArtielB0 of the commercial code of
Ethiopia; unless there be claims in rem concerning immovabbperty which remain
subject to the ordinary rules relating to jurisdam, the court which has declared the

debtor bankrupt shall have jurisdiction to hear alhims arising in the bankruptcy.

The implication here is that irrespective of thetenal jurisdiction, the court can have
jurisdiction over all claims relating to the bangtey. The value of the claim of the party
is immaterial to determine whether the court hassgliction on a given claim. Where a
claim is related to an immovable and is a clainram, then the jurisdiction is to be

determined by the rules of the Civil Procedure law.

The last phrase of the provisions of sub-art(2haf Article provides that, claims in rem
related to immovable shall be governed by the @mjimules of jurisdiction. This implies
that jurisdiction of the curt in relation to allettother claims is to be governed by special
rules. In other words, all other claims are notb® subject to the ordinary rules of
jurisdiction. This can also be inferred from theypsions of Articles 974 and 1157 of the
commercial code. These two provisions indicate taatkruptcy matters are subject to
special rules of jurisdiction because none of thetnound by ordinary rules of material
jurisdiction. Both focus only on the local jurisdan as they provide that the court

having jurisdiction is the court of the place whtre business is situated.

3.1.2. Making orders on matters which are outsidelte powers of the commissioner

The commissioner’s power is limited to some exterd he is not allowed to make orders
on matters that fall outside his power. As the t@iabove all other responsible persons,
matters beyond the power limits of the commissiarerto fall within the power of the
court. Where there is a need to make orders on suatters, it is the court that is

empowered to do so.
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3.1.3. Supervision of the overall bankruptcy procedings

It is the court that has the ultimate power of suiseng the overall activities in relation
to the proceeding. Hierarchically, the court stantdseve all the persons responsible to
conduct the bankruptcy proceedings. In other watds,the court that can pass the last

decision.

3.2 The Commissioner

The commissioner is next to the court down in thearchy of persons responsible to
conduct bankruptcy proceedings. The activitieshaf tommissioner are subject to the
supervision of the court. The following are the posvand responsibilities of the
commissioner in bankruptcy as per the provisionsAdicle 991 of the Commercial
Code.

3.2.1 To authorize the trustee to enter appearandg legal proceedings

The trustee is the representative of the debtor Hretefore, all proceedings brought
against the debtor are to be defended by the &ustee commissioner has the power to
authorize the trustee to be present in such caudegdings where there is a need to
defend cases brought against the debtor. The caiumes is expected to effect the

authorization in a written form.

3.2.2 To authorize the trustee to appoint assistant

The activities to be carried by the trustee aretifaubus. Those different activities
demand different qualification, skill and knowledg&/here the activities could be
discharged by the trustee because he has the edduaiowledge or skill, the trustee can
do them by himself. It could be only in rare cates the trustee could be all rounded
person. The trustee is to be forced to look foreotherson’s assistance where the

activities require knowledge or skill different frowhat he has. In that case it is within
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the power limits of the commissioner to authorike trustee to appoint assistant. The
trustee can determine by himself to appoint asHsten relation to certain activities of
the bankruptcy proceeding. It is only where sucpoagment is found to be in the
interest of the bankrupt estate that the trustews take initiative to appoint assistants.
Otherwise, it is one of the responsibilities of ttnastee to discharge the duties by

himself.

It is not merely subject to the whims and volitiasfsthe commissioner that the trustee
appoints assistants. Rather, it is only where sagbointment is found to be in the
interest of the bankrupt estate. For instance,nassihat the available properties of the
debtor are few, which could be managed by one peildte commissioner authorized the
trustee to hire three persons to take care of thpepties. In this case, it would not be
proper because the commissioner authorize appomtofighree persons even when it is
not in the interest of the bankrupt estate. In ganehere there is nothing serious that
can hamper the bankrupt estate, it would not bpegsrid the commissioner authorizes the

trustee to appoint assistant.

3.2.3 To call the creditors’ committee

The proceeding in bankruptcy is the result of caratieffort of different persons. The
commissioner could do his activities in cooperation coordination with the creditors
committee. The commissioner is expected to calloopthe creditors’ committee and
consider the advice of the committee where thera reeed to consult the committee.
However, the commissioner could not simply call gte@mmittee as it pleases him.
Rather, it should be in accordance with what isviged by the law or where the

commissioner thinks that calling the committeeasessary.
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3.2.4 To take or cause to be taken by the competeguiithorities all steps necessary to

preserve the assets

The overall purpose of the bankruptcy proceedirtg llect the properties of the debtor
and realize them for the satisfaction of claimha treditors. The available properties of
the debtor have to be preserved and be ready &bzagon in order to achieve such
purpose. It is within the power and responsibibfythe commissioner to take or cause
necessary steps to be taken since he is responsiblgpervise all matters in relation to
the bankrupt estate. If there is an appropriate reecssary measure to be taken by the
commissioner, he could do that without looking doother body. But where the measure
is some thing to be taken by another appropriatly bihen the commissioner is expected
to do his best to enable that body to take thesstepr instance, assume that some of the
properties of the debtor are collected and putwaeehouse or a certain compound. The
debtor himself made repeated attempts to take sbithe properties from where they are
deposited, but without success. In this case, thmnassioner has the power and

responsibility to cause legal measures to be taamst the debtor.

3.2.5 To refer to the court claims which fall withn the jurisdiction of the court

The commissioner is more attached to the day-toad#iyities than the court in relation
to the bankruptcy proceedings. The commissionercoame across certain matters falling
within the jurisdiction of the court in the courskdischarging his responsibilities. Where
he finds such matters, it is the responsibilitytled commissioner to refer them to the
court. The court is expected to mention the facit tthe claim is referred by the
commissioner. It has to be noted here that it shoot be a matter which can be decided
by the commissioner as it falls within his powenit. The claim should be one that is
beyond the power limit of the commissioner and asesult of which the court is
responsible to entertain it.
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3.2.6 To Supervise and deal with all matters conceing the bankrupt estate

The bankrupt estate is the totality of all the lde properties belonging to the debtor
who is declared bankrupt. The estate is a legdlyanhich enjoys all the attributes of a
person. The commissioner is empowered to supeavidedeal with all matters related to
the bankrupt estate. All matters other than thetated to the bankrupt estate are not
within the power limits of the commissioner, butthim that of the court. The court is
empowered to supervise the overall bankruptcy mdicg. Next to the court is the

commissioner. The power of the commissioner isasatxtensive as the court.

3.3 Trustees

Trustees are persons responsible for the day-tadi@yities in relation to the bankruptcy
proceeding. It is not any person who could be appdi as trustee. There are certain
requirements to be a fulfilled so that a personiccdie appointed as trusteeirst, the
trustee should be resident in Ethiopia. Where hetgesiding in Ethiopia, he could not
discharge the responsibilities properly. In otherds, administration of the assets of the
debtor by proxy is not allowed. An issue possildybe raised is whether the trustee
would necessarily be an Ethiopian citizen. As faittee provision of Ariticle 994(1) of
the Commercial Code is concerned, it does not lgi@aovide an answer to the question.
But one can simply argue that the law, as it dagsempressly provide, seems to allow
both citizens and non citizens so long as theyresilents of Ethiopia to be trustee and
can serve the purpose. Second, the person shoutthéevho has good repute. It is
obvious that the activities of the trustee are metated to the properties of the bankrupt
and the interests of creditors and are thereforsiderable responsibilities. In order to
discharge those responsibilities one is requiretiaee good reputation. He should be

reliable person to deal with the properties ofdbbtor and interests of the creditor.

Apart from the above discussed, there are otharinEagents so that a person could be
appointed to be trustee. As you read from the piomi of Article 994(4) of the

commercial code, certain persons are not allowegetdrustees. A person who is the
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relative of the debtor could not be a trustee Iatien to the bankruptcy of the debtor.
The relationship could be either blood relationshiipelationship arising from marriage.
However, note that it is only to the fourth degtieat the relationship is to be considered.
The person can be appointed as trustee wherebieyisnd the fourth line. The other
category of persons to be excluded is those whdepaved of their civil rights. Where a
person is deprived of civil rights by the orderooiurt of justice, it is deemed that such
person is incapable to discharge obligations liketeeship. While one is deprived of his
civil rights, he could not stand surety or any kofdguarantee. Other category of person
who is not allowed is that who are already decldraakrupt. The activities of the trustee
demand reputation and reliability because theydarectly or indirectly related to the
administration of the estate. In order to admimithie properties of the debtor, the trustee
should not be one who is already declared bankAiperson who is declared bankrupt is
not a proper person to discharge obligations rélate money and properties of the
debtor; the trustee should not be one who is ajrdadlared bankrupt. Last, but not least,
a creditor of the debtor could not be appointettastee. There is a logical justification
to his. The trustee is going to be the represemtaif the universality of the creditors.
While he is to represent the creditors collectiyehere would be conflict of interest
between that of the trustee and the creditorsolild; therefore, be not proper to appoint
a creditor to the position of trustee so that helldgepresent the creditors collectively.
Within the collective interest to the creditorsetd is a share of the creditor who is

appointed to be a trustee.

The Law under Article 994(2) provides that to thexmmum three trustees can be
appointed. Where the duty could be discharged lyasriwo trustees, it is not necessary
that there should be three trustees. Only one orcould be appointed depending on the

size of the estate and the duties thereof.

Where there are several trustees appointed toatigetthe duties, their liability is joint
liability. In other words, all trustees shall bspensblie for the act of one of them or joint
acts. Normally, they are expected to do the dytrgly and are to be jointly liable for

any liability to arise from such act or forbearanBait where the commissioner has
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authorized one or more of them to act individuadlych trustees shall be liable severally
(individually). For instance, assume that threstras (Alemu, Mersha, and Tilaye) were
appointed to do the activities in relation to trenkruptcy of a certain debtor. Of these
three trustees, the commissioner authorized Alemd &ilaye to discharge certain

activities jointly. In this case, it is only Alemand Tilaye who shall be responsible for
acts or forbearances in relation to the activitesvhich they are authorized. In other
words, not all the three trustees are jointly kalAto Mersha will be relieved from such

liabilities.

As provided by the provisions of Article 994(5),etlrustee should not acquire the
properties of the debtor. As mentioned earlier,tthsetee is an agent of the debtor. One
of the important principles of agency is that theh®uld be no conflict between the
interests of the principal and the agent. As thstée represents the debtor, as much as
possible, there should be no conflict between titerésts of the two. One way by which
conflict could be avoided is by prohibiting the dtele to acquire the properties of the
debtor. Where the properties of the debtor areetsdid either by auction or otherwise,
the trustee is deprived of the right to participetehe bid to such properties. If he is
participate allowed to participate, one can singgss what the trustee could do. Most
probably, the trustee would do acts that can pheeway to protect his interest at the

expense of others’ interest.

3.3.1 Powers and duties of the trustees

The trustee is empowered to administer the prageertif the debtor, represent the
creditors collectively, and to discharge the fuoesi in person. Now let us briefly discuss
these powers and responsibilities of the trustee.

3.3.2. Discharge of duties with all care

Normally, on matters of other persons, a persamtsas careful as he is to his matters.

The trustees are dealing with matters of the bakperson for the benefit of the
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creditors. In discharging their functions, whagigpected of the trustee is to be like bonus
patter families, i.e., to employ utmost good faifline trustees are to be considered as
public officials in their exercise of the functioriBhey are expected to employ care in

relation to the functions. In some cases, the¢arssare expected to show that they have

employed the necessary care.

3.3.3. Deposit funds

The trustee represents the debtor. The trustemp®wered to collect funds payable to
the debtor. All payments due and payable to theadetre to be collected by the trustee.
The trustee is expected to deposit such fund iramk kaccount in the name of the
bankrupt estate after collecting such funds. Atyuéhe fund is to be deposited after the
legal costs and administrative expenses, as orderabe commissioner, are deducted.
Once the fund is deposited, it would not be withdraunless the commission makes
orders to that effect. In case the trustee hagdaib deposit the funds he collected
promptly in a bank account in the name of the bapikestate, he shall be removed from
his position without any precondition. The factttha is removed from his position could
not bar other civil or criminal actions to be takagainst him. (Read Article 996 of the to

Commercial Code).

3.3.4 Do functions in Person

The trustee is appointed after certain requiremargdulfilled. The personal qualities of

the trustee are very much considerable. The traista@erience and qualification is

considerable apart from his behavior. It would betproper if the trustee transfers the
functions to be done by another person where bppsinted by taking into account such
considerations. As a consequence, the trusteetisxpected to assign his functions to
another person. But in some cases, he may del#gatanctions to another person. The
trustee can delegate functions only where the casioner has approved such delegation
in respect of isolated transactions. Therefore tithgtee can delegate his functions only

in respect of certain isolated transactions.
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3.3.5 Represent the universality of creditors

One of the principles of bankruptcy is the colleetienforcement of rights by the
creditors. Where the creditors have proved theaipeetive claim against the debtor, they
form the universality of creditors, which is a dist entity. The universality is a fictitious
person that is created by law. Being fictitiousjsitnecessarily to be represented by
physical persons. As per the law, it is the trusté® can represent the universality of
creditors. Therefore, where there is a right, tteslitors collectively claim against a third

party, they are to be represented by the trustee.

The trustee can not represent one or more of thditors in their relation one with the
other. He can represent only in their relationhiedt parties. In such relation, the creditor
is to stand in person. For instance, assume thaty AGetu, Molla, and Negash are
creditors of the debtor, who is declared bankrépt Mesfin was holding a property
belonging to the debtor. After coming to know thia debtor is declared bankrupt, Ato
Mesfin refused to bring the property to the estatehe bankrupt. As a result, the
creditors wanted to bring action against. Ato Mesind thereby protect their interest. In
this case, the trustee has to represent the credital bring the action on their behalf.
But, if we assume that Ato Abay has a claim agautslia and if the former wanted to

bring action against the latter, the trustee hagaweer to represent Abay.

3.3.6 Administer the bankrupt estate

Administration is more general in that it coverffetent activities the trustee is expected
to do falling within the concept of administratidhrequires day-to-day follow up on the
part of the trustee. He is to collect all the prtips of the debtor, take all necessary steps
for the up keep of the properties, enter into d#fé transactions such as compromise,
and negotiation. The trustee is to perform adnmaiste activities under the supervision
of the commissioner.
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3.3.7. Remuneration of trustees

As the trustee is expected to discharge obligatidres is entitled to a right. The
remuneration could include costs he incurred os.f&eich remuneration is to be fixed by
the commissioner. Where there is dissatisfactiontl®y remuneration fixed by the
commissioner, an objection could be made agairgdt etder. The objection could come
either from the debtor himself or a creditor. Ba#ic the objection could come
demanding reduction of the remuneration where ith@ugh unreasonably high. Such
demand could normally come from the creditors oe debtor. That is why the
application could come from such persons. The dbjedhas to be made within eight

days from the data on which the order fixing thmueeration is made.

It is not any time that the trustee can get payrnoétie fixed remuneration. It is only on
presentment of the last report in relation to taeKouptcy proceeding. But exceptionally,
where there is justifiable ground, the trustee ddu¢ entitled to advance payment with
the consent of the commissioner. Even if the rejgsanbt yet submitted, a trustee may get
payment of the whole or part of the remuneratioredi before the closure of the
bankruptcy proceeding. In other words, the remuimraf the trustee is not like salary
that is to be paid within fixed intervals. It islgrio the fees and costs that the trustee is
entitled. Where another payment than the remumerdtked by the commissioner is
effected, the trustee should return such paymesgid@s that, he should be exposed to
the appropriate civil and/or criminal sanction lfag acts. Article 1001 of the Commercial

Code deal with remuneration of trustees.

3.3.8 Controlling the activities of trustees

In the exercise of the powers and responsibilgesusted to him, the trustee may make
orders and do acts but concerned parties, includiveg bankrupt person, may be
dissatisfied with such order or act. Any person whdissatisfied can object the orders
and acts of the trustee. The bankrupt or any istedeperson who is dissatisfied by the

acts of the trustee can present his objection éoctmmissioner. After receiving such
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objection, the commissioner is expected to makésaeron the objection promptly. It is
a kind of summary procedure in that the commissidias to decide within three days
period. However, you have to note here that theeatign should be raised only in
relation to orders or acts of the trustee regartlmgbankrupt estate. Any dissatisfaction
on the acts or orders of the trustee beyond th&rbphestate is not the subject of such
objection and it is not within the power of the aomsioner to decide on such objection.
For instance, the trustee has done a certain dchwidmssatisfied one of the creditors. The
act may be done as regards the personal transdettareen the creditor and the trustee,
which has no relation to the bankrupt estate. is thse, the creditor cannot present his
objection to the commissioner and even if he prissethe commissioner should not

decide onit.

Normally, the trustee is to be appointed for thelstperiod within which the bankruptcy
proceeding pends. But where he does acts thatnaeceptable and unlawful, the trustee
could be removed even if the bankruptcy proceedingt yet accomplished. The move
for the removal could be initiated either by théte, the creditors’ committee or by the
commissioner himself. The power to decide on theosal of the trustee lies on the
court. The commissioner has no power to removdrtistee. Here it seems logical that
while he has not appointed the trustee the comamssishould not remove him from his
position. what the commissioner can do is just tiwenthe court to remove either based
on the application of the debtor, the creditorsmoattee or on his own motion. An
application has to be dealt within a short peribtroe. It has to be dealt with within five
days from the time of receipt of the applicationh&ke there is failure on the part of the
commissioner, the explanations of the trustee hadpinion of the public prosecutor. It
is not full trial to take place, but a kind of hiear so that there will be fair decision as
there should be an opportunity for one to be hé&afdre decision is passed. The court

has to pass decision in open court.

It is not only removal that could take place. Thestee could be replaced by another one.
Where there is sufficient justification to that exft, the trustee could be replaced by
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another trustee. In other case, where a need atisesommissioner can move the court

to appoint additional trustee/s.

The mere fact that the trustee is removed fromplisition of trusteeship because of
justifiable ground does not relieve him from betgestioned for his wrong doings. The
trustee is expected to discharge his function withost good faith and in accordance
with rules of the law. Where he has acted othervasgaim could be raised against him.
In case there is a claim to be raised againstrttstete who is removed before the closure
of the bankruptcy proceeding, such claim can bé#tinsd by the trustee who replaced

him. In fact, there should be prior consent of¢cbexmissioner to that effect.

3.4. The Creditors’ Committee

No person could be considered as creditor of tiiodevhere he has not properly proved
his clam before the appropriate body. The creditoosnmittee could be a provisional

one or permanent. After the claim is proved, tadfshe creditors is to be produced and
the commissioner can appoint three or five of therform the creditors’ committee. The

commissioner can form a provisional creditors’ cattem where he thinks it appropriate.
Such a committee is to be formed before the listhef creditors is produced. For the
production of list of the creditors, it waits fdret time of proof of debt. Such committee is
a permanent creditors’ committee. The permaneniutiee has to be appointed within
ten days from the time of deposit of the list odditors with the registrar of the court.

The commissioner shall appoint a chairman from agrtble members of the committee.
A person who is related to the debtor, or a pensbio is declared bankrupt, is not

appropriate to be a member of the creditors’ cotemit

The members of the creditors’ committee can beassul and removed by other persons.
Once he has appointed the commissioner cannotceeglanember by another person
unless a member himself demands that. Where tkeseafficient ground, the members
can be replaced by another person on their reqUWdsere the request comes from a

member it is the commissioner who appoints the toneeplace. However, as regards
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removal, it is within the power of the court to reve a member of the committee. The

court can remove where the commissioner preseapopal to that effect.

3.4.1 The function of the creditor committee

Article 1003 of the commercial code of Ethiopia Ideaith the functions of creditors
committees. Pursuant to this article, the commigemmpowered to provide advice where
such is found to be appropriate. There could aproviding for the importance of the
advice of the committee or an advice could be rspakeby the trustee. In such cases, a
meeting of the committee is to be called, at whiah advice is to be produced. In other
words, it would not be proper if the members of doenmittee requested advice and
produced their respective advice in writing. Thelheuld be meeting and the advice will
be the one agreed by the majority of the memberse gshe decision of the committee is
to be passed by majority vote. Of all matters,dbmmittee shall have special regard to
three important aspects of the bankruptcy proceedinh shall have regard to the
verification of the accounts and the statemenffaira prepared by the debtor, and to the
supervision of the acts of the trustees. The trattmmally, is expected to keep accounts
in relation to his trade. On declaration of bankeypthe books of the debtor are to be
closed. For the closure, the debtor himself maysqme the accounts. The creditors’
committee is to pay attention before it approvesdabhcount prepared by the debtor. As
regards all other matters, the debtor may presefails. The statement of affairs of the
debtor has to be carefully verified by the comneitbeefore it is accepted and verified.
Moreover, the committee is empowered to superviseatts of the trustees. The day-to-
day activity of the trustees is related to the adstiation of the bankrupt estate.
Moreover, he could represent the universality efddors. The committee has the power
to supervise the acts of the trustee so that tokciiéne is doing acts within the bounds of
his power.

To enable the committee to carry out the supemijdite law gives wide power to it. The
committee may at any time require information ore thtate of the bankruptcy

proceedings and on the position of the receiptspaythents. In exercise of such power,
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the committee can require any information relatethe bankrupts proceeding from the
trustee and if it is found necessary to providei@gvit can do so. The trustees can
request the committee to provide consultancy aardsgall legal proceedings. In all legal
proceedings against the debtor, it is the trustbée V& to represent. Even where a
proceeding is to be initiated by the debtor, ithis trustees who can represent the debtor.
Moreover, the trustees are representatives of aimkrbpt estate and the universality of
creditors. Where there is a legal proceeding, tustées can get the committees

consultation.

The committee collectively or the individual mendbeare not entitled to any
remuneration. They are expected to discharge tremakntioned functions for free. The
only payment to which they are entitled would bé&ume of expenses they made in
relation to the bankruptcy proceeding. Even in tloase, it is only where the
commissioner has approved such expense in writiagrefund is to be allowed. In other
words, all requests by the members to get refundedid not be treated unless the
commissioner accepts and approves that as an sxpeade in relation to the

bankruptcy proceeding.

CHAPTER SUMMARY

Chapter II of Title Il (Arts. 989-1003) containsdetailed description of the persons
responsible for conducting bankruptcy proceedirtggen a brief summary of these
provisions would be useless. They govern the vémiaistration of bankruptcy and raise
numerous questions which must be resolved by thdification commission. The

proposed texts presuppose a strong judicial systethalso the existence of body of
administrators able to carry out the complex aniecae operations of bankruptcy. On
this point, we advise you to refer Article 996 whiequires the trustee to deposit the

funds which he receives. In our opinion, this iseasential requirement.
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Section four of this chapter deals with a new tositin: the creditors’ committee which
is designed to give creditors a representative batich is more flexible and less
difficult to operate than a meeting of the creditass a whole. The experience of the
Ethiopian members of the codification commission ingportant in assessing this

institution’s chances of success.

REVIEW QUESTIONS

1. Explain in detail the law and the practice of almtt appointment, functions,
powers, remuneration, discipline, removal and ligbof trustees.

2. Which court has jurisdiction over a bankruptcy geding? Explain it in light of
the civil procedure code and the present fedematistre of the country.

3. Describe matters which are within the jurisdictiohthe court, but outside the
powers of the commissioner.

4. Enumerate the relations among persons respongibleohducting Bankruptcy
proceeding — their interactions intra —and witheosh

5. Discuss the powers and functions of the commissione

6. Explain how the court appoints additional trustaad replace existing trustees,
and the ground to do so, if any

7. Discuss how the trustee administer and manageathlerioptcy estate.

8. Proof the following assertiorfA trustee is an agent of the creditors in strict
sense of the term”

9. Explain in detail the appointment and function oféditors’ committee. Is there
any criterion the trustee should follow to selent @appoint a creditor to be a
member of a committee.

10. Explain how the commissioner is replace witheotcommissioner, and the

ground to remove the commissioner form his offitany.
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CHAPTER FOUR
MEASURES IN RELATION TO THE ASSETS OF THE DEBTOR

Introduction

After the adjudication of bankruptcy of the debtinere are certain measures to be taken
in relation to the properties of the debtor. Asdigcussed earlier, the overall purpose of
the bankruptcy proceeding is to collect the praperof the debtor, effect sale of such
properties, and distribute the proceeds of saléhéocreditors. In order to collect the
assets of the debtor, two types of measures dve taken by the persons responsible to
conduct the bankruptcy proceeding and other competethorities. The two types of
measure are: conservatory measures and provisiogegures. In this Unit we are going

to discuss each of these measures.

The Unit is divided into two general sections, dfigh the second having sub-sections.
The first section is on conservatory measures.hla section, we will focus on the
measures to be taken by the different persons megile with the view of preserving the
properties of the bankrupt person. There are skstaps to be followed in the measure,
which will be discussed in detail in this sectidime second section will deal with the
provisional measures. These are measures to be bgkine different responsible bodies
after the preservatory measures. In this sectienwill discuss in detail about affixing of

seals and the removal of seals, and inventoryeptbperties of the bankrupt person.

Objectives

At the end of this Unit, you should be able to:

» enumerate the preservatory measures;

» identify the responsible persons to take the coasery measures;
» list the steps in conservatory measures;

* enumerate the provisional measures;

» discuss the measures of affixing seals and makwenitory, and

» dispose practical cases in relation to measures.
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4.1. Conservatory Measures

Conservatory measures, as the name itself indicatesa kind of safety or preventive
measures. They are measures to be taken in orgeeserve the properties and other
rights of the debtor so that they could be avadafdr satisfaction of claim of the
creditors. The conservatory measures are to ba takéhe trustees with the assistance of
the debtor and the public prosecutor. Mainly, ithe responsibility of the trustees. In
their effort to preserve the properties and othghts of the debtor, the trustees are
expected to do the following acts, namely, to clttee books of the debtor, to preserve
the rights of the debtor, and to effect registratid mortgage on the immovable of the

debtor and the business of the debtor. Now leismids each of these measures.

Thefirst measurein the process of the conservatory measures ingldse books of the

debtor. On adjudication of bankruptcy of the depbkes business has to stop where it is
unless the court has ordered for the continuitthefbusiness. It is worthy of note, that it
is always assumed that the trader keeps the negdssaks of account related to his

business.

The closure of books of the debtor shall be in phesence of the debtor. In order to
enable the debtor’'s presence, the trustees arebdutyd to summon the debtor. Where
the debtor has failed to be present at the timeraing up and closing the book, again
another summons is to be made to him. In the secasd, the summons shall be made
by registered letter. The time within which he ipected to be present is forty-eight
hours. In case the books to be closed are in mddidhe debtor is to be ordered to come

with those books on the day of the writing up alusiog of the books.

Do you think that the debtor should always be preseperson? | hope your answer is
“No”. If you answered so, that is right. In prini@ghe debtor is expected to be present in
person at the time and place of writing up andiotpthe books. But in exceptional case,
the debtor could be represented by an attorneyeXbeptional cases in which the debtor

could be represented by an attorney is where tisesefficient cause to justify that he

Page | 110



could not be present in person. The standard fjustification is a subjective standard.
It depends on whether the commissioner is satisfigll the reasons or not. Where the
commissioner is satisfied that there is substangi@ton to prevent the personal presence
of the debtor, then an attorney can represent Bm.where the commissioner is not
satisfied with the reasons that prevented the pafguresence of the debtor, it won't be
allowed to be represented by attorney. Even ifrdesons are to satisfy a reasonable
person, the commissioner may not be satisfied thigm. In that case, as the standard is
subjective, the commissioner can insist that tlesar is not justifiable. But where the
debtor is not satisfied with the decision of thenoaissioner, he can lodge an appeal to

the court where his reasons could be satisfactotlya eyes of a reasonable person.

We have discussed above that the debtor could ésepr either in person or through
attorney, where there are acceptable reasonsyergrhkis personal presence. Sometimes,
the debtor may not be present either in persommugh attorney. What do you think
will happen in case the debtor fails to be presenperson or through attorney? To
answer this question, read sub-art. (4) of the ipions of the following Article from the
Commercial Code:

Art. 1004- Closing of debtor’s books

(1) The trustees shall summon the debtor to be pregehe writing up and
closing of the books, the provisions of Art. 101dvimg been complied
with, where necessary.

(2) Where the debtor does not appear, he shall be sapurioy registered
letter to appear within forty-eight hours and togwce his books if they
are in his possession.

(3) He may appear by his attorney if he satisfies tirarmissioner that there
are substantial reasons preventing his personaieappce.

(4) Where the debtor fails to appear, either in permohy his attorney, or
where he absconds, the commissioner shall infoeptiblic prosecutor
who shall take the necessary steps to securetaiglance.
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As you read, where the debtor fails to be presgimérein person or through attorney, the
public prosecutor can take all the necessary stepscure attendance of the debtor. It is
on the basis of the information of the commissiathat the public prosecutor can take
the necessary steps. Not only in case where thmrdeas failed, but also in cases where
the debtor has absconded that the public prosecatortake all necessary steps. The
implication here is that the books of the debtasnldaot be written up and closed in his
absence. There could be different justificatiorrsviby the law insists on the presence of
the debtor. It could be because the presence aldébtor can facilitate and simplify the
closing of books. In addition to that, if the dabte present in person or through his
representative it would minimize or avoid subsedquigsputes related to the books of the
debtor. Whatever the case may be, except for tloeptions recognized by the law,
books are to be closed in his presence.

The secondconservatory measures is to preserve the righteseotiebtor. What do you
understand by preserving the rights of the debfd?you try to answer? That is great.
There might be instances where the debtor himselfdreditor of another person. Where
he is declared bankrupt before he collects andysrgach rights, the trustees are to take
measures to preserve such rights so that theyw/ilvailable for satisfaction of claims of
the creditors. Then the question is how the trgstem preserve the rights of the debtor?
Now read the provisions of Article 1005 of the Coernial Code:

Art. 1005- Preserving debtor’s rights
(1) The trustees on assuming office shall take allssteppreserve the rights
of the debtor in relation to his own debtors.
(2) They shall enforce registration of mortgages whregstration has not
been enforced by the debtor. Registration shalnbde in the name of

the bankrupt estate by the trustees on proof af s&tus.

What you can obviously understand from the abovergprovision is that the trustee can
take all steps to preserve the rights of the defitbis means that where there is a need,

the trustee can enter into different transactioitl the view to preserve the rights of the

Page | 112



debtor. As a consequence, he can enter into négoga mediations or compromises.
Where a need arises, he may conclude contractsasbe could preserve the rights of the
debtor. For instance, assume that Ato Debella esddbtor of W/ro Kassech, who is
declared bankrupt. The former is in possessionmbperty belonging to both of them. It
was not clearly settled as to what is the shareaoh of them, before declaration of
bankruptcy of Kassech. Ato Debella came to knowt t4ro Kassech is declared
bankrupt and lost the right to administer and da#th her properties. With the view of
taking advantage of the situation, Debella claiha the property totally belongs to him.
As there is no evidence to show the share of W/agskch, the trustee can enter into

negotiation and thereby preserve the rights otitiaor.

Another way by which the trustee can preserve tghts of the debtor is through
registration of mortgage on immovable propertielse Tebtor might have concluded a
contract of mortgage so that he gets security Her gerformance of obligations by his
creditor. In other cases, he might have got thiet i mortgagee due to operation of the
law or court judgment. Normally, the mortgage habe registered so that it could have
effect. Where the debtor has got the mortgage texgs before declaration of his
bankruptcy, the mortgage is to be transferred &liankrupt estate on adjudication of
bankruptcy. But sometimes, the debtor may fail ¢b thpe mortgage registered. Where
there is such a situation, the trustees are retiperie effect registration of the mortgage.
Who do you think is the mortgagor and the mortg@géée are discussing preserving
rights of the debtor which his debtors owe him.idt therefore, obvious that the
mortgagor is the debtor to whom the bankrupt persancreditor. The mortgagee is the
bankrupt estate and not the debtor himself. Fomgka, assume that Ato Mulu is
declared bankrupt. W/ro Kassech and Ato Bedilu thee creditors of Ato Mulu. Ato
Mulu (the debtor) had a building in the place o$ husiness. No encumbrance was
registered on such building in favor of the creditor another third party. With the view
of preserving the rights of the debtor, the trusteeuld effect registration of mortgage of
the building in favor of the bankrupt estate. As da Ato Mulu is concerned, he is no
more capable to administer his properties and ti@nbss. It is the trustees who are

responsible to administer the building and othepprties of the debtor. Therefore, it is
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the bankrupt estate who is the mortgagee of thieibgiand the mortgagor is the debtor,
who is represented by the trustees. For that miaiterlso the trustees who represent the

bankrupt estate.

Thethird of the conservatory measures is to effect registraf mortgage of immovable
properties of the debtor. In this case, the immte/qiooperties of the debtor are to be
mortgaged. Therefore, it is the debtor who is th@tgagor. Who do you think is the
mortgagee? Still in this case, it is the bankrugiae that becomes the mortgagee. The

trustees are to effect registration of mortgagtaéname of the bankrupt estate.

Which immovable properties do you think are to be subject of registration of
mortgage? The answer is current as well as futaraavables. Did you answer so? If
your answer is so, that is great. As per the pronsgs of Article 1006(1) of the
Commercial Code, both the immovable in possessioth® debtor on the date of
effecting registration and those to come to hisspssion at later date are to be the
subjects of registration of mortgage. For instamssume that on the day of declaration
of bankruptcy the debtor had only two houses. Tustées have effected registration of
mortgage of these houses in the name of the bankstate. A month later, the debtor
acquired a third house from his previously entdaradsaction. In this case, the house
which he acquired after the date of registratiomoftgage is also to be made the subject

of mortgage in the name of the bankrupt estate.

There are two exceptions to the registration oftgage of immovable of the debtor.
First, where the immovable property is acquired aftempent of the last dividend in
composition, it would not be made the subject oftgage in the name of the bankrupt
estate. Do you know what composition is? It is dieraative to the bankruptcy
proceeding by which the debtor is to propose a r@ism to settle his affairs with the
creditors. We will have detailed discussion on cosifon in the subsequent unit. Where
the debtor has proposed a composition and has @anplith the commitment, the
relationship between him and the creditors is thergettled. For example, assume that

Ato Mulatu is the debtor who is declared bankruter the bankruptcy proceeding is
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started, he proposed a composition and the credvimted in favor of the composition.
According to the proposed composition, he made gayrof the last dividend to all the
creditors who have a claim against him. After spelyment, Ato Mulatu acquired an
immovable. In such case, the immovable acquiredesylently shall not be mortgaged in
the name of the bankrupt estate. Ato Mulatu haainegl the rights he lost as a result of
declaration of bankruptcy. As he can administer @eal with his properties, it would not

be proper to register the mortgage in the nambeobankrupt estate.

Thesecondexception is where the immovable is acquired afi@sure of the winding up

procedure. The winding up process implies thattlal properties of the debtor are
collected and realized; the proceeds of such salaliatributed among the creditors on
proportional basis. The overall purpose of banloymroceeding is to satisfy the claim
of creditors from the proceeds of the sale of prioge of the debtor. Where the winding
up process has come to an end, there is no reaspthe bankruptcy process continues
because it has already come to an end. Therefolieyraovable acquired after closure of

the winding up procedure shall not be mortgagatiémname of the bankrupt estate.

The fourth conservatory measures to be taken by the trustesgistering mortgage on

the business of the debtor. Do you remember whastitates business? | am sure that
you answered “Yes”. As you can recall from yourdstof law of business organizations,
business is a property. It constitutes both comgoaiad incorporeal properties. The trade
mark, patents, copyrights, and the corporeal righsnely the movable and immovable

property form business.

Where a trader is declared bankrupt, just by omeratf the law, the creditors of the

same trader shall have the right of mortgage dwerbusiness of the debtor. It is one of
the situations of legal mortgage. In such cases,tthstees are responsible to effect
registration of mortgage of the business or busee®f the debtor. Note here that the

mortgagor is the debtor, through the trustees tla@dnortgagees are the creditors.
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4.2. Provisional Measures

The provisional measures are measures to be tdkenthe conservatory measures.
There are two important provisional measures, nameffixing seal, and making

inventory. Now let us discuss each of these measnrhe following paragraphs.

i) Affixing Seal

Affixing a seal is a measure to keep the propeudiafie debtor untouched until the time
of making inventory and the trustee takes contfdhem. A seal could be ordered to be
affixed either before declaration of bankruptcy @m the date of declaration of
bankruptcy of the debtor. For the order of affixengeal before the date of declaration of
bankruptcy, there are two important grounds. Canguess the grounds for such order? |
hope you have enumerated some which you think eagrbunds for order of affixing
seal before declaration. If that is so, it is grddte two grounds are: where there is fear
of misappropriation of the whole or part of the pedies of the debtor, and where the

debtor has absconded.

Even if the debtor is not yet declared bankrughezidue to frustration or bad faith, he
may unusually misappropriate his assets. If he &élep assets, he thinks that he would
not get benefit out of it because the assets abe tased for the satisfaction of claim of
the creditors. Where the debtor improperly usesphoperties, i.e., in a way which is
unreasonable in the eyes of a reasonable persprmf déine creditors can apply and a seal
could be affixed to the properties of the debtar. &ample, assume that Ato Tesfaye is
a trader who is involved in one of the activitiesumerated under Article 5 of the
Commercial Code. He is indebted to several creglitdis business started to fall down
from time to time since the last two-month perideésfaye came to know that the
creditors are thinking of declaration of his bangtoy. With the view of evading the
bankruptcy proceeding, Tesfaye started to misuseabsets and he became unusually
careless in the management of his assets. In #sis, ¢he creditors can apply and get

order for the affixing of a seal on the assets.
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While the debtor is not yet declared bankrupt, \tho/ou think is to order the affixing of
a seal on the assets of the debtor? The time bdémlaration of bankruptcy may include
the time after presentation of petition but befdeelaration, or the time when no petition
is presented. Particularly, where no move is mageesent petition, nothing is known to
the court. Where the debtor is found misapproprgathe whole or part of his asset, who
is to order for the seal to be affixed? As far las law is concerned, it is competent
authorities who can order for the seal to be affix&s to what constitutes competent
authority, it is not expressly or impliedly enumtexh In other words, it is left for the
discretion of the court to decide which one is cetept and which is not. In some cases,
it could be the police or the finance office andoither cases it could be the kebele
administration or the court.

When can you say that the debtor has abscondedm@teefact the debtor is not around
the area of his business or area of residence mmtesmount to absconding. Because of
different reasons, the debtor may temporarily Id@geresidential area or the place of his
business by assigning another person to carry bet business. The situation of
absconding could exist where the debtor has left dhea of his business without
appointing an agent to take care of his businesgeré/the debtor has absconded, even if
he is not yet declared bankrupt, the competentositis can order a seal to be affixed to

his properties.

Can the competent authorities affix a seal withgdeiving application? | hope you
answered “Yes”. If your answer is so, you are adrréhe competent authorities can take
initiative to affix a seal to the assets of the tdebwhere the debtor has either
misappropriated the whole or part of his assetsednas absconded. It is not, in fact, only
by their motion that the competent authorities e#fix a seal to the properties of the
debtor. Where one or more of the creditors makgsagplication indicating that the
debtor has misappropriated or absconded, the cempaathorities can affix a seal to the
assets of the debtor.
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On declaration of bankruptcy, the court can ordseal to be affixed to the properties of
the debtor. As we have discussed earlier, the amumtes to the judgment of bankruptcy
after investigation of the debtor’s affairs or afteearing him and ascertaining that there
is suspension of payments. Where the debtor hgsesded payments and declared
bankrupt, since the properties have to be keptttier satisfaction of claims of the

creditors, the court is to order a seal to be affito such properties.

Do you think that all the properties of the deldoe subject to affixing of a seal? | hope
your answer will be “No”. If it is so, that is grtea here are properties to which a seal
could be affixed so that they can be kept untouah®d inventory is made. Read the

provisions of Article 1009(1) of the Commercial @od

Art. 1009- Affixing of seals

(1) The court may when declaring the debtor bankrugeiothat seals
be affixed to all stores, pay counters, tills, -béilses, books,
documents, papers, furniture and chattels belonginige debtor.

(2) Where the debtor has absconded or where there lkasn b
misappropriation of the whole or part of the delstassets, the
competent authorities of their own motion or oragplication made
by a creditor may, before adjudication, affix setsthe property
specified in sub-art.(1).

As you read, the seal may be affixed on all stopay, counters, tills, bill-cases, books,
documents, papers, furniture and chattels belonginthe debtor. Especially the last
phrase “furniture and chattels belonging to theta&bindicates that all properties
belonging to the debtor are subject to affixinggalsHowever, it has to be noted that it is
not all the properties of the debtor to be madestiigects of affixing a seal. There are
properties to which a seal could not be affixedd &ven if it affixed it should be
removed. There are three categories of assets ichvgleal is not to be affixed. Read
Article 1010 of the Commercial Code.
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Art. 1010- Property not subjextffixing of seal
(2) The commissioner may, on the application of thetaes, dispense
them with affixing, or authorize them to remove Isean the
property specified hereinafter:

(a) such movable property and chattels needed by thedand
his family as have been set out in a list submitedhe
commissioner;

(b) perishable goods;

(c) property necessary for the continued operation loé t
business or undertaking, where such continued bperhas
been authorized.

(2) All property specified in sub-art. (1) shall lited and valued by the
trustees, in the presence of the competent autt®ritho shall sign
the list.

The first category of properties to which a seal could notffixed or even if already
affixed to be removed are those necessary foruhsistence of the debtor and his family
members. This could include several things like ¢hathing, the bedding, and other
properties necessary for the life of the debtor lisdamily. As a result of the declaration
of bankruptcy, the debtor and his family membersusth not be a burden to the
community. As there is property available for tie bf them, it would not be proper to
let them become burden. If they are denied a mebsisbsistence out of the assets of the
debtor, they would be either beggar or thief. Tkbtdr shall not be denied of the basic
necessities; the denial of which may threatenifésand the lives of those depending on
him. If not, the bankruptcy proceeding is addingvanted problems to the community.
Therefore, it is proper not to affix a seal or émnove it, if it has been affixed, to those

necessary for the subsistence of the debtor anfdnigy.

The second category of properties is those which are perighabou know what
perishable goods are? These are goods which gi#¢dpo become out of use within a

short period of time. You can think of fruits orhet consumables that get spoiled or
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rotten shortly. Where there are such goods of #i@ai, a seal shall not be affixed. Even
if it has been already affixed, the seal of suchdgohas to be removed promptly. Where
such goods remain under seal they would get spoiledtten shortly. Neither the debtor
nor the creditors get advantage from affixing d s@auch goods. Therefore, it is logical

that such goods should not be made the subjeeciffixing a seal.

The third category of assets not to be sealed are thoseemiexp necessary for the
continuity of the business. On declaration of bapkey, the court may order for the
continuity of the business of the debtor. There i@y number of reasons why the court
orders for the continuity of business while thetdelis declared bankrupt. One of such
reasons could be protecting public interest. Fangde, where the business of the trader
who is declared bankrupt was supplying basic iteanshe community and if there is no
other trader to fill the gap after the closureloé tlebtor’s business, the court may order
the continuity of the business for a certain fixeliod of time. Whatever the reason may
be, where the court has ordered the continuityhefliusiness, the properties necessary
for such continuity shall not be made the subjécffixing a seal. The type of property
to be necessary for the continuity of the busirdesgzends on the type of business. For
instance, where the business is one providing pahsservice, cars can form the

properties necessary for the continued operatidheobusiness.

After a seal is affixed on the assets of the delitow long the properties remain under
seal? The provisions of Article 1013 of the Comn@r€ode provide an answer to this

guestion.

Art. 1013- Removal of seals
Within five days of the affixing of seals, the treiss shall ask for the

removal of the seals in order to prepare an invgntid the debtor’s

property.

As you read, the seal has to remain to the maximuonly five days. Starting from the

day on which the seal is affixed, the trusteeg@sponsible to ask for the removal of the
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seal from the properties of the debtor. Note hieat to decide whether the seal has to be
removed or not is not within the power of the teestThough the trustee is empowered to
administer the assets of the debtor, he is not erepam to decide a seal to be affixed or

removed from the properties of the debtor.

After the seals are removed, the next step is twd haver the different books and
documents to the trustee for preparation of inugntdhe books and documents are to be
handed over to the trustees by competent autharifiee authorities are responsible to
hand over the books and documents after closing.ti@ey are also expected to make a
report on the state of books and documents. Wiere tare short term bills or bills to be
presented for acceptance, the competent authodéiesremove the seal and handover
such bills to the trustees. You know what bills?aBalls, as you can remember from your
study of negotiable instruments, are documentdliegtithe holder for the payment of a
certain sum of money. As the bills are negotiabktruments representing money, the
trustees are to claim payment on them. The compatehorities are to list the short term
bills or bills acceptable. A report on such bills also required to be made by the

competent authorities to the commissioner (Reaitlari011 of the Commercial Code).

i)  Inventory

After the seals are removed from the propertiethefdebtor, the next step or measure is
to make inventory of the properties of the debtefole they are handed over to the
trustee. In the process of making inventory, fafsall a balance sheet has to be prepared
and deposited with the registrar of the court. \@hers the debtor himself who applied
and petitioned for the declaration of bankruptoy,i$ expected to prepare and deposit
different documents enumerated under Article 973hef Commercial Code. The said
Article provides that the debtor, who gives notxéesuspension of payments, is required
to annex to the notice the following documents: hatance sheet of the firm, the profit
and loss account, and a list of commercial creathid debts, with the names and address

of the creditors and debtors.
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Where the petition for the declaration of bankrypgcmade by another person than the
debtor, in some cases, the debtor himself may peegrad deposit the balance sheet with
the registrar of the court. In such cases, thentorg is to be made based on the balance
sheet prepared. But where there is no balance ghepared and deposited with the
registrar of the court, the trustees are respomgiblprepare and deposit within a short
period of time. In order to prepare the balanceesh#he trustees can collect information
from the books, papers and documents of the deBtamides the books and documents,
the trustees can rely on other information that e®mo their knowledge in the course of

discharging their functions.

After preparation of the balance sheet, the inugnioto take place after summoning the
debtor. The debtor has to be summoned by registdegter requiring an
acknowledgment. Here one can question whethertitegntention of the legislature not
to carry out the inventory without the debtor’s gece. In other words, should it be
mandatory that the debtor should be present dirtteeand place of inventory in person
or through an agent? Read the provisions of Arti€l#5 of the Civil Code.

Art. 1015- Inventory of debtor’s proper

(1) An inventory of the debtor’'s property shall be @eg, the debtor
having been summoned by registered letter requiriag
acknowledgment.

(2) All property of the debtor under Art. 1010(1) shadl verified.

(3) The inventory shall be prepared in two originalse deing deposited
in the registry of the court and the other one dewtained by the
trustees.

(4) The trustees may, with the consent of the commmssjoemploy
suitable persons in preparing the inventory andiat&dn of the
debtor’s property.

As you read from the above-cited Article, the deldato be summoned to be present in

the inventory of his property. But there is nothtogimply that it is mandatory that he

Page | 122



should be present either in person or through @mtadt seems that there would be no
wrong if the inventory takes place in the absenicéthe debtor. As we have discussed
earlier, the books of the debtor would not be dosethe absence of the debtor. He
should be present either in person or by proxy,revtigere is sufficient reason preventing

his presence in person.

What if the bankruptcy is declared on death ofdéktor? You might have answered that
“The heirs of the debtor should be called up obdgresent”. If your answer is so, you
are correct. As we have discussed earlier, thergoissibility of adjudication of
bankruptcy of a debtor even if he has already mhaseay. In other words, the fact that
the debtor died could not bar adjudication of bapkry where the requirements are
fulfilled. In some other cases, the debtor mayatter the declaration of his bankruptcy
but before the inventory of his properties is nett gccomplished. In such cases, the heirs
of the deceased debtor are to be summoned to bentria the place and at the time of
inventory. Where the inventory has been startedrbehe death of the debtor, the heirs
are to be summoned duly to be present at the caoimplef the inventory (Read Article
1016 of the Commercial Code).

During the inventory, the properties which are madethe subject of affixing a seal are

to be identified and verified. As we have discussadier, the properties to which a seal
would not be affixed or even if affixed, should kEmoved are those necessary for the
subsistence of the debtor and his family, perighajdods, and those necessary for

continued operation of the business. These praseofithe debtor have to be verified.

The inventory of properties of the debtor is tofdrepared in two copies. Both of the
copies should be original ones. One of the twoe®pias to be deposited with the court
registry and the other copy remains in the handb@trustee. Why do you think one of
the copies is to be deposited with the registryfd Maght have guessed why it is. It could
be for the purpose of legalizing the document andetain it so that the trustee or any
other person could not change it after the invgni®made. Even if there is a need for

change, it would be with the knowledge of the caimdt change could take place.
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Otherwise, if it simply remains in the hands o thustee or other persons, there would

be a loop hole for modification.

Do you think that the trustees are all-rounded qes8 | hope your answer will be “No”.
If you answered so, that is great. It could be varg in occurrence that the trustees are
experts in all areas of knowledge and skill. A®suit, where there is a need for making
the inventory and valuation of the assets of thetate the trustees can employ suitable
persons. As regards some of the properties of #iod a special knowledge or skill
may be required for valuation or inventory. In suzdses, as the trustees could not
discharge such functions, it is necessary that thewploy another person who can
properly do it. Therefore, it seems logical to kegossibility for the trustees to look for
the assistance of suitable persons. However, itttvdee noted that the trustees cannot
employ suitable persons as it pleases them. Theyeld be always the consent of the

commissioner. The ultimate power of approval igegsvith the commissioner.

Do you agree that the public prosecutor has extepdavers in relation to inventory of
properties of the debtor? In order to answer thestjon, now read the provisions of
Article 1017 of the Commercial Code.

Art. 1017- Rights of public prosecutor
The public prosecutor has the right to be presettieapreparation of
the inventory and to inspect at any time any doeusebooks, or

papers in bankruptcy proceedings.

As per the above-mentioned Article, the public pmgor has the power to be present at
any stage of the inventory. Moreover, it is withire power of the public prosecutor to
inspect any document, book or paper of the deldlated to the bankruptcy proceeding.
Note here that it is at any time and any of theudoents, books, or papers of the debtor
that the public prosecutor can inspect. Here itnsethat the power is a bit extended. One

can also question the rationale behind such powérbecause it is always assumed that
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bankruptcy would have a criminal element that thblis prosecutor is given such power

or is it because of other reason.?

After the accomplishment of the inventory of thegerties of the debtor, all the assets
are to be handed over to the trustees. Why alptbperties and documents of the debtor
are to be handed over to the trustees is becais¢hie trustees who are responsible for
the administration of the estate. Moreover, thestees represent the debtor in the
bankruptcy proceeding. The fact that the assetbamded over is to be noted at the foot
of the inventory document. After such note is mamkewe have discussed earlier, one
original copy of the inventory is to be depositeithvihe registry of the court.

CHAPTER SUMMARY

We have discussed in this Unit that there are idiffeconservatory measures to be taken
by the different responsible bodies. The first dtephe measures is to close the books
and accounts of the debtor. There are other stepsllow such closure of books and
accounts, such as preserving the rights of theodetd effecting registration of
mortgage in the name of the bankrupt estate. Ingpveng the rights of the debtor, the
trustees are to endeavor to collect debts payaltleet debtor and claim properties of the

debtor from other persons.

Where an immovable of another person is producesdc¢are the debts such person owes
to the debtor, the trustees have to effect registraof mortgage in the name of the
bankrupt estate. They are also to effect regisinadi mortgage in the name of the estate
as regards the immovable existing at the time pfdacation of bankruptcy of the debtor.

Mortgage also has to be registered on the busofdke debtor.

We have also discussed that provisional measumdoabe taken in relation to the
properties of the bankrupt person. Accordingly, ithportant measures are affixing seal
and making inventory of the properties of the deltds not on all of the properties, but

with the exception of certain that the seal is ¢odffixed. Those which are perishable,
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needed by the debtor and his family and those sacgdor the continued operation of
the business shall not be sealed.

The seal has to remain on the properties only f&haat period of time. After removal of
the seals, inventory of the properties has to beem&@he inventory has to be prepared in

two copies and finally the properties have to bedeal over to the trustees.

REVIEW QUESTIONS

1. What necessitates the closing of the books of atamithe bankrupt immediately
after the trustees assume their office?

Comment on the title and content of Article 1005.

Discuss the measures of affixing seals and makingnitory.

Enumerate the provisional measures that may ba&take

o~ w0

Identify the responsible persons to take the coasery measures and their
responsibilities.

6. List the steps in conservatory measures.

7. What possible measures is the public prosecutarggtm take so that s/he can
secure attendance of the debtor? Why?
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CHAPTER FIVE
PROOF OF DEBTS

Introduction

Bankruptcy proceeding consists of several steps. @ithese steps is the step of proving
debt. As we have discussed repeatedly, the oyaugtiose of the bankruptcy proceeding
is to make available proceeds of sale of propediethe debtor for the creditors. Any

person who claims that he is a creditor of the aelebuld not participate in the

distribution merely because he demanded so. Inr dodee considered as the creditor of
the debtor, any person has to assure that helig tiea creditor. The fact that a person is
creditor of the debtor is to be ascertained atstep of proof of debts. In this unit we are

going to discuss the step of proving debts.

At this step, the creditors are expected to preseit proof before the trustees and get it
accepted so that they will later participate in th&tribution of the proceeds of sale of
properties of the debtor. The process of provinigtsiévolves several procedures. The

proof is to take place in the presence of the hgrtperson and the creditors’ committee.

This unit is divided into five sections. The fistction is on the procedures of proof of
debts. In this section, we will discuss the sevetaps to be taken in proving the debts.
The second section deals with the responsibilitpasties jointly liable with the debtor.
In this section, we will focus on the duties of sms who have already suspended
payments and those who did not suspend paymentsavehjoint debtors along with the
bankrupt person. The third section is devoted ® fiights of creditors secured by
movable properties of the debtor. The fourth secitson the rights of creditors whose
right is secured by mortgage on the immovable sirass of the bankrupt person. In this
section, we will mainly focus on the comparisonwestn the rights of creditors secured
by the movable and the immovable or business ofd#igor. The fifth (last) section is
devoted to recovery. In this section, we will dissuvhich rights of third parties are

recoverable after the bankruptcy declaration ofdilator.
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Objectives:

At the end of studying this Unit, you should beeatl:

list down the steps to be taken in proving debts;

explain each of the steps in the process of progeliys;

identify the persons responsible to prove debts;

discuss the duties and responsibilities of theqmexsn charge of the proof;
explain which category of creditors should provetde

discuss what proof is;

explain the duties of parties jointly liable withetbankrupt person;
identify the rights of creditors secured by movagheperties of the debtor;
identify the rights of creditors secured by mortgag immovable and the
business of the bankrupt person;

discuss the concept of recovery in bankruptcy @dres, and

dispose practical cases in relation to proof oftsleb

5.1. Procedures of Proof

As has been mentioned in the introductory parhis tinit, the proof of debts consists of
several procedures. The mere fact that a persomcl@ms to be creditor of the bankrupt
person, has produced certain documents or evidecwelsl not suffice. Rather the

trustees, with the support of the commissioner @n@dcourt, should discharge certain
functions. The important procedures to be followethe process of proving the debt are:
producing proof, verifying the debt, preparing intey of debts, drawing up the final

inventory of debts, and admission of creditors cmriater. Now let us discuss each of

these procedures in the following paragraphs.
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I) Producing Proof

After the date of adjudication of bankruptcy, tlaetfthat the debtor is bankrupt is to be
declared and publicized as per the provisions dicksr 983 of the Commercial Code.
After such declaration and publication, the perso® claim to be creditors of the

bankrupt person are to be called up on to produgie proof.

When do you think such persons could produce theiof? You might have tried to
answer the question. Is that what you did? If kat ts great. Now read the provisions of
Article 1042 of the Commercial Code.

Art. 1042- Notice to creditors

(1) Creditors who appear on the balance sheet and wke hot
produced proofsvithin fifteen days from the adjudicatiorshall
be requested by the trustees to produce their proof

(2) Such request shall be made by notice in a newspgapeowered
to receive legal notices and in the Official Comanedr Gazette.
Such notice in the Gazette shall refer to the issuaber of the
newspaper containing the legal notice issued utidsrArticle.
Notice to creditors by letter shall also be sent.

(3) Proofs shall be produced within fifteen days of piolication in

the Gazette.

As you read from sub-article (1) of the above cipeadvision, particularly the italicized
part, the persons who claim to be creditors shauétiuce their proofs within fifteen
days from the date of adjudication of the bankpgsson. In other words, the fact that the
bankruptcy of the debtor is declared and publicized/es as notice to the persons who
claim to be creditors. In all cases, the identitgd @address of all the creditors may not be
found on the documents and papers of the bankengbp on the day of adjudication of
bankruptcy. Sometimes, a person may have suffipeodf to the effect that he is the

creditor of the bankrupt person even if his namesdoot appear on the papers and
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documents of the latter as they appear on the afadejudication. Therefore, there is a
need to identify those whose name appears on thieneents and papers of the bankrupt

person and those who do not appear thereon.

As regards the creditors whose name appears obalhace sheet, it could be easier to
find their identity and address. Therefore, sudaditors are to be requested to produce
their proofs within fifteen days if they have nattydone so. Where the creditors have
already produced their proofs within the fifteerysl@eriod from the adjudication of the
bankrupt person, then there is no need to givecao®ut, where their proof is not
produced within such period, a notice period ofthaofifteen days starts to run. The
trustees are responsible to make a request teetfeat to such creditors. The notice has
to be made in a newspaper through which legal estare to be released and in the
Official Commercial Gazette. In addition to thesgblications, notice to the creditors is
to be made by a letter. As has been mentionedegattie identity and address of such
creditors is more likely to be known and, therefdhee notice by letter is to be sent to

such address.

Do you agree that the creditors whose name apperarhe balance sheet are given
privilege while those whose name does not appeanar entitled to such privilege? |
hope your answer will be “Yes”. If it is so, youearight. As we can read from the
provisions of the above-cited Article (Article 1042hose whose name appears on the
balance sheet and who did not produce proof withérfifteen days following the date of
adjudication are to be notified to produce withitbteEn days. Such creditors are given
totally a notice period of thirteen days, whilediters whose name does not appear on
the balance sheet are given only fifteen days. Wheey failed to produce proof within
such period, it is to be presumed as if they waiheit rights. But in the case of creditors
whose name appears on the balance sheet, eveayiffaiied to produce their proof
within the first fifteen days period, they are nesumed to have waived their rights.
Rather, another fifteen days period is to be gmwéhin which period they are expected

to produce their respective proofs.
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Whatever the time of producing the proof is, theddors are to produce their proof to
the trustees. Each of the creditors has to showt thalaims from the bankrupt person.
Where a proof is produced by a creditor, the testare expected to give receipts for
them. The trustees are to keep the proof up uh#@l tlosure of the bankruptcy

proceedings. After closure of the bankruptcy prdosgs, the trustees have to return the
proofs of each of the creditors. But the respohiibof the trustees in relation to the

proofs ends at the end of a year’'s period fromdate of closure of the bankruptcy

proceedings.

Different issues related to the production of proodild be raised. One of the issues could
be as to what constitutes proof. Would you mindsgireg what has to be considered and
accepted as proof? If you have tried, that is wdnteBy proof we refer to different
documents and papers that can be used to asctréithe person is a creditor of the
bankrupt person. Accordingly, proof could be negjgg instruments, contract
documents, securities, receipts, and the like. 3@y if the creditors produce witnesses
to testify the fact that they are creditors of lla@krupt person, that could not be accepted

as a proof. Oral evidence is not acceptable butients.

Another issue to be raised is what is to be proved8ther words, which debts and
liabilities are provable? Have you tried to answes question? If so, that is great. In
principle, it is all the debts and liabilities, pest and future (certain or contingent), to
which the debtor is subject on the date of dedlamabf bankruptcy that are provable.
Such debts or liabilities may include any compdnsafor labour work done, and
obligation to pay money. Generally, express or iatplengagements, agreements, or
undertakings made by the bankrupt person to mayke@at or capable of resulting in the
payment of money are provable. The payment couldelgarding an amount fixed or
unliquidated, present or future; certain or depehd® anyone contingent capable of
being ascertained by fixed rules. In all cases,éwaw, it has to be noted that the debt to

be provable has to be valuable or estimated ing@fnmoney.
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By contingent debt we refer to a debt which is oettain to arise during the date of
proof. It depends on the occurrence or non occoeeni a certain condition. The
creditors may prove full value of their contingeiebts. What if the amount to which the
bankrupt person is indebted is not ascertainedhemate of proof? Did you try to answer
the question? If so, that is great. In cases wtieremount is not ascertained on the date

of proof, the trustees must make an estimate.

The debts or liabilities which are not subject togd are such as unenforceable contracts
founded on illegal or immoral considerations amaimk barred by period of limitation.
The debts incurred after the adjudication of baptay of the debtor without the
authorization of the commissioner are also non-piée. Moreover, debts which are not
valuable or could not be estimated in terms of maare also non-provable. As we have
discussed earlier, in order to be made the sulgieproof, all the debts and liabilities
should be valued or estimated in terms of monegrdfore, one who is entitled to a right
which could not be valued in terms of money carprovve because he has no payable

claim against the bankrupt person.

1)) Verifying the debt

The next procedure after the proofs are producethéycreditors is verifying the debts.

In this procedure the trustees are to call uporctbeditors’ committee and the bankrupt
person to be present. This implies that the meretfat one has produced proof before
the trustees by itself shall not guarantee that superson is the creditor of the. It has to
be bankrupt person verified by the appropriate gesshat he is really a creditor entitled

to a legal claim against the bankrupt person.

The process of verification is within the respoilgip of the trustees. In fact the

creditors’ committee or its representative andlhekrupt person are to be called up on
to be present at the time of verification. It seéaggcal to demand the presence of these
two bodies. The presence of the debtor is justéiab that if he verifies the debt because

it was him who entered into the transactions fronictv the debt arose, that facilitates the
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bankruptcy proceedings. In addition to that, thespnce of the bankrupt person would
deter the persons who claim to be creditor fronsg@méng proof which is not agreed with

the debtor. Due to his presence, the bankrupt peran react so that his rights will be

protected. The bankrupt person could be preserdusecof his own motion or due to

summons by a registered letter by the trusteesilé8iyn the presence of the creditors’

committee or its representative is justifiable attthe interests of the creditors can be
protected due to such presence.

What if a debt is queried at the time of verifioat? In some cases the proof produced by
the creditor may not be partially or fully acceptadthe bankrupt person or the trustees.
In cases where a debt is queried, the trusteeddsihdorm the creditor to reply to the
gueries. The information is to be made by a regstdetter. But the creditor is not
necessarily required to reply in a written form. &t reply either orally or in a written
form. The time within which the creditor is expette reply is only eight days from the
creditor got informed about the query (Read Artib0&3 of the Commercial Code).

Art. 1043- Verification of debts

(1) Debts shall be verified by the trustees in the gmes of the creditors’
committee or its representative, where such coremitias already been
formed, and of the debtor, whether he presents diintf his own
motion or on being summoned by registered letter.

(2) The inventory of debts when finalized shall be dewsigned by the
commissioner.

(3) Where a debt is queried by the trustees in whole @art, the trustees
shall inform the creditor by registered letter, dred shall reply to the

queries orally or in writing within eight days.

) Preparing inventory of debts

After the creditors have produced their respegbireof and such proof is verified by the

trustees in the presence of the bankrupt personttendreditors’ committee, the next
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procedure is to prepare inventory of the debtswAshave discussed earlier, the trustees
are responsible to prepare inventory of propedfakte debtor. Similarly, it is within the
responsibility of the trustees to prepare the imvsnof debts as one part of the process
of proving debts. Now, read the provisions of Agid044 of the Commercial Code,
which reads as follows:

Art. 1044- Deposit of inventory in registry
(1) Where the debts have been proved, the trustedsdepalsit the
inventory of debts with the registry, showing thheqds admitted
and the proofs rejected.
(2) They shall also send to the commissioner a listcrefditors

claiming special preferences over movables.

As per the above cited provision, at the end ofipation of the proofs by the creditors,
the trustees are to prepare the inventory of dabts deposit such inventory with the
registry of the court. Where the inventory is defgaswith the registry of the court, it
gives opportunity for any interested person to lodk such inventory. The trustees have
to state in the inventory the proofs which are dtddiand those which are rejected. As
mentioned earlier, all the proofs produced by teespn claiming to be creditor of the
bankrupt person could not be accepted. Some opribefs may be found dubious and,
therefore, to be rejected by the trustees due @¢oréscommendation of the creditors’
committee or the bankrupt person. Therefore, tiveritory deposited with the registry
should clearly indicate the proofs admitted andséhieejected because of several reasons.
It is also the responsibility of the trustees tods¢he list of creditors claiming special
preference on the movables of the bankrupt perSoch list is to be sent to the
commissioner so that he can determine the levepradrity among the different

categories of creditors.

How do you think can the creditors know that theemtory is deposited with the registry
of the court? Did you answer “When they are infed®’ If your answer is so, you are

correct. The fact that the inventory is depositéith whe court registry has to be informed
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to the creditors. It is the responsibility of regas of the court to inform the creditors. The
registrar is expected to inform the creditors bywgs newspaper empowered to receive
legal notices and the Official Commercial Gazettige registrar should also give notice
about the rejected debts by registered letter.cFaditors who produced a proof which is
rejected are entitled to get a registered lettat tiotifies the debts are rejected because of

certain reasons.

The inventory prepared and deposited with the cegistry would not be found perfect
in all aspects. Sometimes it might have problentstharefore either the creditors or the
bankrupt person himself may get dissatisfied witni such cases, any person who is not
satisfied with the inventory should present higrcléo the court. Note here, however,
that the right to bring claim is not open to alltbgé creditors. It is a right of only the
creditors who produced proof or whose name app@arhe balance sheet. Apart from
that the bankrupt person can also present claiheifs not satisfied by the inventory
deposited with the court registry. Such claim habé¢ lodged within a period of eight

days from the notice of deposit of the inventoryha official Commercial Gazette.

IV)  Drawing up the final inventory of debts

The task of preparing the final inventory is thattlee commissioner. After waiting for
expiry of the eight days period, within which tHaim is to be lodged, the commissioner
can prepare the final inventory of debts. The finakntory of the debts has to take into
account the claims lodged with the court registfythere is any. The claim may be
decided either in favor of the claimant or othemvi8Vhere the court passed judgment
against the one who lodged it, the inventory wilit mnclude such debt. Where the
judgment of the court is in favor of the one whalded it, then the inventory shall
include such creditor in case the claim is mada byeditor. But where it is the bankrupt
person who lodged the claim, then the debt could®uded from or added to the

inventory, as the case may be.
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Where the claim of a creditor is accepted, theidesare to register such creditor’s claim
as one of the uncontested claim. In other wordsh silebt forms part of the debts

admitted and the amount has to be registered byubtees in the list of creditors.

Where the debt is contested, what do you think @agp In case where a debt is
contested, a hearing is to take place and theafititee determined thereby. The registrar
of the court is responsible to refer the debts #natcontested to the first hearing. Before
the date of the hearing, the persons who clainetorbditors of the bankrupt person and
as a result produced the proof have to be notifreddvance. They have to be duly
notified by a registered letter five days priorthe hearing. At the hearing, the reports of

the commissioner are to be considered along wéhéply of the parties concerned.

Sometimes it may take longer time to decide onglebntested. In such cases, it is the
discretion of the court to pass interlocutory ord&gy such an order, the court can allow
such a creditor to participate in the bankruptaycpedings temporarily. This is to mean
that the participation of the creditor is not ashspermanent. Where the court gradually
finds that he is not a creditor, then he is to Iagbts to accrue from being a creditor. The
court may fix the amount of debt in respect of \iahilse creditor could participate in the
bankruptcy proceeding. The amount is to be fixedhigycourt as there are no determined
standard criteria to that effect. For instance,uaes that W/ro Aselef is declared
bankrupt. Ato Melaku produced a proof after beingifred of the adjudication of
bankruptcy of W/ro Aselef. Part of the proof hegameted was contested. The total claim
of Ato Melaku was 60,000 Birr. Of this claim, theidence presented can prove only
5,000 Birr. As a result, the court can pass arnrlmtatory order to the effect that Ato
Melaku provisionally participate in the bankruptosoceedings in respect of the 5,000
Birr. Where the court has made an interlocutoryegrthe registrar of the court has to
notify to the creditors concerned. The notice ltabd made by registered letter within
three days from the date of the order. Read Arfi649 of the Commercial Code:
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Art. 1049- Provisional admission
(1) The court may grant an interlocutory order allowangreditor whose
claim is contested to join in bankruptcy proceedimgrespect of such
amount as the court may decide.
(2) The registrar shall inform by registered letter fherties concerned
within three days.

What if the security a creditor is holding is cateal? As we have discussed earlier, the
mere fact that a person is in possession of priegent the debtor would not be sufficient
to prove that such person is the creditor. Wheperaon is holding the properties or title
to property of the debtor in the form of securighile the debt is admitted, the security
may be contested. In such cases, the creditor watlthe denied the right to participate
in the bankruptcy proceedings. He is also not tdat watil an order is made on the
contested security. Rather the creditor particpatehe bankruptcy proceedings as if he
were unsecured creditor. In other words, he iset@ititled to proportionate distribution
of the proceeds of available assets of the deBtead the provisions of Article 1051 of

the Commercial Code:

Art. 1051- Creditors whose security is contested
Where a creditor holds a securityreamand only the security is contested,

such creditor may join in the proceedings as aecurgd creditor.

Sometimes an objection contesting a debt may beeniad an interested person,

particularly the creditor or the creditors’ comreét Such an objection could be one that
can be decided on within a short period of timé onay take longer time depending on

the nature of the objection. The question then nesnas to what the court could do in

case an objection is forwarded. In order to answesr question, read the provisions of

Article 1050 of the Commercial Code, which readéodiews:
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Art. 1050- Stay of proceedings or disallowancelgéaction

(1) Where an objection contesting a debt is lodgedsaath objection
may cause delay, the court shall decide whethstatp bankruptcy
proceedings until the objection is decided on ke didinary civil
court having jurisdiction or to disallow the object. Where the
court disallows the objection, it may at the sameetmake an
order under Art. 1049.

(2) Where a debt gives rise to criminal proceedings, ¢burt may
order a stay of bankruptcy proceedings. Where thuet disallows
the objection, it may not make an interlocutory esrcand the
creditor holding the contested debt may not joithm proceedings

until judgment in criminal proceedings has beeregiv

As per the provisions of the above-cited Articleg tourt may have two options. One of
the options is that the court can decide the bant&yuproceeding to stay for some
defined period of time. The proceeding is to beeced to stay until the objection is
decided up on by another civil court having jurisdin over the matter. Note here that it
is not the bankruptcy court that is to decide @ndhjection. Rather it is an ordinary court
having jurisdiction over the matter. This also imaplthat the legislature intended that

bankruptcy proceeding has to be handled by a dpmmiat like the labour court.

The other option for the court is to disallow thgextion. Where the court finds that the
objection can delay the bankruptcy proceedingsait disallow the objection. Note,
however, that the court cannot simply disallow tigection without having justifiable

reason to that effect. Where the objection is thsad by the court, it can make an
interlocutory order to the effect that the crediber provisionally admitted in respect of

some part of the debt.

Sometimes, the debt of the creditor may give isa triminal proceeding. In such cases,
the court is to order a stay of the bankruptcy eealings until the court decides on the

criminal matter. Apart from stay, the court mayoatsallow the objection, in which case
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it cannot make an interlocutory order. Such ordmr be to the effect that the creditor
participates in the bankruptcy proceedings temggrar respect of a certain amount of
the debt. In other words, where the court has ldisald the objection for the reason that
the debt gives rise to criminal proceedings, theditor would not participate in the

bankruptcy proceedings until judgment in the criahijproceeding is made.

V) Admission of creditors coming later

As we have discussed earlier, the creditors whe laaslaim against the bankrupt person
are expected to produce their respective proofiwighspecified period of notice. Those
whose name appears on the balance sheet are ghaita period of utmost thirty days,
but the other creditors are required to producéhiwififteen days from the date of
publication of bankruptcy. But because of differestisons, some of the creditors may
not produce their proof on time. The question themains as to what happens to the
right of such creditors. In other words, should hswreditors totally lose their right
against the debtor or should they be given chaoceam their right? Now read the

provisions of Article 1052 of the Commercial Code,that you can answer the question.

Art. 1052- Creditors not having lodged proof withive specified period of time

(1) Creditors failing to lodge their claim within theesified period of
time shall not share in any distributionbut they may lodge an
objection until final distribution of the residuendch shall bear the
costs arising out of such objection.

(2) Any such objection shall not suspend any distrdyutirdered by the
commissioner.

(3) Where further distributions are made, such cresliteinall share
therein to the extent of an amount provisionalkefl by the court
and retained in reserve until adjudication uporir thigjection.

As per the provisions of sub article (1) mentiorsabve, the creditors would not

participate in any distribution. What they can doto present an objection until the
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residue is distributed. If they are simply to lodge objection but not participate in the
distributions, one may question as to what wouldheeadvantage of such objection. The
creditors are responsible to bear the costs of tigection. But the essence of sub article
(3) of the above cited Article is different fromattof sub article (1). The former provides
that creditors who lodge their claim after the sfpeat period of time shall share in the
subsequent distributions. They are not, in facgefrto share in the subsequent
distributions to the extent of their claims. It anly to the extent of an amount
provisionally fixed by the court. That amount tofbeed by the court has to be retained

in reserve until adjudication upon the objection.

If the creditors are to share in the subsequertilolisions, how could it be reconciled
with the essence under sub article (1) which sakslf not share in any distribution™? In
order to reconcile the two sub- articles, it istéeto interpret the italicized part of sub
article (1) to refer to any distribution which isemdy ordered by the commissioner at the
time when the creditor produces his proof. Othegwtige two sub-articles contradict each
other. Another possibility of interpretation is apply the provisions of the above cited
provision to creditors who failed to lodge a claimrespect of the inventory of debts. If
they fail to lodge the claim within eight days atid so after expiry of the period, they
can participate only in the subsequent distribtido the extent of an amount

provisionally fixed by the court.

What if there are creditors admitted subsequer8lyéh creditors shall not participate in
distributions already ordered by the commissiolart if there is another distribution
later, such creditors shall share in such distidmst When they participate in the
subsequent distributions they would be entitledh® share which is lost in the first
distribution. For example, assume that Ato Goshthesbankrupt person. Ato Musse, Ato
kemal, W/ro Kelemua and W/ro Yeshi are the creditufrthe bankrupt person. All these
creditors have produced their proof in due time #msl is admitted by the trustees. Ato
Tesfaye, another creditor of the bankrupt persoodyced his claim after the specified
period and is admitted by the trustees. At the twmien Ato Tesfaye is admitted, the

commissioner has ordered for the distribution @DR0 Birr to the creditors admitted. In
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this case, Ato Tesfaye could not share in theilligion of the 20,000 Birr. After some
time, the commissioner ordered for the distributodi30,000 Birr among the creditors. In
this case, Ato Tesfaye can participate in thisrithgtion and shall be entitled to get what
he lost in the previous distribution.

5.2. Parties Jointly Liable with the Bankrupt Persm

There might be several instances where a bankrenstop becomes jointly liable with
another person towards third party creditors. Téesgns who are joint debtors could be
either persons who entered into the course of #mkdoptcy proceedings or those who
are not in that course. In this section, we arageoo discuss the rights and obligations of
the creditors of such joint debtors and guarantors.

Where the bankrupt person, along with another pergbo has suspended payments,
becomes a joint debtor of the creditor, such coed# entitled to prove in the bankruptcy
of both debtors. For example, assume that Ato Naisaeclared bankrupt on January 5,
2005. Two months before his declaration of bankrypAto Nahom and W/ro Tenaye
jointly indebted towards Ato Mohammed. A month aftee date of declaration of
bankruptcy of Ato Nahom, W/ro Tenaye also suspermsanents. In this case, the joint
debtors are Ato Nahom who is declared bankrupt\&r@d Tenaye, who has suspended
payments. As a result, the creditor (Ato Mohamntad) prove in the bankruptcy of both
debtors. As far as the rules of joint debtors amecerned, the creditor is entitled to claim
full debt from both of the joint debtors either seadly or jointly. For example if three
persons are jointly indebted to Ato Assefa to thiemt of 75,000 Birr, Ato Assefa can
claim 75,000 Birr from each of the joint debtorsfimm all of them jointly. But as far as
the rule of bankruptcy law is concerned, whered#lator is jointly indebted with another
person who has suspended payments, the credeatiiked to prove in the bankruptcy of
both debtors.

Do you think that the creditor can claim full amowhthe debt jointly guaranteed by the

bankrupt person and another person who has suspgmaements? To answer the
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guestion, now read the provisions of Article 1053h@ Commercial Code, which reads

as follows:

Art. 1055- Proof of claims jointly and severallyaganteed
A creditor whose claim has been endorsed or guasednjointly and
severally by the bankrupt and other persons whoe hauspended
payments may prove in all the estates for the nahvalue of his claim
and share in the distributions until his claimu8lyf satisfied.

As you read from the above cited Article, where easpns claim is guaranteed or
endorsed by several persons, including the banlpergon and other persons who have
suspended payments, the creditor can prove indhk&rbptcy of all the joint debtors. In
other words, the creditor can be creditor of all ersons and produce his proof in the
bankruptcy of all joint debtors. As a result, hen hare in the distribution of all the
estates of the bankrupt joint debtors. For instanssume that Ato Ayele, Ato Nigusse,
and Ato Tafesse were joint debtors of W/ro Tsigehe extent of 165,000 Birr. Ato
Tafesse is declared bankrupt on June 10, 2005ewhé other debtors have already
suspended payments. In this case, as all the plemsens are joint debtors of W/ro Tsige,
because they guaranteed the debt jointly, the toredan produce her proof in all the
three bankruptcies. That is she becomes credittimarbankruptcy of Ato Tafesse, Ato
Nigusse, and Ato Ayele.

We have seen that the creditor can prove in thé&rbptcy of all the joint debtors. Do
you think that the creditor can get more than hagcfrom all the several bankruptcies?
| hope your answer will be “No”. If you answered, $bat is great. As you know, no
person should unlawfully enrich himself by gettingdue payments. If the creditor
collects more than what he claims from the joinbtdes, that amounts to unlawful
enrichment because he has collected undue payiteniexcess is what should not have
been paid to him and therefore would not be rethlmethe creditor. For instance, in the
above given example, W/ro Tsige produced a prooftfie@ whole value she claims
(165,000 Birr) in each of the bankruptcies and exxitd at the time of distribution
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100,000 Birr from the estate of Ato Ayele, 120,@iér from the estate of Ato Tafesse,
and 110,000 Birr from the estate of Ato Nigussetallp, W/ro Tsige collected 330,000
Birr from the bankruptcy of the three joint debto¥hat she claims from the joint
debtors is only 165,000 Birr. She has collected,d®® Birr in excess of what she is
entitled against the joint debtors. Therefore, WIsige should not unlawfully enrich
herself with this excess amount of money. It woudd be justified if she gets advantage
of the situation of bankruptcy of the joint debtof@ne should not manipulate the
situation of bankruptcy of his debtors to collegtess money to which he would not

have been entitled otherwise.

Do you think that the excess goes into the bankespates? Did you answer “Yes™? If
your answer is so, it is not correct. Where theditoe has collected, from the several
estates, more than what he claims from the joibtats, the excess would not be paid
back to the bankrupt estates. Rather it has toldewgpon the persons having the others
as guarantors, in the order of their liability (Re&rticle 1056 of the Commercial Code).
Therefore, it is clear that the excess shall noingm the several bankrupt estates or to be

distributed among the creditors of the several hapikies.

Sometimes, it happens that one of the estates pag than its share in the debt.
Normally, the rule of joint debt is that in the ahse of clear stipulation, all the joint
debtors share equally in the debt among themseBigswhere there is clear stipulation
about the share of each of the parties, eachlikelanly to that extent. This is as regards
the share among them but not in respect of thenabdithe creditor. Where the bankrupt
and other persons who have suspended payments paademore than what one is
expected, can the one who paid more than his ilyalgiaim from the bankruptcy of the
other? For example, assume that Ato Getu and Atmafétare joint debtors of Ato
Ketema to the extent of 20,000 Birr. As betweemtliewas agreed that Ato Getu would
share 4,000 Birr and the remaining 16,000 Birr widae the debt of Ato Atnafu. During
the bankruptcy proceedings, Ato Ketema proved enlthnkruptcy of both debtors. He
produced proof of 20,000 Birr in each of the bapkeies and collected 12,000 Birr from
the bankruptcy of Ato Getu and only 9,000 Birr frone bankruptcy of Ato Atnafu. In
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this case, the estate of Ato Getu paid more thaat Wto Getu was indebted as per the
internal agreement between Ato Getu and Ato Atnlifuhis case, can the estate of Ato
Getu claim what it has paid in excess from thetesth Ato Atnafu? If you read the

provisions of Article 1056 of the Commercial Codene of the estates can claim from
the other state the excess paid from it. Unlesst Wiea creditor collected is exceeding
what he claims the estates would not pay to edntr oEven if there is excess, it should

devolve upon the persons having the others as goasain the order of their liability.

What do you think would happen if one or more & jhint debtors are a person who has
not suspended payments? | am sure that you answiedight to prove in several
bankruptcies”. If you answered so, you are correctases where the other joint debtor
other than the bankrupt person is a person whabtasuspended payments, the creditor
would have no right of proving in several bankriggc He would have the right to prove
only in the bankruptcy of the person who is dedarankrupt. As the other joint debtors
are not bankrupt or suspended payments, the creddald have no right to prove in

several bankruptcies. No proof in respect to peysamo are not declared bankrupt.

What if the creditor has collected partial paynmom one of the joint debtors, who has
not suspended payments? As you know from your stidpe Law of Contracts, any
payment made by one of the joint debtors dischaafjethe joint debtors to that extent.
For instance, where the total liability of the jpuhebtors is 23,000 Birr, if one of the
debtors pays 2,000 Birr to the creditor, all thenjalebtors are relieved to that extent
towards the creditor. As a result, the creditor clim either jointly or severally only
21,000 Birr. Similarly, in case where the bankrpptson and another person, who has
not suspended payments are joint debtors of aicentaditor and the debtor who has not
suspended payments has made partial payment badqudication of bankruptcy, the
bankrupt person also would be relieved to thatréxtavards such creditor. The creditor,
therefore, would prove only for the remaining amoainhis claim. For example, assume
that Ato Gutema is the bankrupt person. Ato GutantAto Kifle were the joint debtors
of W/ro Mulunesh to the extent of 45,000 Birr. Befdhe adjudication of bankruptcy of
Ato Gutema, Ato Kifle paid 13,000 Birr to W/ro Mulash. In this case, W/ro Mulunesh
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can prove only to the remaining 32,000 Birr in trenkruptcy of Ato Gutema because
Ato Gutema is relieved to the extent of 13,000 Binich is paid by Ato Kifle.

Does the fact that one of the joint debtors is didated bankrupt relieve the other
debtors, who have not suspended payments fromlityalbor the remaining amount
where there is partial payment? In order to anghisrquestion, now read the provisions
of Article 1057 of the Commercial Code, which readgollows:

Art. 1057- Creditors having received payment oroact before suspension of payments
(1) Any account paid prior to suspension of payments ¢oeditor whose
claim is jointly and severally guaranteed by theksapt and other
persons shall be deducted in paying his claim. i setain, for what
remains due to him, his rights against such otbesgns or guarantors.
(2) Any person jointly and severally liable or any qargor, who has paid
any amount on account towards the claim, shalinbéed to prove his

claim to the extent of the amount so paid.

As you read from sub-article (1) of the above citgticle, the mere fact that one of the
joint debtors is declared bankrupt and part ofdbbt is paid before the adjudication of
bankruptcy would not relieve the other debtors fi@hility for the remaining amount of
debt. The creditor is, apart from proving in thenkraiptcy of the joint debtor who is
declared bankrupt, entitled to claim the remairangpunt from the joint debtors who are
neither declared bankrupt nor have not suspendgohgrats. For example, assume that
Wi/ro Tenaye is adjudicated bankrupt. Before theudidption, Tenaye and Ato Hailu
were jointly indebted to Ato Nuri to the extent3§,000 Birr. Ato Nuri collected 10,000
Birr from Ato Hailu before the adjudication of baoktcy of W/ro Tenaye. In the
bankruptcy proceedings of W/ro Tenaye, Ato Nuriduweoed a proof for the remaining
25,000 Birr. The mere fact that Ato Nuri has provedhe bankruptcy of W/ro Tenaye
and he has already received 10,000 Birr from AtduHaould not relieve Ato Hailu from
liability for the remaining 25,000 Birr. The crediit(Ato Nuri) retains his right against
Ato Hailu.
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Where one of the joint debtors has paid to theitted certain amount of the joint debt,
such person can prove in the bankruptcy of thergtinet debtor to the extent he paid. As
the debtor who paid is a person who has neithepesuted payments nor declared
bankrupt, he has the right to claim what he paithécreditor. For example, assume that
Ato Fikre is the bankrupt person. Ato Fikre andonRahel were the joint debtors of Ato
Asmamaw to the extent of 25,000 Birr. W/ro Raheithe® suspended payments nor
declared bankrupt. She paid 7,000 Birr to the toediefore the date of adjudication of
bankruptcy of Ato Fikre. In this case, W/ro Rahah@rove in the bankruptcy of Ato
Fikre to the extent of 7,000 Birr. Though she i€ @f the joint debtors, as she paid part
of the joint debt, she can prove to the extent ghid in the estate of the other joint
debtor, whose bankruptcy is underway.

5.3. Rights of Creditors

5.3.1. Rights of Creditors Secured by Movables

There might be different reasons for why a persam demand security. Before he is
declared bankrupt, the debtor might have producedafie properties in the form of
security to his creditors to assure payment ofdébkts. Do you remember the type of
security to be created by producing movable progettJust to remind you, it is known
as pledge. Where the bankrupt person is the pleddper produced his movable or that of
another person, and the creditor is the pledgee,tatk possession of the movable, as a
result of adjudication of bankruptcy of the pledgérat are the rights of the creditor? In
this section, we are going to discuss the majdntsigpf the creditor whose claim is

secured by movables.
The creditor, whose claim is secured by movabkesntitled to several rights. In fact the

rights are related to the property and are exdst@sduring the bankruptcy proceedings.

The major rights are the right to: get payment isf dlaim, sale the movable property,
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prove for the difference, and to enjoy preferemdew let us discuss each of these rights

in the following paragraphs.

1) Right to get payment

A secured creditor is distinct from ordinary credst because he is holding a certain
movable property handed over to him with the vidvassuring payment of the principal
debt. As the movable property is produced in thenfof assurance for the payment of
the principal debt which the bankrupt person owes dreditor, the latter is entitled to

payment of the debt preferentially.

Art. 1058- Guaranteed creditors
Creditors whose claim is secured by pledge shalemtered in the
inventory for purposes of information only. Withetlauthorization of
the commissioner, the trustees may at any timedgragnd redeem the

property pledged, for the benefit of the estate.

It is the responsibility of the trustees to payhe creditor. However, the trustees are not
free to decide whether to pay to the creditor dr be decision has to be approved by
the commissioner. Without permission of the comioiss, the trustees cannot take
measures of paying to the creditor. As per the almted provision, the trustees are to
pay and redeem the movable property in the handseofreditor. As far as the concept
of redemption is concerned, it refers to the situnabf buying back. Where the trustees,
being authorized by the commissioner, decide tograyredeem, that amounts to buying

back the movable property which is under the ownipref the bankrupt person.

Where it is another person who produced his movptiperty to secure the debts of the
bankrupt person, it would not amount to redemptidsi.the bankrupt person is not the
owner of the movable produced in the form of sdégurit would not amount to

redemption where the trustee pays and takes thalmt@vAs we have discussed earlier,

the properties under possession of the debtoiatieatio be realized are those to which the

Page | 147



debtor is the owner. Otherwise, all properties bgilog to other persons are to be given
to their real owner. Accordingly, after the trustdmve paid and taken back the movable
produced in the form of security, the real owner callect it. For example, assume that
Ato Gebre is declared bankrupt. Before his dedlamadf bankruptcy, he was indebted
towards Ato Messay to the extent of 5000 Birr. dey to guarantee his debt towards
Messay, Ato Getachew produced his movable prop&ty grams of pure gold) in
security. In this case, where the trustees payl#ie and collect the gold, this would not
be redemption. The trustees represent the debtorG&bre) and not the third party who

produced his property in security.

When do you think that the commissioner can autiectine trustees to pay and redeem
the movable produced in the form of security? Ndlynéhe commissioner cannot come
to the decision that the movable should be colteeted join the bankrupt estate. There
should be a good reason to come to such conclusidoally, the law has not come up
with specific and express grounds for such a pwsitit has provided a subjective
standard on which the commissioner has discretiaa.where such decision is found to
be in the benefit of the bankrupt estate. Whenréldemption becomes in the benefit of
the bankrupt estate or otherwise is left to themeination of the commissioner. In the
normal course of things, it is expected of the gussioner to decide having regard to

the standard of a reasonable person.

1)} Right to sale

The trustees, as we have discussed earlier, maglways pay and redeem the movable
property in the hands of the creditor. It is onlgese such redemption is found to be in
the benefit of the bankrupt estate. It then folldh&t where the redemption is found not
to be in the benefit of the bankrupt estate, theglibtor remains to be possessor of the
security. The question then remains as to what dvappo the rights of the creditor. In
order to address this issue, now read the prowasaimArticle 1059 of the Commercial
Code.
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Art. 1059- Sale by pledgee
Where the property pledged has not been redeemdtiebtrustees,
and it is sold by the pledgee for a sum exceediggamount of the
debt, the excess shall be collected by the trusiédsre the price of
sale is less than the amount of the debt, the pkedgay prove his

claim for the difference, as an unsecured creditor.

The creditor has the right to sell the movable propin cases where the trustees failed to
pay and redeem it. This clearly indicates that ¢retlitor’s right to sell the pledge is
dependent on the condition that the trustees defhin paying and redeeming it. As you
remember from your study of the Law of Sales antuB8#y Devices, failure of the debtor
to discharge the principal debt does not autonigtiemtitle the pledgee to sell it. It is
also the rule of the law that the pledgee shallbemome the owner of the pledge where
the debtor has failed to pay the principal obligatiSimilarly, in the case of bankruptcy,
the creditor whose claim is secured by movable cowt become the owner of the
property as a result of bankruptcy of the pledgter.can also not automatically sell the
movable on adjudication of bankruptcy of the pleddfehe is to sell it, he has to wait for

the decision of the trustees.

Where the creditor has sold the movable, becagstubktees did not pay and redeem, the
price could be either more than the debt securethéynovable or less than it. It could
not be concluded that the creditor always takesggson of movables that the values of
which are equivalent to the debts secured. Somstittee movable could have more
value than the debt it secures and in other tinoegdchave a value less than the debt.
Apart from that, there could be situations of markactuation in the value of the
property. The important issue to be discussed i® aghat happens in case where the
creditor sold for a value different than the dedatised.

Where the creditor has sold the movable propentyafealue which is equal to the debt
secured, there would be no problem. The creditts wbat he claims from the bankrupt

person and his claim would be settled thereby.iBuoases where the property is sold for
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a value more than the debt secured, the trusteet® aollect the difference on behalf of
the bankrupt estate. For example, assume that AssfiMis the bankrupt person. Before
his adjudication, Ato Mesfin produced his movahilegerty to secure the debt he owes to
W/ro Gebeyanesh. The debt Ato Mesfin owes to W/eb&yanesh was 12,000 Birr. The
movable produced in the form of security was othegkam of gold. After adjudication of
the bankruptcy of Ato Mesfin, the trustees failecbay and redeem the gold from W/ro
Gebeyanesh. As a result, she sold the gold foica pf 25,000 Birr. In this case, since
her claim against the bankrupt debtor is only 1@,8¥r, W/ro Gebeyanesh should
collect only that amount and let the trustees coltee remaining 13,000 Birr. If that
amount is left in the hands of W/ro Gebeyanesht ffzves a way to her unlawful
enrichment. It seems logical and justifiable theag trustees collect the difference. The

creditor should not be unlawfully enriched undex ¢uise of bankruptcy of the pledger.

) Prove for the difference

In the preceding paragraphs, we have discussedhi&xcess has to be collected by the
trustees in case the movable is sold for a valueerti@n the debt secured. In case where
the movable is sold for a value less than the getired, what happens to the right of the
creditor? Did you answer “He should prove for tliiéedence”? If you answered so, that
is great. As the sub title under discussion revehis creditor is to exercise his right of
proving for the difference. For example, assumé Ata Damene is the bankrupt person.
Ato Moges was his creditor to the extent of 20,@800. A movable property belonging
to Ato Damene was produced to secure the 20,000d®ipt he owes to Ato Moges.
During the bankruptcy proceedings, because theewssfailed to pay and redeem the
movable property, Ato Moges sold the movable. He #ofor a price of only 12,000
Birr. In this case, there is a difference of 8,8 between the value of sale and the debt

secured. For this difference, Ato Moges has thiet itigy prove in the bankrupt estate.

Do you think that the creditor still holds his sesdi position while he participates in the
bankruptcy? | am sure that you answered “No”. Kiyanswer is so, you are correct. As

per the rules of the Law of Insurance, the insuwdth has undervalued his property shall

Page | 150



be considered as his own insurer as regards theratite in case the risk materializes.
But in the case of bankruptcy, the creditor wholemtéd a value less than the debt
secured is not to be considered as his own guaraRu@@ther he participates in the
distribution along with the unsecured creditors.other words, he would not retain his
position of secured creditor as regards the diffeeebetween the value he collected and
the debt secured by the movable. As a result, hddvget proportionate distribution of
the proceeds of sale of the available propertieth@fbankrupt person. There is no way
for him to claim to have prior right to get paymeHad he got a property the value of
which is either equal or more than the debt securedvould have got full payment of
his claim. But where the price is less, there ghbr probability that such creditor would

get less than the debt secured.

IV)  Enjoy preference

As we have discussed earlier, the commissioneagsigansible to pass the list of creditors
claiming preference over the movables of the bgstkperson. The preference right may
arise from several relations with the bankrupt persAs per the provisions of Article
1064 of the Commercial Code, the commissioner mafiasize such creditors to get
prior payment from the funds first collected. Agyhare claiming preference over the
movables of the bankrupt person, they are not taréated equally with the other
unsecured creditors. This is when the commissithieks it appropriate. Where there is

objection or dissatisfaction with the preferentshall be decided by the court.

5.3.2. Rights of Creditors Secured by Immovable

As we have discussed earlier, the bankrupt personproduce an immovable to secure
his debt. As you remember from your study of thevlcd Security Devices, the contract
by which a person secures a debt he owes othgusollycing an immovable property is
called mortgage. Where it is the bankrupt persom whoduced the immovable as

security, he becomes the mortgagor and the credhose claim is secured by the same
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immovable is the mortgagee. In this section wegaiag to briefly discuss the rights of a

creditor whose claim is secured by immovable.

As discussed earlier, where the claims of a creditsecured by movable properties, the
trustees can at any time pay and redeem the pyojithierwise, the creditor can sell the
property. Where the claim of the creditor is sedupg an immovable, it would not be

similar to that of the case of security by movablaghe case of mortgage, as you know,
the mortgagor is not under obligation to transiesgession of the immovable mortgaged.
As opposed to the case of pledge, the right of ggsssn over the immovable remains
with the mortgagor. It is only the document ofdithf the immovable that could be

handed over to the mortgagee. As a result, thelledbw/iino instance of redeeming since
the immovable is under possession and ownersHipeaiortgagor. It is also not possible
for the mortgagee to sell the immovable since thwership and possession of the
immovable remains with the mortgagor.

As the immovable remains in the hands of the mgadgan case where the mortgagor is
a person who is declared bankrupt, the immovabladart of the bankrupt estate to be
administered by the trustees. During the bankruptogeedings, the trustees are to sell
the immovable properties of the bankrupt persoriuding those produced in the form of

security.

What do you think happens if the creditor’s claBmot satisfied by the proceeds of sale
of the immovable? In order to answer this questimw read the provisions of Article
1065 of the Commercial Code:

Art. 1065- Sale price of immovables distributed befbet bf movables
Where the distribution of the proceeds of salenofbvables takes
place before or at the same time as that of theegds of sale of
movables, preferred or secured creditors not fpiyd out of the
proceeds of sale of the immovables shall (provitterlr debts were

admitted to proof in accordance with the provisioh#ért. 1041 et sq.)
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rank equally with the unsecured creditors for theants still due to

them in respect of the residue of the estate.

As per this Article, in case where the creditorogad claim is secured by immovable, has
not satisfied his claim from the proceeds of saleinemovable properties, he can
participate in the distribution of proceeds of safemovable properties. The movable
properties could be sold and the proceeds disatbwgither before the immovable
properties or simultaneously. In other cases, loatlkegories of properties may be sold
one after the other. It is within the discretiontloé commissioner as to which property
should be sold when. Where the immovable propediessold later than the movables,
there is no way that the creditor whose claim mised by immovable can participate in
the distribution of the proceeds of such sale. &iihdés not yet known that the creditor
would satisfy his claims from the sale of immovablée cannot participate in the
distribution of proceeds of sale of movable prapsertBut where the sale of immovable
properties takes place before the movable or samatiusly, there is a possibility to
participate in the distribution of proceeds of saflenovable properties. The fact that the
proceeds of sale of immovable properties would satisfy the claims of the creditor

could be known promptly in such cases.

Have you noted that it is not all the creditors séalaim is secured by immovable who
can so participate? If so, that is great. It isyocieditors whose claim is secured by
immovables and the proof of which is accepted kg tilustees during the process of
proving debts. Where there is query or rejectiorthaf proofs, a creditor, even if he
claims that his debt is secured by immovable, is emtitled to participate in the
distribution of proceeds of sale of movable propsrtApart from this, it is only creditors
who are not fully paid from the distribution of tipeoceeds of sale of immovable who
can participate. Where the claims of a creditor fally satisfied from the proceeds of
sale of the immovables, therefore, no right to swckditor to participate in the

distributions of proceeds of sale of movables remsai
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Do you think that the creditor would lose his psit of secured creditor for the
unsatisfied claim? Did you answer “No”? If you aesed so, you are not correct. As we
discussed in relation to the rights of creditorsused by movables, the creditor secured
by immovable will also lose his position of securzdditor. When he participates in the
distribution of the proceeds of sale of the movapthee creditor is to participate equally
with the unsecured creditors. As a result, histlemient would be for proportionate
distribution of proceeds of realization of avaikallssets of the debtor. In other words, he
cannot claim full payment of the unsatisfied amoasif he were secured creditor. The
assumption is that for the unsatisfied amount, éeoimes his own guarantor by taking

his share along with the ordinary creditors ofbaekrupt person.

In cases where the sale of movables takes placeebtife immovable and distributions
of proceeds of such sale are made, the creditors avb secured or preferred can
participate in such distributions. However, it lade noted that the claims, preference,
and security of the creditors is admitted and cadgepted by the trustees during the
process of proving debts. Note also that this ggsdtion is not mandatory. It is

permissive in that the law does not require suelditors necessarily to participate. The
extent of claim for which such creditors particppabuld go up to the whole claim they

have against the bankrupt person. Read Article bd@iee Commercial Code:

Art. 1066- Proceeds of sale of movables distribieidre that of immovables
Where one or more distributions of the proceedsaté of movables takes
place before the distribution of the proceeds de saf immovables,
preferred and secured creditors duly admitted twfpmay participate in
such distributions in proportion to the whole ofeith debts, subject

otherwise to the appropriations set forth in AG67.

What if the secured creditors have collected aageramount of their claim from the
estate not subject to security? For instance, doersd creditors may collect a certain
amount from the liquid cash of the debtor in hiakbaccount or in his hands on the date

of adjudication of bankruptcy. In such cases, ttee@eds of sale of immovable would be
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paid to such creditor after the previous paymergsdaducted. For example, assume that
Ato Bedilu is the bankrupt person. He produced dage immovable to secure the
(20,000 Birr) debt he owes W/ro Halima. During bankruptcy proceedings, the trustees
sold the immovable of the bankrupt person and itigied the proceeds. W/ro Halima
collected 5,000 birr from the unsecured propeniethe debtor. The immovable was sold
for a value of 23,000 Birr. In this case, the pexteof sale of the immovable would be
paid to W/ro Halima by deducting the 5,000 Birr sbellected previously. As a
consequence, she would be entitled for paymenhlyf 15,000 Birr from the proceeds of

sale of the immovable.

What part should the amount deducted form? Aslpeptovisions of Article 1067(2) of
the Commercial Code, the amount deducted from theeeds of the sale of immovables
shall not form part of the secured bankrupt estatehould form part of the estate not
secured. It seems logical to make it form parthefunsecured estate, which is to be used
for satisfaction of claims of the unsecured creditds it was paid from the unsecured

estates of the debtor, the deducted amount shouh@ back to that part of the estate.

The principles, as regards creditors whose claise@ired by mortgage on the business
of the bankrupt person, are similar to those secbseimmovables. Alike the creditors
secured by immovables, those whose claim is sedweadortgage on the business can
participate in the distribution of proceeds of salle movables. You can read the
provisions of Articles 1069 — 1072 in light of theovisions of Article 1066 — 1068 of the
Commercial Code.

5.4. Recovery

Under the section on the cardinal principles ofKoaptcy, one of the principles we
discussed is in relation to the properties suldiigcealization. As per this principle, it is
only the properties on which the bankrupt persamihterest that are to be attached and
realized. All the properties which do not belonghe bankrupt person would not be sold

for the satisfaction of claims of the creditorscBwproperties have to be given to their
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real owner. There should not be a situation wheeeotvner suffers due to the bankruptcy
of the possessor of his property. That is what veamby the concept of recovery. In its
most extensive sense, recovery refers to the eggioror vindication of a right existing

in a person, by the formal judgment or decree ocbmpetent court, at his instance and
suit, or the obtaining, by such judgment, of sorgatror property which has been taken

or withheld from him. We are going to discuss iefly in this section.

The important issue to be raised in relation t@vecy is which properties are subject to
recovery. As far as the law is concerned, it presithat the negotiable instruments or
securities, goods deposited, goods the sale oftwisicancelled before adjudication of
bankruptcy, goods sold with the ownership rightresd, and goods in transit can be
recovered. Now let us discuss the rules of thedawegards recovery of each of these

items in the following paragraphs.

A) Negotiable instruments or securities

Possibly, the real owner of a certain negotiabériiment may handover the same to the
bankrupt person. The negotiable instrument couldhdoeded over either in the form of
bailment or for the purpose of collecting the vatdighe instrument on behalf of the real
owner. In such cases, the real owner could sucdeedlaiming recovery of the
instrument. Now let us read the provisions of tlm@ercial Code regulating recovery

of negotiable instruments or other securities:

Art. 1073- Recovery of negotiable instruments
Negotiable instruments or other securities whickiehbeen handed to the
debtor for purposes of collection for the benefithee owner and which, not
having been collected, are in possession of thdodedt the time of
adjudication of bankruptcy may be claimed by thenew The same shall
apply to remittances specially made by the ownebeoappropriated to
specified payments.
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As you can understand from the above cited prowjdioe negotiable instrument has to
be handed to the bankrupt person before the ddtes @djudication. In other words, the
provision does not regulate recovery of negotiatéruments handed after the debtor is
already declared bankrupt. The instrument has tddeded only for the purpose of
collecting its value on behalf of the real ownes if\is handed just for the purpose of
collecting the value, the right of ownership rensawith the one who handed the
instrument to the bankrupt person. As a resultfrimgtees could not succeed in claiming
that the negotiable instrument forms part of thekibapt estate. The mere reason that the
negotiable instrument was found in the hands oftidwekrupt person on the date of his
adjudication does not make it to form part of tlemkrupt estate. For example, assume
that Ato Nigusse is declared bankrupt on Septerdheét004. Two months before the
adjudication of bankruptcy of Ato Nigusse, W/ro Rbhanded over a cheque with a face
value of 76,000 Birr. She handed over the chequecdtiection because her place of
residence is very far away from the place of thenee bank. As Ato Nigusse resides
near the drawee bank, Rahel assigned him to cdhectalue and transfer the money to
the bank in her place. Unfortunately, Ato Nigusseswleclared bankrupt and the cheque
was still in the hands of him. In this case, W/@hRl could succeed in claiming recovery
of the same cheque. Not here that the negotialsiieument is to be treated like any

property that has physical existence.

What do you think would happen if the value of tiegotiable instrument is already
collected by the bankrupt person? You see the onghecovery applies only where the
negotiable instrument is in the hands of the bgptkperson. Where it is transferred to
another person for value, the real owner couldsugteed in claiming to recover it. In
other words, the right to recover is to be impletednonly where the thing to be
recovered has not changed hands. Once the valtieeahstrument is collected, it is
converted into liquid cash which forms part of thenkrupt estate. As a result, the real
owner could not succeed in claiming recovery. Asdigeussed earlier, the assumption is
that a person who is declared bankrupt could ngtrpaney debts as of the date of his

adjudication.
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Where the thing handed to the bankrupt person geaurity other than negotiable
instruments, the same principle applies. Do youwkmehat securities are? | hope you
remember what securities are. They are documeptssenting a right and which can be
transferred from one hand to another and producedtia form of security. It could be
share certificate, debenture, life insurance polanyd the like. So long as the security is
not transferred to another person for value, thaevvwef the security can recover it if the
person to whom it is transferred is adjudicatedkbapt. For instance, Ato Yilma is
declared bankrupt. Before he is declared bankidgtp Damenech handed over her
share certificate with the view of depositing itlhvAto Yilma. Unfortunately, Ato Yilma
transferred the share certificate to Ato Abdi fatue. In this case, W/ro Damenech could
not recover her share certificate as it is alrendysferred to another person. Neither
could she recover the value collected by Ato Yiloegause it forms part of the estate that

is to be distributed among creditors proportionally

What if what is given to the bankrupt person is mprior the purpose of making

payments on behalf of the one who gave it? As we lthscussed earlier, in principle,
the bankrupt person is not expected to dischargeesnalebts as of the date of his
adjudication. Where a certain amount of moneyvemito him for the purpose of making
payments on behalf of another person, the one \akie the money can claim recovery of
the same money. For example, assume that Ato Werkieclared bankrupt on July 3,
2005. A week before his declaration of bankrupi®yro Simenesh gave 5,000 Birr to
Ato Worku. The money was given for payment of @wewhich W/ro Simenesh owes the
Tax Authority. Ato Worku also received the monegtjiio pay to the Tax Authority.

Unfortunately, Worku was declared bankrupt befoee gays the money to the said
Authority on behalf of W/ro Simenesh. In this cabe latter can recover the money. The
idea here seems that the bankrupt person was thet aj the real owner of the

remittance made and as an agent he could not adipeiproperties of the principal.
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B) Goods deposited

In the previous sub-section we have discusseddbe where the bankrupt person is in
possession of negotiable instruments or other gm=ubelonging to another person. In
this sub-section, we are going to discuss the gasehich the bankrupt person is in
possession of other goods, on the date of his edjtioh, belonging to another person.
Now read the provisions of the Commercial Code laggg the recovery of such goods.

Art. 1074- Recovery of goods in deposit or handeahtagent
(1) Goods consigned to the debtor for deposit or fée sa behalf of the
owner may, if they exist in kind, in whole or inrpabe recovered from
the debtor.
(2) The price or part of the price of the said goodsy rhathermore be
recovered, where it has not been paid in cashsettled for value given,

nor set off in current account between the debtdrthe purchaser.

As the bankrupt person is free to enter into d#ifeérkinds of transactions before he is
adjudged bankrupt, sometimes he may receive goeldsding to another person. The

goods could be received just for the purpose ofosiépgn cases where the bankrupt
person is a bailee or a warehouse owner. In odees; the goods could be received for
the purpose of sale on behalf of the real owner.eikample, assume that Ato Mogese is
government employee who has no knowledge aboututrent market and other matters

related to sale of a car. He wanted to sell his Bacause he has better knowledge on
matters related to car, Ato Kifle took deliverytbe car of Moges. The car was delivered
with the view that Ato Kifle would sell it on betiaf Moges. Unfortunately, Moges was

declared bankrupt before he sells the said cathik case, Mogese can succeed in

claiming recovery of the car from Kifle.

What if the goods deposited with the debtor doexast? Did you answer saying “The

owner would not succeed in claiming recovery”?dtiyanswered so, you are correct. It is
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only where the goods exist in kind in the handghefbankrupt person that the real owner
can succeed in claiming recovery. In other wordsene the goods are already sold as
was intended by the real owner, no way to recdvergoods. In cases where the goods
are deposited because the bankrupt person is &aewme owner or bailee, if the goods do
not exist in kind on the date of his adjudicatitrere would be no possibility to recover
those goods. The real owner could not compel thstde to bring back the goods
deposited. Where only part of the goods physicalist in the hands of the bankrupt

person, the real owner can claim recovery of thstieg part.

What do you think happens in case the goods ad?dol such cases, it all depends
whether the debtor has already recovered the aashqr other value. In cases where the
bankrupt person has already recovered the cash @iribhe goods, there would be no way
for the real owner to succeed in claiming recowafryhe price. The assumption here is
that the goods are converted into liquid cash fitbvaihs part of the bankrupt estate. As a
person who is adjudged bankrupt could not dischargeey debts, the real owner is to

stand along with the other creditors of the former.

The same is true in cases where there is an agnteémthe effect that the debtor would
settle his former debt by giving the goods he neabifor deposit or sale on behalf of the
real owner. For instance, assume that Ato Mustaphdeclared bankrupt. Before his

adjudication, he received a good belonging to Wzalech. The good was delivered for
the purpose of sale on behalf of W/ro Azalech. Miastapha agreed to sell the good to
Ato Belay. Instead of cash price, Ato Belay agraesdettle the price by a debt which Ato
Mustapha owes him. In this case, W/ro Azalech cowdsucceed in claiming the whole
or part of the price of the good she deposited wtthMustapha. The only opportunity to

W/ro Azalech is to stand along with the other unsed creditors for the proportional

distribution of the available resources of the wapkperson. The same effect follows in

case where the value of the good is set-off betweebuyer and the bankrupt person.
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In some cases, the buyer may partly pay the prickind and the remaining in cash.
Where the price is paid only in part and some arhoaimains with the buyer, the real

owner can claim to recover that remaining amount.

C) Goods the sale of which is cancelled

Do you remember what the effect of cancellatiora @ontract is? | hope you remember
from your background knowledge of the Law of Cocisa As per the provisions of
Article 1815 and the following, where a contract#celled the parties to it shall, as far

as possible, be reinstated to the position they betore the conclusion of the contract.

Where a contract for the sale of goods has beedwed between the bankrupt person
and another person, there may be instances whersetler could claim recovery of the
goods sold. This will take place where the conttdale is cancelled before the date of
adjudication of bankruptcy of the debtor. The caatrcould be cancelled either because
of court order or because of the terms in the emht\Where the sale contract, in which
the bankrupt person is the buyer, is cancelled,stker of the goods can succeed in
claiming recovery of the goods. Note, however, thatseller can succeed in recovering
the goods only if they physically exist on the dateadjudication of bankruptcy. Now
read Article 1075 of the Commercial Code:

Art. 1075- Recovery of goods the sale of whichidees cancelled before bankruptcy
(1) Goods, the sale of which has been cancelled priadjudication either
by a decision of the court or by operation of taeris of the contract,
may, if they exist in kind, be recovered from trebtbr.
(2) Where the cancellation of sale has been orderedrdirmed by a court
after adjudication, goods may be recovered notwatiding that the
proceeding for recovery or for cancellation wereught prior to

adjudication by the unpaid seller.
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What do you think is the rationale behind recovefythe goods where the contract is
cancelled? As we have discussed earlier, the efbéctancellation of contract is
reinstatement of the parties to their previous tpmsi In the case of contract of sale,
where the contract is cancelled, the seller iske tback the goods sold and the buyer is
to get back the price he paid. As it is the bankpeyson who is the buyer of the goods,
the seller can claim recovery of the goods wheeectintract is cancelled. Therefore, the
recovery is as a result of the cancellation whiesults in reinstatement of the parties.
The one who can claim recovery is the one who swédgoods. He can, therefore, get

back the goods as an effect of cancellation ottreract.

D) Goods sold with the ownership right reserved

One of the basic obligations of the seller unddesShaw is to transfer unassailable right
to the buyer. Though this is the principle, in sotases, the seller may not transfer the
right of ownership on the date of conclusion of tbhatract of sale. As far as the rules of
sales law are concerned, it is permitted that éllersretains the right of ownership for a
certain period of time. The provisions of Articl887-2389 of the Civil Code regulate

contracts of sale with the right of ownership reser

In cases where the seller of a certain good hasfeaed only the right of possession of
the goods, reserving the right of ownership, th@es@erson can claim recovery of the
goods. In such cases, the bankrupt person is therbwho did not get the right of

ownership over the good sold. Where the right ohemship is with the seller, the good
could not form part of the bankrupt estate. Théesstill remains the owner of the good
and, therefore, could claim recovery of the goddt, exists in kind. The trustees could
not refuse to give the good bought with the righbwnership reserved. The right of
recovery, however, could be enjoyed only where fdet that the right of ownership

reserved is registered.
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E) Goods in transit

As we have discussed earlier, the bankrupt persafd enter into several transactions.
Accordingly, the debtor could conclude a contraxtthie effect that a certain good
transfers to him through a third party. The thi@tp's role would be to transfer the
goods being a transporting agent. Where therecls an agreement and the adjudication
of bankruptcy of the debtor is declared beforegbeds reach to the bankrupt person, the
person who sent the goods through the transpaaterecover the goods. Now read the

provisions of the Commercial Code, which regulagrecovery of goods in transit:

Art. 1077- Recovery of goods in transit
(1) Possession of goods transmitted to the debtor reae@overed where
such goods have not been delivered to the debtarshouse or to that
of an agent entrusted with their sale on the débbmhalf.
(2) Recovery is not admissible where, prior to therival, the goods have
been sold with no intent to defraud to a transfémegood faith on the

basis of documents signed by the consignor.

As you can understand from the above cited prowjsichether the person who claims
recovery has already got payment on the goods prheocan claim to get recovery of
possession of the goods transmitted to the bankyaon. Note here that it is only
possession of the goods that is to be recoveredndiuthe ownership. The idea here
seems that the ownership over the goods transngttedh the bankrupt person as of the
date of agreement for sale or otherwise. The rajhtecovery could be enjoyed only
before the goods fall into the possession of thekigt person or another person on his
behalf. For example, assume that Ato Adane is degl&®ankrupt. As per previously
made contract, Ato Bekele sent certain goods thr@ugansport agent operating in their
place. On the date of adjudication of bankruptcyAtd Adane, the goods were already
deposited in the warehouse where Ato Adane usdalbpsits his goods. In this case, Ato

Bekele could not succeed in claiming recovery fsgssion of the goods he has already
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transmitted because they are already depositdaeinvarehouse of the bankrupt person.
The same would have been true had the goods falldre hands of an agent appointed

by the bankrupt person for the purpose of sellh@egoods transmitted.

Do you think that the right to recovery is mandg®l am sure your answer will be "No".
If you answered so, that is great. As the readofgArticle 1077(1) clearly reveal, the

right to recovery of possession of goods transihigenot mandatory. It could be enjoyed
only where the person who has transmitted the gmoiddking initiative to claim recovery

of the goods. Otherwise, where he is not interegteclaim recovery, the law does not
make it mandatory and, therefore, the person coolde compelled to claim recovery.

There might be instances where the bankrupt pesstis the goods transmitted while
they are in transit. As you know, it is possibles&dl goods in transit, even if they are not
actually possessed by the person to whom theyransmitted. The one to whom the
goods are transmitted can sell them and transferrigiht of ownership simply by
transferring the documents of title- namely thd bfl lading. Accordingly, where the
bankrupt person has sold the goods in transitp#greon who sent them cannot claim
recovery of possession of the goods. There is rectdiegal relationship between the
consigner and the third party who bought the gaondsansit. For instance, assume that
Ato Dinberu has ordered goods from one foreign camyp According to the order, the
foreign company consigned the goods and was waftinghe price of goods to come
through the advising local bank in his country.ekftoming to know that the goods are
on board, Ato Dinberu concluded a contract forgake of such goods with W/ro Sadiya.
He got payment of the price on the spot and traresfehe bill of lading to W/ro Sadiya.
A week after the goods are consigned, the foregmpany came to know that Ato
Dinberu is declared bankrupt. As a result, he wamderecover the goods in transit. In
this case, the foreign company could not succeeedoverying the goods. This is mainly
because the ownership over the goods is transfesrédro Sadiya and there is no direct

legal relationship between the buyer and the foremmpany.
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Note, however, that the good faith of the banknogtson counts. Where the bankrupt
person sold the goods in transit with the intentiondefraud, the sale would not be
legally valid and as a result the person who trattedhthe goods can claim and succeed
in recovering the possession of the goods. Not tdmygood faith of the bankrupt, but
also that of the transferee is important. The ohe Wwuys the goods should also be in
good faith. Where the buyer bought the goods kngwimat the debtor is declared
bankrupt and the sale is made just with the viedaffauding, there is no way for a valid
title to transfer to the later buyer. Thereforesoneery would not be admissible. There is
in fact another requirement that has to be fullill@here should be consent of the
consignor to the effect that the goods are solthédater buyer before they arrive to the
bankrupt person. It seems here logical that thesigoor loses the right to recovery
because it is as a result of his consent that tloelgyare sold before they arrive to the
warehouse of the bankrupt person. While it was he gigned a document to the effect
of sale of the goods, he should not be again gikierright to recover possession of the

goods in transit.

In the preceding sub-sections, we have been disgusise circumstances in which a
person entitled can claim recovery of his propémyn the hands of the bankrupt person
after his bankruptcy is already adjudicated. Thesmimstances have taken into account
the fact that the goods are in the hands of th&rbah person. In other words, it is where
the one who can claim recovery is not in possessiahe property. But sometimes, it
may happen that the bankrupt person, though hedwsred the right of ownership, is

not in possession of the property.
What do you think would happen if the seller hasysd delivered to the buyer the goods

he sold based on a contract? In order to answerdiestion, now read the following

provisions from the Commercial Code:
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Art. 1078- Right of retention
The seller shall be entitled to retain goods solchin where such goods
have not been delivered to the debtor or they Inavdeen consigned either

to him or to a third person on his behalf.

| hope you answered the question properly. As Iperabove-cited provision, where the
goods sold are in the hands of the seller, he egainr them. Though the right of

ownership is transferred by contract to the bankpgrson, because of his adjudication
of bankruptcy, he can retain the goods sold. Irhstases, there is no issue of recovery
since the goods are already in the hands of therskle could not recover from himself.

Rather, what he entitled to do is to retain thedsoontil the trustees demand delivery.
The same would be true where the goods have notdmesigned to the bankrupt person

or his agent appointed to take delivery on his beha

How do you think the trustees demand delivery & goods already sold but not
delivered to the bankrupt person? Did you try tevear this question? If so, that is great.
You see, the provisions of Article 1079 of the Coenanal Code regulate the rights of the
trustee. As per this Article, the trustees can dehdelivery where they have paid the
agreed price. The idea here seems that since ttkeupd person has already acquired the
right of ownership at the time of conclusion of #@ntract of sale, there is nothing to
prevent the trustees to claim possession of thelggobhe obligation of payment of the
price is one of the important duties of the buyed avhere the trustees discharge such
obligation, nothing prevents them to demand dejivérs of the time of contract, the
goods form part of the bankrupt estate. It is oh#ne duties of the trustees to collect the
properties forming part of the bankrupt estate adiohinister them. In order to demand
delivery, however, the trustees should get permms$iom the commissioner. Here it
seems that the commissioner can take into accbhardgdvantage of taking delivery of the
goods already sold as compared to the price toalim [f it is disadvantageous to the
estate, the commissioner would not give permisgiodemand delivery. But where the
good sold is in a good condition and will benefie testate, the commissioner would

order the trustees to demand delivery on paymetiteohgreed price.
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What happens if the trustees fail to demand dsfieéthe goods? As we have discussed
earlier, the trustees may fail to exercise thetrighdemand delivery of the goods where
the commissioner finds it disadvantageous to thatesin such case, the law has a
solution under the provisions of Article 1079(2p Ber this sub-article, the seller is to be
compelled to repay any payments he has taken iaregv Installment payment, advance
payment, payment of insurance or transporting, reteived by the seller shall be
returned to the bankrupt estate. However, this doésnean that the seller is not entitled
to compensation. He can claim compensation to Iy panich he incurred due to the
non-performance of the contract as agreed.

CHAPTER SUMMARY

In this unit we have been discussing that a pecsmanid not be simply considered as
creditor of the bankrupt person unless he provékabeffect. There are procedures to be
followed in order to accomplish the task of prolfis the trustees who are to receive
proof of the creditors. There are rights that contit be proved and proof refers to

documents that can ascertain the fact that a pésgbe creditor of the bankrupt person.

Where the claims of the creditor are secured byb#rgkrupt person and other persons
who stand as guarantor, the creditor can provéénbankruptcy of both the principal
debtor and the guarantor, in case the guarantoralmeady suspended payments. But
where the guarantor has not suspended paymentsyatigor can claim from him and
where he gets payment, such amount is to be detlfrot@a the claims he has towards the

bankrupt person.

We have also discussed the rights of persons skdoye movable or immovable
properties of the bankrupt person. Where a cred#osecured by movable property
belonging to the bankrupt person, he could notraatwally get entitlement to sell the
pledged property. It is only where the trusteekttaredeem that the trustee can sell the

pledge. In case it is the pledgee who sold thegalede has to deposit the excess amount
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with the estate. But where the value for whichphezige is sold is less than his claim, for
the difference, he stands along with the other cumgel creditors. Creditors, whose claim
is secured by immovable or the business of the ro@tkperson, can participate in the
distribution of proceeds of sale of movable projsttif they could not satisfy their claim

from the proceeds of sale of the immovable or tgriess.

As per the principle of attachment of only the mxj@s belonging to the bankrupt
person, the real owner of a property can claimveno of his properties. In order to
exercise the right of recovery, the property toréeovered has to exist in kind in the
hands of the bankrupt person on the date of higdadjtion. Where the property has
changed hand, in principle, the real owner coult suxceed in claiming its recovery.
The properties could be either corporeal or incargblike negotiable instruments or

securities.

REVIEW QUESTIONS

1. List down the steps to be taken in proving debts.

2. Discuss the duties and responsibilities of thegres$n charge of the proof.

3. Which category of creditors is to produce proofsdther words, is it the secured,
preferred or unsecured creditor?

4. While bankruptcy person was present at the timeeoffication of debts and the
inventory is prepared later, why is it allowed thatlodge claim?

5. Can the joint debtor, who paid, get payment irreBpe of his share in the joint
debt? Why or why not?

6. In the case of contract of pledge the pledge, basanership right over the movable
produced in the form of security. He has only riglitpossession. One of the
obligations of a seller is to transfer an unasb&laight. How can the right of

ownership be transferred to the buyer, in case lvenéte sells the movable secured?
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CHAPTER SIX
SETTLING THE BANKRUPTCY

In the preceding chapter, some general pointseelat proof of debts has been made. In
this chapter, we will see settlement of bankruginyceeding. There are essentially two
forms of settlement: composition and compulsory diig up. The bankruptcy

proceeding may also be closed either for insufficyeof assets or absence of any claim

against the estate by the universality of creditors

Introduction

As a result of the adjudication, the bankrupt mayibiculed, lose the right to administer
and dispose his properties, and his freedom of mew¢ would be restricted, etc.
Normally, the debtor is not expected to be willingace these disadvantages. Nobody is,
in the normal course of things, would accept thdsadvantageous effects of the
bankruptcy proceedings. As much as possible, théodés to minimize or totally avoid

the disadvantageous effects of the bankruptcy pdings.

In order to enable the bankrupt person minimizéotally avoid the bad effects of the
bankruptcy proceedings, the law has devised certagthanisms. One of those
mechanisms is composition. The law has devisedathigne of the mechanisms to settle
the bankruptcy of the debtor. Where the composiisonot successful, the law provides
for compulsory winding up. This chapter discuss$esmechanisms of the settlement of

bankruptcy of the debtor.

The chapter is divided into three sections. The&t fection is on composition. It mainly
focuses on the procedures to be followed to acasmphe composition arraignment.
The second section is on compulsory winding ups Heiction discusses the procedures
as regards sale of the properties of the bankrensiop and the distribution of proceeds of
sale of the properties. The third section is osute of the bankruptcy proceeding. Here,

it lists the grounds for closure of the bankrupgtegceeding.
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Objectives:

Generally, at the end of this chapter, the studahbe able to:

» |dentify the two grounds that lead to the closifigpankruptcy proceedings;

e Spell out under what conditions composition willdewed:;

* Write the differences and similarities among conipms compulsory winding
up, and closure of bankruptcy proceeding;

* Enumerate the effects of composition, compulsomgdivig up and closure of
bankruptcy proceeding as regards the debtor amfitare

* Explain plan for the distribution of the proceedgh® windings —up; the actual
distribution of these proceeds and the measures tekprotect creditors whose
rights have been contested; and

» Discuss how composition may be cancelled and gd¢.as

6.1 Composition

6.1.1 Institutions and officers involved in composions

Before we discuss the substance of the proceedimgbred in composition in detail, the
frame work within which compositions are carried skhould be explored so that we may
gain a perspective of the institutions and officergolved in compositions. All the
institutions and officers responsible for condugtbrankruptcy proceedings are involved
in compositions. They are the court, the commismipthe trustees and the creditors’

committee.

6.1.1.1. Court

The High court of the place the businesses ofa@etres situated or, where there is more
than one business, the place where the principainbss is situated, has exclusive

jurisdiction over bankruptcy proceeding. The Highu supervises all bankruptcy
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proceedings and makes orders on matters which atside the powers of the
commissioner. The granting or refusal of compositiests with the court which confirms

a composition when it is not contrary to publiceist or the interest of creditors.

6.1.1.2 Commissioner

There is no provision in the commercial code deglinith the appointment of
commissioners. The replacement of commissiondnasjever, provided in. Article 993
provides, “the court may at any time of its own motreplace a commissioner by
another of its members.” This article clearly irates that the commissioner is a judge.
The French and Amharic versions of the commerctadec also indicate that the
commissioner is a judge. The equivalent phrase asedJudge-commissaries”(judge-

commissioner) and_“mermari dagnigerally” “investigating judge” The commissioner

has the power to supervise and deal with all nattencerning the bankrupt estate.

6.1.1.3 Trustees

Trustees are selected from a list of qualified pessprepared by the ministry of
commerce and Industry. A bankrupt, or a personidegrof civil rights, a relative by

affinity or consanguinity to the fourth degree umle or a creditor cannot be appointed
as trustees. The trustees are responsible for dhenatration of the bankrupt estate
under the supervision of the commissioner and thpyesent the universality of creditors

in relations to third parties.

6.1.1.4 Creditors’ Committee

Three or five creditors are chosen by the commmesido form the creditors’ committee.
A relative by consanguinity or affinity of the debtup to the fourth degree inclusive
cannot be a member of the creditors’ committee. drbditors’ committee plays a role in
the verification of the accounts and the statenoéraffairs prepared by the debtor and

supervises the acts of trustees. The creditors’ nuttiee has the right to require
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information on the state of bankrupt or proceediagd on the position of receipts and
payments. It is to be consulted with regard to ledlal proceedings. The creditors’
committee is a watch-dog of the interests of coeditlt is appointed because it is less
cumbersome, more flexible and more effective thacregitors’ meeting. It plays an
important role before the confirmation of a composi by performing the functions
described above. It also plays an important ralerdahe confirmation of a composition
since it may be instructed to supervise the cagryout of the composition in the

judgment confirming commotions.

6.1.2 Definition of compositions

A composition is a settlement of debts after alataton of bankruptcy, between a
debtor and his creditors upon payment of an agpeecentage of the total debts, subject
to confirmation by a court. A settlement of debtsynalso be effected by a partial or total
surrender of assets by a debtor in favor of hiditwes. In other words composition is an
agreement made upon a sufficient consideratiorwd®t an insolvent or embarrassed
debtor and his creditors, whereby the latter, lierdake of immediate or sooner payment,
agree to accept a payment less than the whole anobdheir claims, to be distributed
pro rata, in discharge and satisfaction of the ehd¢bt. The bankrupt person is not
normally willing to see the negative effects of thankruptcy proceedings. The
adjudication of bankruptcy has disadvantages dessdhges to the debtor though it is
advantageous in some aspects. The law has devisedlzanism by which the bankrupt
person could minimize or totally avoid those negagffects. One of these mechanisms

is composition.

6.1.3 The juridical Nature of composition

6.1.3.1 The object of a composition

According to the prevalent opinion in Italy the etfj of a composition is the settlement

of the debts of the bankrupt, which affects thgpeetive patrimonial rights of the debtor
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and the creditors. It is only as a consequencehef dettlement of debts that the
suspension of bankruptcy proceedings follows. Oladian authors say that the object of
a composition is the closure of bankruptcy proaegsli Third school of thought holds

that composition is another form of liquidation.

According to the prevalent opinion in ltaly, thegaments of the two latter schools of
thought cannot be sustained. If a composition Isaiiisaobject the closure of bankruptcy
proceedings or was a special form of liquidatiots effects would be limited.
Consequently, the creditors would still retain tight to recover the part of the debts
which remained unpaid as it happens in the clostibankruptcy proceedings. Following
a composition, the creditors cannot demand more tha agreed percentage, and with
the payment of such percentage their debts aradmyed satisfied. The consequence of
affecting the rights of creditors which is obtaine@dcompositions is not found in the
closure of bankruptcy proceedings. This meanttti@bbject of a composition cannot be

represented by the closing of the bankruptcy prdices.

The arguments of the prevalent opinion in Italy acg, | think, valid under Ethiopian
law. Under Ethiopian law, compositions and compuyseinding up (which is followed
by closure of bankruptcy proceeding) are treatetkuone chapter, viz., Book V. Title I
chapter 6 settlement of Bankruptcy. They are thegections of the same chapter. Thus,
in the first form of settlement of bankruptcy, cassftion, the rights of creditors who are
not fully paid does not survive while in the secdadn the rights of creditors who have
not been fully paid scurvies. The debtors and tleditors are given a chance by the law
to choose between two methods of settling bankyuplt the debtor proposes a
composition, the creditors accept such proposalstiaa court confirms the composition,
then the effects of bankruptcy are suspended aadctlditors get only what they
bargained for in the proposals of composition.hibwever, the other choice is taken,
either by the debtor not proposing a compositiothercreditors rejecting the proposals
or the court not confirming the composition, thka bankruptcy proceeding continues in
its courses and the debtor remains liable until ¢cfe@ms of the creditors are fully

satisfied. The argument of the prevalent opiniohaty does not hold water, if we realize
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that compositions and winding up followed by cl@sof bankruptcy proceedings are two

different methods of settling bankruptcy intendedhave different results.

In Ethiopia, composition may be seen as a speamai fof liquidation because
composition may be effected through a partial ¢alteurrender of assets. Again, if the
debtor and creditors choose to settle the bankyughiough a surrender of assets and
when the court confirms such settlement, then ffexts of bankruptcy are suspended.
The reluctance of the prevalent opinion in Italjyjdok at compositions as a special form
of liquidation may be explained by the fact thatden Italian law composition by

Surrender of assets is not allowed.

The object of a composition, as the argument geethie settlement of the debts of the
unsecured creditors and the settlement of the deliise object of the consent of the
debtor and creditors. It is a settlement of delbtside bankruptcy proceedings for which
the parties want the suspension of bankruptcy gdings, not as an end in itself but as a
means of realizing the settlement. | do not thimt tcomposition is a settlement of debts
outside bankruptcy proceedings; it is in fact wittihe bankruptcy proceedings. All the
institutions and the officers responsible for cortthg bankruptcy proceedings are
involved in composition. The proposals of the del not go directly to creditors but is
submitted to the commissioner who takes the adefcthe trustees and the creditors’
committee and has to be satisfied that the propdsale merit before he communicates
them to the creditors. If the proposals are accepyethe creditors. it is submitted to the
court for confirmation, even after confirmationetbommissioner, the trustees and the

creditors’ committee supervise the carrying outhef terms of the composition.

Since the suspension of the proceeding presuppgbseemoval of the insolvency, the
argument continues, it is implicit that the ternigh®e composition be such as to enable
the debtor to fulfill his new obligations; thatwath regard to the percentage of the debts
payable, the debtor should not be insolvent. Anatyzhe intention of the parties, it is
said, it can be seen that they want settlemenebfsdoutside bankruptcy proceedings and

therefore they want to suspend the bankruptcy ediogs, for the suspension of
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bankruptcy proceedings, elimination of insolvensynecessary thus the parties reduce
the obligations and /or improve the terms of payinterenable the debtor to fulfill his
obligation .The solvency of the debtor with respechis new obligations may be what
obtains in fact in the case of composition. But éleve argument does not answer the
guestion why the debtor should be allowed a redoatif his obligation and suggest that
the mere elimination of insolvency by a reductidrobligations justifies the suspension
of bankruptcy proceedings. The mere eliminatiomeblvency does not, I think, justify
the suspension of bankruptcy proceedings. For ebartipe debtor and his creditors may
work out a plan that would enable the debtor to lpiaydebts but the court may refuse to
confirm such a plan on the ground of Public interéalthough the decision of the
creditors to accept a proposal for composition psta them, the court can refuse to
confirm a composition in order to protect the ietdrof future creditors taking into
account the past performance of the debtor.)in saicbase composition cannot be
obtained inspire of the agreement of the creditord the actual solvency of the debtor
with respect to his new reduced obligations. Thigwss that the settlement of debts is a
means of obtaining a composition and thus suspensidoankruptcy proceedings. In
other words, the settlement of debts is a pre-ggguior the suspension of the effects of

bankruptcy.

The position of the prevalent opinion in Italy miag explained by the fact that in Italy
the court does not consider whether the composiotontrary to public interest; the
court only considers whether composition has beamiedd out in the prescribed
procedure and whether the prescribed majoritiese Hasen obtained. The judgment
confirming the composition is a judgment of pureeatainment. It is different under
Ethiopian law which only deserving debtors whoifuffrescribed conditions are granted

compositions.

It can, therefore, be said that, under Ethiopiam, e object underlying composition,
speaking strictly in terms of the obligations oé tharties, is the settlement of debts. But
speaking from the stand point of the policy of i, the object is the suspension of the

effects of bankruptcy which is a benefit to the tdebvho is restored to the management
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of his estate and is given chance to start afrésis may also benefit the creditors
because they may get something earlier than theydaget if bankruptcy was carried to

its conclusion.

6.1.3.2 Is a composition a contract or sentence?

According to dominant opinion in Italy, the mostgartant element in a composition is
the agreement of the debtor and the creditors. Wlwg to another current opinion, it is
the confirmation by the court that is the ordettle# judicial authorities. While the first
school of thought does not deny the procedural elsnto be found in compositions and
only attributes to them a secondary position, tleeosd school of thought sees
composition as entirely a judicial disposition. Tipeoposal by the debtor for a
composition is considered an application whichadtrces the court into the picture, the
agreement of the majority of creditors is a prergitpifor the measure to be taken by the
court and is considered consultative in nature.sTaverything would depend on the
decision of the court; that is confirmation. | thithat the agreement of the creditors (i.e.
approval of the proposals of composition and comdiion by the court are
complementary and inseparable, because in the aébds#rone of them composition is
impossible. However, it can be said that confiroratby the court is more important
because confirmation may be refused despite thethat the proposal for composition

are accepted by the creditors,

If the judicial disposition theory is to be maimtad, the prevalent opinion in Italy says, a
composition has to be considered as a power gvémetjudiciary to adversely affect the
rights of creditors in order to suspend the effeftthe bankruptcy. The power given to
the judicial authority to sacrifice the private hitg of creditors is contradictory to the
institutional function of the courts in bankrupteyhich is in fact to safeguard and realize
the interests of creditors. It is true that gerlgrgpeaking the function of the courts in
bankruptcy is to safeguard and realize the intere$tcreditor. But, in the case of

compositions, the function of the court is not tedi to the protection of creditors’

interest. It has also importance to see to it thatdeserving bankrupt debtor should be
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given a chance to start afresh, provided that givive bankrupt debtor such a chance is

not contrary to the public interest.

Furthermore, the language use in composition pi@vwsscorresponds with those used in
contracts. The ‘proposal’ of the debtor is ‘nietf to the creditors who ‘approve’ or
‘reject’ the same. The prevalent opinion in Italjeduces from this that the law assumes
the composition concluded before the decision efdburt because the court is limited to
‘confirming’ compositions. This implies that thewo is only involved in making sure
that the composition is made according to the [&he same words are used in the
provisions regulating compositions in Ethiopian lhut the use of these word does not
warrant the conclusion that a composition is a reatt One of the essential
characteristics of contracts, freedom of contractabsent in compositions because the
court may effuse confirmation by saying that itdsntrary to public interest. The
completion of compositions is not left up to thdlwaf the debtor and the creditors.
Furthermore, even if a composition is not fountéocontrary to public interest, the court
may still refuse confirmation by saying that itdsntrary to the creditor’s interest, for
example, where it considers the guarantees proviedhe debtor insufficient. The
proposals for composition are not directly offetedhe creditors. They have first to be
sent to the commissioner who take the advice of ttistees and the creditors’
committees and notifies the proposal when he censithem to have merit. The court in
confirming a composition does not only considervbtes of the creditors but has to take
into account the report of the commissioner andré®mmendation on the proposed
composition, the recommendation of the trusteestia@dreditor committee. Finally, the
court delivers judgment of confirmation. Thus, #&ncbe said that composition is

essentially judicial disposition.

The argument of the dominant opinion in Italy coo@s, since generally the duty of the
bankruptcy court is the protection and realizatdrthe creditors’ interests, the exercise
of the power of the court in extinguishing the pter rights of some of the creditors
without their consent cannot be explained by theoith of judicial disposition. It has

already been stated that in the case of compnsitm function of the court is not limited
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to the protection of creditors interest. Seconthig, court does not extinguish the rights of
some of the creditors without their consent. Butywa composition should be binding on
those who opposed it. It is not unusual that théoritg decision be binding on the
minority. The point of contention is on what bassthe decision of the majority of
creditors made binding on the minority. This canhetexplained by the fact that the
creditors are constituted in a universality of d@d because the universality of creditors
is created so that the estate of the debtor magxbeuted in concert and thus limited to
the liquidation of assets. But the creditors hame oommon quality, which is the fact
that the debtor has an obligation towards themth@nbasis of this common quality or
feature the law gives them the faculty to dispokstheir rights on the basis of majority
vote. The situation is similar to that of sharedeot in a company. They are grouped
together on the basis of their common featureithtéteir ownership of shares and decide
on the companies affairs by majority vote. Thus lte to resolve conflicts that may
arise amongst the creditors has created an assoc@tcreditors and they resolve any
conflicts among themselves by a majority vote. ghevity of this solution is tempered
by requiring a high prescribed majority and introithg the control of the court through

the judgment of confirmation.

| think proceedings in composition are in the nataf a judicial disposition. The law
tries to strike a balance between the interesboiesy in saving the bankrupt debtor from
the effects of bankruptcy and its interest in pebtey the creditors’ right to satisfaction in
full. The creditors are given the right to decida the basis of majority vote) where to
strike the balance between their rights and thietsigf the debtor, since it is their rights
that are immediately affected; but such a decissofinal. The law gives the power to
dispose of the matter to the court, not only bysidering the immediate rights of the
creditors but by taking into account the intereSthe public at large. Thus, even an
unanimous vote of the creditors although it mayhilghly persuasive, is not binding on
the courting and its decision to confirm the conif@s. Since the final determination

rests with the court the judicial disposition ismmanportant.

Page | 178



6.1.4 The initiation for composition

Who can offer proposals for composition? Any peratdmo has been declared bankrupt
may submit a proposal of composition to the comioies. The initiation for

composition has to come from the bankrupt persdre [Aw requires him to present a
proposal to that effect. Otherwise, neither thergdhe trustees nor the commissioner can

initiate a composition.

There are no conditions for the admissibility o fhroposal of composition such as that
which obtains in the case of schemes of arrangemeptoposal for a composition by a
bankrupt firm is made by its legal representative.the case of general or limited
partnership, the proposal and the term of the caitipo must be approved by the
partners representing an absolute majority of tyatal. In the case of share companies
and private limited companies, proposals for a amsitpn is approved by an

extraordinary general meeting unless such appiedglegated to the directors.

6.1.5 Time of proposal

As to when and what conditions should be fulfill¢éde law has regulated such issues
under article 10810f the Commercial Code of Ethaofiine proposal for composition has
to be made not any time, but after the expiry efgleriod specified under Article 1046 of
the commercial code. This implies that one who p@esent a proposal for composition
should be a person who has already been declarddupd. In other words, before his
bankruptcy is declared and the creditors’ preseabfp no one can legally present a
proposal for composition. Even if he presents, sucposal would not be valid because
it is premature. As per Article 1046 of the Comnm@r€ode, there is eight-day period
within which a person who is not satisfied with theentory of debts after proof could
present claim to the court. The inventory of delibi be prepared after the verification of
debts is made in the presence of the bankrupt peideerefore, the bankrupt person
could not make a proposal for composition before ¢kpiry of the eight days period

within which a claim could be presented. Here tiheai seems that if the proposal is
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presented before the eight days period, the invgrab debts would not be final. The

creditors who were rejected could be accepted dfterclaim is presented. In other
words, this time limit has been set because bytithe it expires most of the creditors
would have proved their debts or lodged their ctaif proposal for composition cannot
be accepted after the closures of the bankruptogegedings. This is for the obvious
reason that suspension of the effects of bankruftgyoperation of law and is

unnecessary in the closure of the bankruptcy. Wtiexee is no further claim against the
estate. The reason for the closure of bankruptoggadings is the insufficiency of assets,
the universality of creditors are restored to thaglividual rights to claim from the

debtor. Thus, there can be no composition. Propdsalcomposition can therefore, be

submitted anytime before the bankruptcy proceedamg<losed.

The composition is to be proposed as regards #ditors of the bankrupt person. As all
the creditors are known because they have presémedoroof, the composition is to be
agreed up on by the creditors. It is a kind of niegjon between the bankrupt person and

the creditors. The proposal has to be submittéde@ommissioner.

6.1.6 The contain of composition proposal

The proposal for compositionsincontain:
a) The percentage offered to the unsecured creditors;
b) The period of time required for payment; and
c) A description of the guarantees offered for thenpat of debts, costs and

remuneration of trustees.

First of all, the composition should clearly indiedhe percentage offered to unsecured
creditors. The percentage to be offered by the adeist not prescribed by law. The
composition has, however, to be in the interestreflitors. For the composition to be in
the interest of creditors, the percentage offeraslto be more than what the creditors
would get through a liquidation of assets in bapkey or even if it is not more the

creditors should get something earlier than whay thrould get through a liquidation in
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bankruptcy. In short, it has to be seen that tleeitors do not suffer any substantial
prejudice in their rights. It is obvious that thectsion that a proposal prejudices in their
rights. It is obvious, that the decision that apm®al for composition will be in the

interest of the creditors is necessarily approxanag¢cause the amount recoverable in
liquidation of assets can be determined only hygathlly. Composition may also

involve a total or partial surrender of assets tredcourt has to determine whether such
surrender is in the interest of the creditors. Tbert is not likely to interfere on the basis
of the percentage offered because it is up totbeitors to accept the percentage offered.
If the debtor plans to ray eighty percent of thanl of each of the creditors, he has to
indicate that in the proposal. Here what we havedi® is that as far as the bankruptcy
proceeding is concerned, the creditors are notaegeao get hundred percent of their
claim. As the debtor is declared bankrupt becauses$sets are less than his liability,
none of the unsecured creditors could get hundexdept of this claim. In order to

enable the creditors calculate their advantagemparison with what they would get if

the bankruptcy proceeding continues, the percentageportant. As regards secured
creditors, the law does not bother because theg hawertain property in their hands,
either movable or immovable, belonging to the bapkrperson. Therefore, the

percentage is to be offered for the unsecured tomsdi

The second important thing to be included in th@ppsed composition is guarantee. The
mere fact that the debtor has proposed to paytaicgrercentage of the claim of each of
the unsecured creditors could not suffice. Themrikhbe guarantee to the effect that the
debtor would comply with the commitments. In theetice of assurance, the debtor may
fail to comply with his commitments and then entdéo dispute later. To avoid such a
situation, the bankrupt person has to indicategin@rantee to the effect that he would
discharge the payment of debts to the creditogalleosts and the remuneration of the
trustees. In the absence of sufficient guarantéleabeffect, the proposal for composition
would not be accepted. Guarantee makes greatee bens as the creditors deal with a
bankrupt person. Guarantees be given by theodebtespect of all his debts. It is not
enough to indicate the guarantees offered, theg h@abe described in detail in order to

enable the court to evaluate such guarantees. Jdramgtees may consist of any means of
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assuring that the obligations of the debtor under ¢omposition will be fulfilled,
including pledge, mortgage and suretyship. The gage in favour of the creditors on
the debtor’'s immovable property or on his busings®t affected by the confirmation of
the composition unless it is provided in the conmpms Thus there is already some
guarantee for the performance of the composititve debtor may be required to furnish
further guarantees where these are not consideleguate. The court may be stricter on
the provision of guarantees because it has to malethat whatever percentage agreed
between the debtor and the creditor has to be paid.

The third thing to be contained in the proposat@mposition is the time within which
the proposed percentage is to be paid. The pefitohe required for payment is also not
prescribed by law and the only provision againhet tit has to be in the interest of the
creditors. The period of time may be limited to odate or may allow payment
installments. The period of time required for pawmné fixed with respect to the
unsecured creditors and does not apply to the patywfeprivileged creditors and the
expenses of the procedure. If the bankrupt persamspgo accomplish payment of the
offered percentage within one year or six month#ogethis has to be clearly indicated
in the proposal. It seems proper to fix the pemothin which the debtor could comply
with the proposal. If it left open, the debtor wabdiil to discharge his commitment once
he got the bankruptcy proceedings interruptedmétis not indicated, it is like a contract
with no definite time of performance, which is velijficult. In addition to that indicating
the period would help the creditors decide to acoepeject the proposal by comparing it
with the final outcome of the bankruptcy proceedindf the proceeding could be
accomplished within a short period of time and pineposed composition would take

longer time, the creditors may opt for the bankeypgiroceeding.

6.1.7 Presenting the proposal to the creditor comrttee

Assume that the proposal for the composition isgmeed to the commissioner fulfilling
all the requirements. The next question is as tatuwshto be done by the commissioner.

After receiving the proposal, what the commissicsteall do is to demand advice of the
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trustees and the creditors’ committee. The mairsaeawhy the law requires the

commissioner to consult the trustees and the amesdicommittee is to balance the

interest of the creditors. The trustees repredenicteditors because the universality of
creditors is to be represented by them. The credimommittee also stands for the

interest of the creditors. Therefore, where the missioner consults these bodies, the
interest of the creditors is more protected. A@tensulting the trustees and the creditors’
committee, the commissioner is responsible to ypdhe creditors that a proposal for

composition is presented. However, he has to aghatehe composition proposed has
merit in it. There is no standard provided by thw.lIt seems left to the discretion of the
commissioner. What is considered to be with megitld be taken as valid proposal and
if the commissioner thinks that there is no mahen the proposal is to be set aside
before nothing is notified to the creditors.

Article 1082 (2) provides that,” “where (the comsiaer) considers the proposal has
merit, he shall cause the creditors to be notifidthus, a proposal for composition is

subject to an examination by the commissioner wédterthines whether the proposal has
merit. The commissioner can properly appraise ttvatsoon of the bankrupt's estate and

the debtor’s capacity to perform the obligationslema composition since he deals with
the bankrupt’'s estate. Furthermore, he takes thie@df the trustees and the creditors’
committee. A determination by the commissioner thatcomposition proposal does not
merit consideration saves time by foreclosing tkedto go through the procedures

involved in compositions when the final result webble non-confirmation.

One can simply guess as to what could be consideredder to decide whether the
proposed composition has merit in it or not. Thedgck could be the interest of the
creditors. Where the commissioner finds that, offilifuent of the composition, the

creditors would benefit more than that f the bapkey proceedings, and then he could
decide that the composition has merit in it. Buevehthe commissioner finds that what is
proposed, i.e. the percentage offered to unseawrestitors, the period of payment, and
the guarantee produced is not satisfactory, thengesioner could say that there is no

merit in it. For example, assume that the bankpgpson has proposed 75% of the claim
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of each of the creditors to be paid within two yeadte has produced guarantee which is
not satisfactory. On the other hand the creditoesexpecting payment of 85% of their
claim. The bankruptcy proceeding could be accorptswithin three months. In this
case, it is not advantageous for the creditorisdfdomposition is accepted. Therefore the

commissioner has good reason to decide that thpopeal composition has no merit in it.

A debtor may appeal to the court against a decibipithe commissioner because any
interested party may apply to set aside the ordéra commissioner. The court may
affirm or reverse the commissioner’s decision. Hesve even if the court affirms the
decision of the commissioner, | think, it would r@ve the effect of barring the debtor
from making another proposal taking into accourtdhjections of the commissioner and
the court. It is provided that a debtor can mak@aposal at any time and there is no
provision in the law which prohibits a debtor froamaking a second improved and more
meritorious proposal for a composition.

If the commissioner considers the proposal hastmiee causes the creditors to be
notified. Notification is made by the registrar thle court who sends each creditor a
registered letter. If notifying the creditors idfdult or impractical, the court may order
the proposal to publish in a newspaper empowergulidish legal notices. In doing so,
the court has to hear the trustees and public pubses.

In addition to the proposals made by the bankrti, notification has to refer to the
recommendation of the trustees and the creditarsratiee together with a report by the
trustees showing the state of the bankruptcy painge and what has been completed.
This all enables the creditors to decide whetheadcept the proposed composition or
not. The notification fixes a time limit of not Eghan twenty days and not more than
thirty days within which the dissenting creditorayfile with the registry their refusal to
accept the proposed composition.
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6.1.8 Voting

The reasons why the creditors are to be notifieéd enable them participate in the voting
in favor or against the composition proposed. Wiuietditors are to vote; the secured or

unsecured or both?

First of all it is only the creditors who are dwdgmitted that can vote in relation to the
composition. Creditors who are duly admitted am@séhwhose claim has been accepted
and confirmed in the presence of the bankrupt peegothe stage of proof. In other
words, creditors whose claim has been rejecteleastiage or proof could not vote. The
proof of creditors could be rejected because isduo# satisfy the required standard and
convince the bankrupt person. However, creditoroosghclaim has been rejected
temporarily or admitted with reservation could alste in the proposed composition. As
per the provisions of Article 1049 of the Commelr€ade, the claim of some creditors
could be provisionally admitted. Those whose clarrovisionally admitted or admitted

with reservation, shall have equal right with thedese claim is duly admitted.

Under article 1084(1) it is said “.... The claimsaséditors who do not take part in the
voting shall not be taken into account in calculgtihe majority.” Thus, for the purposes
of the composition the number of creditors anddhwunt they represent is that which
obtains the deadline fixed in article 1082(5).

6.1.9. Secured Creditors

The law is not much concerned with the secureditonesd As far as the secured creditors
are concerned, they have some kind of property Wigm belonging to the bankrupt
person. As they are holding a certain kind of progpemovable or immovable, they

would be careless whether the composition is agat@r not. As they could satisfy their
claims from the proceeds of sale of the propergytare holding, in most cases, it would

make no sense to them whether the compositiongsoaed or not. That seems why the
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law under sub-article (3) of the above-cited Agigrovides that the creditors enjoying

special securities could not participate in voting.

Only unsecured creditors can vote for a proposatdmposition. The creditors who have
securities cannot vote unless they give up thesrantees. Such a renunciation reduces
them to the states of unsecured creditors. In tlewigions governing schemes of
arrangement, partial renunciation of security oflestst one third of the full debt is
possible. There is no similar provision in the cagipon provisions; the conclusion must
be that partial renunciation of securities is naggble in the case of compositions. There
is no special procedure for the renunciation ofusées. | think, a vote for the
composition would amount to a renunciation of seies: Compositions do not affect
secured creditors therefore, they need not votéhermproposals, if they vote, however,
their vote can be interpreted only as an impliedireiation of security. The renunciation
of the securities becomes operative subject to ghecessful conclusion of the
composition because renunciation ceases to haeeteffhere the composition is not

finalized or is not ratified or is revoked or wittagvn.

That is to say that the creditor regains his pasidbf secured creditors in relation to the
property he held in the form of security. If he halseady delivered the properties
produced in the form of security, he can take itkbaNhere he is still holding the

property, he can retain it. In fact, there is clamg status. In the times between his
waiver of the right of security and the failuretbé composition, he holds it as a person
who simply keeps the property of another persomaut having a legal right in relation

to the same property. But where he regains hig ngkecured creditors, the basis of the

right is going to be legal.

6.1.10 Relatives of the bankrupt person

Not all the original unsecured creditors or all tneditors who renounce their guarantees
can vote; the spouse of the debtor, his relativesdmsanguinity or an affinity to the

fourth degree inclusive and parties who have becassgnees of purchasers with
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respect to the person mentioned within one yedéineftleclaration of bankruptcy. This is
a reflection of the saying “blood is thicker thaater.”

The idea behind such restriction seems that siheset persons are relatives to the
bankrupt person, it is not presumed that they woeldair and free from bias. They, most
probably, incline towards the bankrupt person aravqke the other creditors to accept
the proposed composition. Especially, where suchops are forming the majority of the
creditors, the composition would most probably ppraved. Normally, one can simply
guess what would the stand of the spouse of thkrbpnperson or a relative of him be.
The spouse’s and relatives’ personal loyaltiehiéodebtor may override their interests as
creditors. This would especially be true in Etheopihere personal relationships are  still
very strong. The effect of such personal loyaltguspected to such an extent that even
the persons who acquire rights from the debtotatikes within one year are not allowed
to vote because of the possible influence theivelstmight have on those who acquire
from them rights within one year of bankruptcy. Muotly the spouse or relative of the
bankrupt person, but also persons who acquiregha fiom the spouse or relative of the
debtor could not be allowed to vote. Those who aiedua right within a period of one

year are not presumed to be free from the influerdeeir transferor.

6.1.11 Rights acquired after Adjudication of bankriptcy

What if a creditor has acquired his right just aftee date of adjudication of bankruptcy?
One of the cardinal principles is that it is onights acquired before the declaration of
bankruptcy of the debtor that are to be respedtiatess it is in few exceptional cases, all
rights acquired before adjudication of bankruptoy te be respected and the creditor can
claim them. But, if the right is acquired after Buadjudication, it would not be valid, in
principle. Accordingly, a person who has acquiredyht after the date of adjudication of
bankruptcy of the debtor could not participate hie woting. As his right is not to be
respected, he should not be given the right taqiaate in the voting of the proposed
composition.
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6.1.12 Approval of the proposals of composition bghe creditors

In the case of compositions there is no requirerttaaita meeting of creditors, where the
proposals are discussed and voted on, be heldths icase of schemes of arrangement.
After notification by the commissioner, the creditavho oppose the proposal have to
notify such opposition within the time specified tye commission or when he sent them
notice of the proposals. Creditors who do not gotitheir dissent within the prescribed
time limit are deemed to agree with the proposgilence has been made equivalent to an
expression of agreement silence does not usualbuaito acceptance, however, this
provision may be explained by the fact that onjyr@posal considered to have merit by
the commissioner is notified to the creditors, anchigh majority is prescribed for
approval, even then the court may refuse confimnatthere it is not in the interest of the

creditors. Therefore, the creditors are not likelype prejudiced by the provision.

A specific vote of approval is not necessary in tase of unsecured creditors, since
silence amounts to approval. In the case of secureditors a vote of opposition would
be unnecessary. This is because, a compositionmoegfect the secured creditors and it
would be hard to imagine a secured creditor reniognhis security in order to vote
against a composition. If a secured creditor damsvote against a proposal he is not
affected, and has debt is satisfied in full. Butefvotes against a proposal of composition
and it is approved despite his vote, he risks agtah of the debts payable to him. A
vote approving the composition would amount to rplied renunciation of privilege.
But what happens if the secured creditors commtmita the commissioner that they
renounce their privilege but do not include thestes In such case, their silence should
also be deemed to amount to an agreement. Thetiesgamt is that they renounce their
privileges. Once they renounce their privilegesythre not different from the unsecured
creditors. The provision that silence amounts fareyal of the composition should apply
to them also.
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6.1.13 Approval of the composition

Article 1084 of the code concerned with approvatomposition. As per sub-article (1)
of the above cited Atrticle, in order for the comifios to be approved, it has to be
accepted by two-third of the creditors representwgrthird of the debts of the bankrupt
person. In other words, it is not simple majoritgttis required. A kind of fifty plus one

majority does not work. There should be substantibrity approval of the creditors.

A double majority of two thirds in humber of cremiit and two thirds in amount in the
amount of debts is required for the approval ofoangosition. These majorities are
calculated as soon as the time limit fixed in %etit082 (5) lapses. The votes of the
creditors opposing the proposal for composition ahthe privileged creditors who have
given up their securities would have been recoidetie minutes as provided in article
1083 (1), the votes of those creditors approvirggdioposal for composition would also
be recorded in the minutes if they gave expressoapp (but express approval as we

have seen above is not necessary).

The calculation of the majorities would be madetliiy commissioner, although this is
not directly indicated in the composition provissont must be the commissioner who
must handle this function also since all procediefsre confirmation are dealt by him.
He is also given the power to supervise and de#h wany matters concerning the
bankrupt estate. The calculation of the requiregbritees is simple. The commissioner
determines the number of creditors who have th# tgvote under article 1083 (2) and
those secured creditors who have given up theiragiees and calculates the total
amount of the debts. Then, he counts the numbkavofable votes (express and implied)
and calculate the debt they represent to find cétier the required majorities are

present.

What happens if in calculating the prescribed migs' only one of the majorities is
obtained? In France:
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“in case the bankrupt has only obtained one ofntlagorities, the law assumes
that, as the propositions of the bankrupt haveadlyebeen accepted by one of
the two minorities, a complete understanding witblg@ably be arrived at
between the creditors and the bankrupt at a futueeting, especially if the
bankrupt retains the option of modifying, duringsthnterval, his original

propositions. The meeting may, in such case, beuadgd for a week ....”

There is no provision in Ethiopian bankruptcy lawieh allows such a procedure. Where
both majorities are not obtained, the proposal domposition would have to be
considered rejected. The debtor can perhaps makigicadions and improvement after
such rejection since there is nothing to prevedelator form making a second proposal
for composition. But this would involve going thigiuthe procedures all over again. The
court may provisionally admit the claim of some diters. Where the court comes to
decide later on debts contested or claims provédipradmitted, that may bring about
difference in the number of the creditors. The tjoasis whether such difference shall
have impact on the approved composition. The laaviges that such difference
resulting from subsequent decisions that bring almhange in the number of the
creditors would have no impact on the compositippraved. In other words, creditors
subsequently admitted would have no right of votasgthose creditors who failed to
present their dissatisfaction with the proposed masition within a maximum of thirty
days. As far as creditors who failed to presentrtludjection on the proposed
composition within the period provided by the lawe aconcerned, they are to be
considered to have agreed to the proposed compasithey form part of the creditors

who voted in favor of the composition.

6.1.14 Set aside confirmed composition

After the approval of the proposals for compositity the creditors any interested party
may apply to the court for confirmation of the campions. Interested parties in this
case would be the creditors or the debtor. Thetfadt the composition is approved by

the creditors does not mean that it is approvedvir it could be set aside if there is
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sufficient ground to that effect. The court couither confirm the approved composition
or set it aside. This indicates that even if theditors agree that composition is better
than bankruptcy, the court, by taking into accodifferent factors, may set aside the
composition. The court sets aside or confirms tphpr@aed composition where an
application to that effect is made. The court degidn confirmation within eight days of
the vote approving the proposal for composition ager the expiry of the period for
application to set aside the composition. As percher 1085 of the Commercial Code, it
is only creditors who were entitled to vote or whave been accepted as creditors,
subsequently that can apply to set aside the catiguosAny one of these category of
creditors can apply to set aside the compositiggrayed by the two-third of creditors
holding two-third of the debts. Have you noted hérat the struggle between the
creditor? On the one hand those holding two-tbirthe debts have voted and approved
the proposed composition, and on the other hansetlwho are not satisfied with the

composition apply to set aside the approved corntiposi

Application to set aside to be effective has tontede within eight days of the vote
approving the composition; has to be notified te tkebtor and the trustees and has to
specify the reasons therefore. It can be seemtitainly those who opposed the proposal
but also those who approved it may oppose the oafion of the composition. The law
requires that those who oppose the confirmatiothefcomposition specify the grounds
for their opposition. Such grounds must be thoswiged by law i.e reasons that would
prevent the confirmation of the composition, elgttthe required majority has not been
obtained, or that proper procedure, such a notificato all creditors has not been

followed, there are not enough guarantees etc.

Article 1087 provides that, “the court shall noméon the composition: a) Where the
provisions of the preceding articles have not beemplied with; or b) Where
confirmation of the composition is contrary to pabinterest or the interest of the

creditors.”
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Under article 1087 (a) the court has to examinetindrel) the provision relating to the
proposal for composition have been satisfied &) pinovision under article 1082 (1) have
been satisfied. The above consists of the dutyhefcourt of ascertaining whether the

provisions of the law have been fulfilled.

6.1.15 Ground to reject the confirmation

Pursuant to article 1087 of the commercial code,standard by which the court could
reject to confirm the proposed composition is nabjsctive. There are requirements
fixed by law on the basis of which the court regettte composition. As per Atrticle, of
the Commercial Code, there are two important greumd the basis of which the court
could automatically reject the confirmation of theoposed composition. First of all
where the provisions of the law preceding Article871 are not complied with the
confirmation the composition is to be rejected. Véhie proposed composition does not
fulfill the requirements of percentage offered, dimf payment and guarantee; or where
the proposed composition is not properly notifiedthie creditors; where the creditors
have not voted in accordance with the law; or wheee proposed composition is not
approved by the creditors in accordance with thguirements of the law, the court
automatically rejects confirmation of the compasiti Failure to comply with only one of
the above listed requirements suffices for the tctmureject confirmation. Therefore, one
could not claim confirmation because one or moréhege requirements is fulfilled. All

the requirements have to be fulfilled as is requlvg the law.

The court’s role however, is not limited the legalof the procedure. It also has to
consider the merits of the proposals for compasitibhe second ground on which the
court could reflect to information of the compasitiis where it finds such confirmation
to be contrary to public interest or to the intéresthe creditors. The court stands to
protect public interest in accordance with the |&8. it is one of the organs of the
government that stand to represent public interesteems logical that the court is
allowed to reject confirmation of the compositiomere such composition contradicts

with public interest. The same is true where thmmosition is contrary to the interest of
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the creditors. However, the standard to identifyetiler the composition is contrary to
public interest or interest of the creditors isjsabive. The law does not list down the
criteria to measure whether the composition is reoptto the interest of the public or the
creditors. As a result, it is left to the courtdecide whether a given composition is

against the interests of the public or the creditor

Under public interest, the court would have to datee whether it would be appropriate
to return the debtor to the business world, it wWidudve to take into account the causes of
the debtor bankruptcy, the degree of his errérjudgment, whether the debtor was
involved in speculation or had excessive loansaetd,taking into account the bankrupt’s

conduct during the proceeding determine his honesty

It can be said that, public interest consistswad elements, the cause of the debtor’s
bankruptcy and the bankrupt debtor’'s honesty. WHetsor is convicted of intentionally
disposing of his assets to the prejudice of hiditwes, “(a) either materially, whether by
the assigning or by destroying, damaging, depriegabr rendering useless certain
property forming a part of such assets; or (b)itiasly, whether by removing or
concealing property, by relying on or recognizimgnsexistence debts or claims or by
inciting a third person to make fictitious claings, in any other manner pretending that
his estate is less than it is in fact, in particlp means of incorrect accounting, falsified
correspondence or a false balance sheet,” the agitigqn is revoked as provided in
article 1091 (2). If a conviction for fraudulentrauptcy causes the revocation of a
confirmed composition, there is even more reasaonnfit confirming a proposal for
composition by a debtor who has been convictedafdulent bankruptcy or who has
performed acts constituting the offence of the drdent bankruptcy. Secondly “A debtor
who has caused his own insolvency or who has agtgdvt by acting with culpable lack
of foresight, whether by failing to keep proper k®oaccounts, by incurring excessive
expenditures or by hazardous speculatidris.. punishable under article 681 (1) of the
penal code. Article 681 (1) has been included m plenal code to protect the public
interest. The bankruptcy court may therefore apihlg same criteria in effusing

confirmation. The court may also consider underlipuhterest whether the debtor had
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any previous composition and generally determvhether the debtor deserves to be
allowed to settle his debts in a composition;tiilsiprovided that the court has to refuse
confirmation is not in the interest of the credstalt is to be noted that the composition is
approved by a high majority of creditors; such ghhmnajority is not likely to vote against
its interests. However, majorities are not alwaghtrand the court has to consider the
circumstances under which payment of the agreeteptage is to be made, the adequacy
of the guarantees offered, the capacity of theatetot meet his obligations, in short the
court should not confirm a composition when it disuibts proper execution. Finally the

court has to check that the privileged creditoesrat prejudiced by the composition.

Where an application to set aside the composites leen made, the court decides on
the application to set aside and on the applicaftwrconfirmation of the composition
simultaneously. The court has only two optionscemfirm the composition or refuse

confirmation. The court cannot alter or improvetba proposals for composition.

6.1.16 Confirmation of composition

As regards the application to confirm the compositit could be made by any interested
party. It could be the creditors who are duly ateditor those whose claim is rejected.
Even the creditors whose claim is rejected couldyapf they are so interested. In cases
where there is an application to set aside as wasellapplication to confirm the

composition, the court is to pass decision simelarsly. In such cases, the court can
analyze the reasons presented by the applicarits\valsy the composition should be set
aside or confirmed. However, in all cases, the tchas to take into account the report of
the commissioner and his recommendations on theopeal composition, the report of
the trustees, the observations of parties joindllé with the debtor, if any. Where the
court finds sufficient reasons to set aside thepmsition, it shall make an order to the
effect that the composition be revoked and suclerosthall be effective as regards all

concerned parties.

Page | 194



6.1.17 Follow up after confirmation

Pursuant to article 1088 of the commercial codeerelthe court has confirmed the
proposed composition, the responsibility to folleyy implementation of the proposal
falls upon the commissioner, the trustees, anctlditors committee. The yardstick by
which these persons supervise the implementatidineijudgment made by the court to
the effect of confirmation. The court is expectedjive details as to how the composition
should be practical. As per such details, the ¢rsstthe creditors’ committee, and the

commissioner are to supervise and ensure the ngroyit of the composition.

6.1.18 Provisions for the execution of the composih

Under article 1088 (1) “after confirmation, the awmissioner, the trustees and the
creditors’ committee shall ensure the carrying authe composition in accordance with
the detailed instructions contained in the judgnmemtfirming the composition.” In the
judgment confirming the composition, the court wbuletermine the procedures of
payment. For example, whether payment would be nd@@etly to the creditors or by
depositing the money in a bank after which thetémigpays the creditors as would have
been done if bankruptcy proceeded. The court atabkshes how the carrying out of the
terms of composition is to be supervised. Sincestispension of bankruptcy is subject to
the provisions of article 1088 and since articl83 @rovides that the commissioner, the
trustee and the creditors committee shall supethisg@erformance of composition, these
organs of bankruptcy are allowed to survive with @ some of their power in
bankruptcy, depend on what is provided in the juelgirconfirming the composition.
Thus the sale of the debtor's immovable may be emibjo the permission of the
commissioner, the trustee may be authorized to siefite proceeds of the sales of the
debtor’'s property and the creditors committee mayabthorized at any time to require
information on the state of execution of the conipws and on the position of receipts
and payments. The debtor may also be requiredrisutiothe creditors committee with

regard to legal proceedings.
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There are no appeals against the decision of the confirming the composition. An

application to set aside may be made to the cobithwconfirmed the composition. The
grounds for such an application is limited to frdadnded on either on a concealment of
assets or overstatement of liabilities and sucla@plication cannot be made five years
after the discovery of the fraud. Thus, the condition is final unless fraud can be

shown.

6.1.19 The effects of composition.

6.1.19.1 Effects of confirmation on bankruptcy proeedings

The effect to result from the confirmation of thengposition is suspension of the effects
of the bankruptcy proceedings. As per Article 1080 the commercial code, the
composition is an alternative to the bankruptcycpaaling. It is a means by which the
bankrupt person is allowed to get rid of the ba@a$ of the bankruptcy proceedings.
However, what you have to note here is that thetfeat the composition is confirmed

does not mean that the bankruptcy proceeding ctoress end.

That is why the law provides for suspension ofdffects of the bankruptcy proceedings
rather than termination of the bankruptcy procegsliirticle 1090 (1) Provides, “After
confirmation the effects of the bankruptcy shalsbepended, subject to the provisions of
Article 1022 and 1088.” Thus the effects of bankcypare suspended to the extent
limited by Articles 1022 and 1088. In order to detme to what extent the effects of
bankruptcy are suspended, the effects of bankrupeg to be determined.
Adjudication in bankruptcy:
1. Deprives the bankrupt of the rights to administisr fproperty from the day on
which the bankruptcy is declared.
2. Creates in favour of the general body of creditors all present and future
immovable property to which the creditor is or nieeyentitled.
3. Matures all debts owing by the bankrupt, and degsriliis of the benefit of time

which his creditors may have given him in ordefailitate payment.
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4. Deprives the bankrupt of some of his rights e.g.caée not be a candidate for
parliament, Municipal councils or hold the officktustee.

5. Creates a universality of creditors vested witlalggersonality.

6. Entails the appointment of commissioners, truséeekthe creditors’ committee.

Not all the effects of bankruptcy are suspendedabgonfirmation of composition.
Composition restores the bankrupt to the admirtietreof his property. This is the most
important effect of the confirmation of compositioand it is the only effect of the

confirmation of composition which will always ohtai

6.1.19.2 Exception to the suspension

The suspension of the bankruptcy proceeding slaélhave effect on the prohibitions or
for features provided by law. As per the provisiaisArticle 1022 of the Commercial
Code, one of the effects of adjudication of bantecypowards the bankrupt person is the

imposition of prohibitions or forfeitures.

The loss of some rights due to adjudication in lbapicy ceases only when the bankrupt
is reinstated. This effect is not suspended bycthrdirmation of composition because
the suspension of the effects of bankruptcy is emibjo article 1022. There are no
reinstatement provisions under the Ethiopian bgstksulaw. However, payment in full

of all his debts restores the debtor to his fghts. Thus the debtor cannot be a candidate
for parliament or municipal councils or can not chdhe office of trustee until he

performs all his obligations under the composition.

The universality of creditors is dissolved by comfation of the composition because
there is no saving clause for it. The creditors mafprce their claims individually or ask
the cancellation of the composition under artidd®3 where the debtor fails to carry out

the terms of the composition.
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The suspension of the effects of bankruptcy isestttip article 1088. The commissioner,
the trustee and the creditors committee may goaoryiag all or some of their activities
in bankruptcy depending on the instructions givanthe judgment confirming the

composition.

As can be seen from the above discussion the Ilosgluts involved in bankruptcy
survives after composition. The second effect, miosly to survive but may not
depending on the judgment of confirmation, is thatcommissioner, the trustees and the
creditors committee may supervise the performariche composition. Therefore, the
fact that the bankruptcy proceeding has suspended @sult of confirmation of the
composition would not affect the supervision by thestees, the commissioner, and the
creditors’ committee. Normally, one could think thfe existence of the trustees, the
commissioner and the creditors’ committee only @hation to the existence of the
bankruptcy proceedings. Where the proceedings sdspige position of the trustees, the
commissioner and the creditors’ committee also esndp being part of the proceedings.
But as an exception to the above idea, the persom$nue to supervise the composition

though the bankruptcy proceedings are suspendetharmbmposition is confirmed.

These reflect the blame and its worthiness attacteecbankruptcy in Ethiopian
bankruptcy law. The first continues the punitivpexs of adjudication in bankruptcy
while the second shows that the law does not censite bankrupt debtor so reliable as
to leave him without some kind of supervision isrgiag out the terms of the

composition.

The confirmation of the composition is binding olh tae unsecured creditors whose
claims have arisen during the bankruptcy proceedimgus these creditors cannot claim
more than the percentage of the debts agreed isothposition. Composition, however,
does not affect the right of creditors to claimnfirgersons jointly and severally liable
with the debtor.
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6.1.19.3 Effects of conformation on persons jointlifable with the bankrupt

person

Sometimes, there could be persons who are joimtty severally liable along with the
bankrupt person. As regards such persons, thetaredian prove in the bankruptcy of all
that are jointly and severally liable in case thbkeo persons have already suspended
payments. Where the joint debtor has not suspepdguhent, the creditor can claim the
debt from both the bankrupt person and the joiriit@te An important question to be
raised is as to what happens to the right of aveslitvhose claim is secured jointly by the
debtor and other persons. The law clearly provideter sub article (3) of Article 109 of
the Commercial Code that the composition shallaffetct the right of creditors in such
cases. That is to mean the creditors whose claisedsired by the debtor and other
persons jointly can prove in all bankruptcies hié joint debtor has suspended payments
or claim from the joint debtor.

Thus after getting the agreed percentage in a ceitipo they can sue persons who are
jointly and severally liable for the balance. Itfa situations like these that creditors
enter into an arrangement with joint and sevedaddilities. But can the person with joint
liability with the debtor claim what is paid to tlceeditors from the bankrupt who is the
original debtor. Normally the person who is jointiynd severally liable with another
debtor has a claim against his co- debtor wher@dys an amount in excess of his
share. The application of these rules would nulfifgy benefit the bankrupt debtor gets in

a composition.

Composition through a total or partial surrenderas$ets is possible. The assets, thus,
surrendered are liquidated in accordance with idnedation provisions of bankruptcy.
After the surrender of assets in accordance wehtéhms of the composition, the debtor
would be restored to administration of his remagniassets if there was a partial
surrender of assets and newly acquired assetsr# thas a total surrender of assets. The
bankrupt would be reinstated to his rights immesljaafter the surrender of assets since

there would be no claim against his estate as geovin article 1117. The universality of
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creditors would survive after a composition by sader of assets because the liquidation
of assets is to be done in accordance with arlit@l and following. Since under these
articles the liquidation effected by the trustelemeans that the creditors cannot claim

their rights individually.

6.1.19.4 Effects of confirmation on mortgage

Trustees are to effect registration of mortgagehenimmovable of the bankrupt person
in the name of the bankrupt person in the namaebankrupt estate. In such cases, the
estate becomes the mortgagee and the bankrupnpeesomes the mortgage. The same

is true in relation to the mortgage of the busirdddtie bankrupt person.

The other effects of bankruptcy may survive moregagher fully or partially through the
operation of law or the provisions in the judgmeanfirming composition. As per sub
Article (2) of Article 18089 of the Commercial Cqdie fact that the composition is
confirmed would not affect the mortgage on the imaise of the debtor. Such mortgage
remains registered in the name of the bankrupteestdie same is true in relation to the
mortgage on the business of the bankrupt perstmairthe mortage remains registered in
the name of the bankrupt estate. But where thegsexpcomposition provides otherwise,
the mortgage would not remain registered in theenahthe bankrupt estate. The same is
true in relation to the mortgage on the businesghef bankrupt person in that the
mortgage remains registered in the name of therbphlestate. But where the proposed
composition provides otherwise, the mortgage wawdtlremain registered in the name
of the bankrupt estate. If the judgment confirmthg composition provides otherwise,
the trustees are responsible to register the judgmigh the competent authoress. This is

with the view to let them to get informed about figgment confirming the composition.

Thus the mortgage in favour of the creditors swsiby virtue of article 1080 (2). The
debtor in a composition is required to furnish guees for the performance of the terms
of the composition. One form of such guaranteensogtgage in favour of the creditors.

Since a mortgage in favour of creditor’s alreadisisx it is allowed to survive and this
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does not detract anything from the fact that comtjpms suspend the effects of
bankruptcy.

Depending on the terms of the composition, all slebtay be due and payable
immediately or over a period of time. Thus, theseffthat adjudication in bankruptcy has
in maturing the debts may or may not be suspendedact. However, since the
controlling factors are the terms of the compositid can be said that this effect is
suspended.

Persons on whom confirmation has no effect

There are certain creditors not to be bound by effects of confirmation of the
composition. One category of such creditors is itwesl holding security in rem which
they have not relinquished. As we have discussetitors enjoying special security
could not participate in voting related to composit But, exceptionally, such creditors
can participate in voting where they have waivegrthights in relation to the security.
Therefore, where they have not relinquished theurdégc the composition confirmed
would not bind such creditors.

The other category of creditors not bound by themaosition are those who establish
their claim during the bankruptcy proceeding. Thesalitors are those who acquire a
right after the data of adjudication of bankruptdfythe debtor. Where such creditor has
security to guarantee his claim, he could be bdynthe composition. But in case where
such creditor has no security to guarantee hisngldie composition confirmed would

not bind him. The principle is that it is only righacquired before the bankruptcy
proceedings starts that are to be respected. A aghuired subsequent to the date of
adjudication of bankruptcy would not be respected e holder of such right could not

claim validly.

It is only the two categories of creditors who wbulot be bound by the judgment

confirming the composition. Except these two catiego the other creditors are to be
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bound by the effects of the composition. Whethex bas voted in favor or against the

proposed composition, the effects are to bind aagitor except those discussed above.

Cancellation, setting aside & Grounds to set asidéonfirmation

There are instances where a composition alreadfjrewmd could be set aside. The first
instance is where there is fraud discovered afterdonfirmation. The fraud could be
either in relation to concealment of assets orstaégment of liabilities. The debtor could
conceal assets which actually are existing in hisds so that he could be considered as
bankrupt. Such is the situation of fraudulent bapkey. He could also overestimate his
liabilities that to result in his bankruptcy. Whesach fraudulent act of the bankrupt
person is disclosed, the composition already cowdit could be set aside. The applicant
to set aside the composition can be made by amjtoreand it has to be made within five
years period from the date when the fraud has Oessovered. After the lapse of the five
years period, no application could be made and efvénis made it would not be

accepted.

The mere fact that a creditor had made an appicdt set aside the composition is not
sufficient. Even if the applicant claims that thevas fraud on the part of the debtor, it
has to be provided before the court of law. Wheiis proved before the court and the
debtor is convicted of fraudulent bankruptcy, themposition confirmed shall be
revoked. As a result of revocation of the compositithe sureties produced shall be
discharged, except those who involved in the freemuact that brought about the
revocation of the composition. Here it seems ldgraischarge the securities because of
revocation of the composition. The surety relatiopsis subsidiary relationship that
depends on the main obligation, i.e., the compmsitiWWhere the composition is revoked,
the surety also comes to an end, as it could rastdsby itself. It is the rule under
guarantee contract that where the principal obbgais extinguished, the guarantee

contract also extinguishes
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The second ground on which the confirmed compasitiould be set aside is due to
failure to carry out the terms of the compositi@asically, the composition is an
obligation which the bankrupt person undertook iszloarge within the period specified
therein. Because of different reasons, the debtay rfail to comply with the
commitments included in the proposed compositionthiat case, an application to set
aside it could be presented before the court. Doetcafter receiving the application, has
to notify the guarantors that an application to aside the composition has been
presented and therefore let such guarantors bergrasthe next hearing. After hearing
the applicant and the bankrupt person, the couyt de&ide that the composition be set
aside or otherwise. It all depends on the allegagiod proof of the applicant.

The composition may be set aside where the dehtls b carry out the terms of the
composition e.g. failure to pay the agreed perggntdhis may seem a rather obvious
provision, however, it has to be noted that, thgnpent of the percentage agreed is
guaranteed. The creditors have therefore a chdipeoceeding against the guarantees or
apply to the court for cancellation. Why would tkeeditors choose to apply for
cancellation than proceed against the guaranteBsfeeding against the guarantees
involves the individual diligence of the creditardamay take time and cause delay. If the
creditors (or one of them) think that such a delauld not be less than the delay
involved in the liquidation of assets in bankruptttyey would apply for the setting aside
of the composition. Furthermore, by proceeding regjaihe guarantees, they would get
only the agreed percentage, while if they applydamcellation, they may get the whole
of their debts if they have not been paid at alth@ remaining part of their debts if part
of the agreed percentage has been paid.

A bankrupt who has been restored to the administradf his business by the

composition may contract new debts. He may be enabpay his new creditors while at
the same time performing his obligation under tbmgosition; in such a case the new
creditors who have not been paid may demand tieatdébtor be declared bankrupt. A
second declaration of bankruptcy automatically ethe composition. Where the court

finds that there is sufficient reason to set agdlte composition, it can set aside the
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confirmed composition. As a result of the settisgla of the composition, the guarantors
would not be discharged. The contract they enteréal discharge the obligations in case
the bankrupt person fails to do so. As the comjuosits set aside because of failure of
the bankrupt person to carry out the commitmentprbposed, the guarantors should be
guestionable. The creditors can have recourse stghi@ guarantor. But if the guarantors
could be discharged due to the setting aside otdmeposition, their commitment from

the very beginning has not meaning. It is as ifeéhg no guarantee at all.

The effect of setting aside of the composition

The effect of setting aside of the compositioneggards the creditors is that they have to
be restored to their previous position. The interfiee of the composition has suspended
the rights of the creditors towards the debtor Hred estate. While the composition is
going on, the creditors could not be simultaneoesiytled to enforce their claim against
the debtor, as regards the bankruptcy proceediagd, the bankrupt estate. Their
entitlement would be against the debtor persoraily the guarantor/s who undertook to
assure that the debtor discharges the commitmerttsei proposed composition. As the
bankrupts proceeding suspends, the rights of thditors against the debtor and the
bankrupt estate also suspend. But where the batckryproceeding re-opens, the

creditors shall be restored to their original reggtdwards the debtor and the estate.

It is possible that composition takes place by whgurrender of assets of the bankrupt
person. Instead of promising to pay a certain pgage of the claim of each of the
unsecured creditors, the bankrupt person may agrdbe effect of surrender of his

assets.

Pursuant to Article 1099 of the com. Co. the proced are the same to those of the
ordinary composition. Whether it is partial or icdarrender of the assets of the bankrupt
person, the procedures to be followed are the dartteose of the ordinary composition.

Therefore, the effects of composition would begsbme to the ordinary composition and

the setting aside also.
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One special procedure to be applied is liquidabbrthe assets surrendered. Once the
composition proposed to be effected by surrendasséts is confirmed, the liquidation is
to take place in accordance with the procedureficayte in relation to the bankruptcy
proceedings. As far as the rules of winding uphia tase of bankruptcy proceedings are
concerned, the properties of the bankrupt persertcabe sold and the proceeds of sale
are to be distributed among the creditors. The iol@vproperties of the debtor are to be
sold in accordance with the rules of the Civil mdere Code without the presence of the
bankrupt person. After sale, the proceeds shalldmosited in a bank account in the
name of the bankrupt estate. Note here that theepas of sale would not be deposited in
the name of the bankrupt person because he isir@oposition to manage and administer
his properties. For that matter the proceeds @f salmore belong to the bankrupt person
because he has surrendered all or part of his grepéor the purpose of composition. As
regards the immovable of the debtor, it is thet&es who should proceed to sell them
with the permission of the commissioner. This idyowhere no proceeding for the
appropriation of the immovable has taken placesuch cases, the immovable properties
should be sold within one week period from the camdtion of the composition by

surrendering the assets.

If a certain property of the bankrupt person wese included in the composition, such
property would not be affected by the compositimnother words, the creditors could
not claim to get distribution of proceeds of salesiach properties. Similarly, properties
that are acquired by the debtor after the confilomadf the composition would no more
form part of the asset surrendered. The composhiprsurrender applies only to the

properties include in the composition confirmed.

Alike the case of the ordinary composition, the position by way of surrender of assets
would not affect the rights of the creditors agaitiee persons jointly liable with the
bankrupt person. Where the joint debtor has alresathpended payments, the creditor,
besides his right in the proposed composition, mrawe in the bankruptcy of such joint

debtor. But where the joint debtor has not yet endpd payments, the creditor can claim
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from such debtor, besides his right in the proposaehposition against the principal
debtor (the bankrupt person). In short the fact tha composition is made by way of
surrender of assets would not affect the rightshef creditors against persons who are

jointly liable with the bankrupt person.

A part from the composition based on surrendersgjsés of the bankrupt persons, it is
possible that composition takes place by way ofnpanyt of a certain percentage of the
claim of each creditor. Where the creditor has itk a certain dividend, the right of
that creditor towards the debtor shall be the toi@m of such creditor minus the amount
he received due to the composition. For examplsyrae that Ato Mengistu is the
bankrupt person, who proposed a composition. Inphegposal, Mengistu disclosed that
he would be willing to pay 80% of he claim of eaxfithe unsecured creditors within ten
months period. He also proposed that he would pa&yyemonth proportionately and
produced sufficient guarantee. W/ro Ketsela was afnhe creditors who claim 20,000
Birr from the debtor. She properly proved her claind that was verified in the presence
of the debtor. After the composition was confirmath Mengistu paid for three months
as per his agreement in the composition. Accorgingl/ro Ketsela received 4,000 Birr
along with the other creditors, which is paymerttoee moths in accodance with the
composition agreement. Later the composition waaside because Ato Mengistu failed
to be up to his commitment. As a result, the cordihave to be restored to their original
right against the debotor. In the given case, asrsbeived payment of 4,00 birr, W/ro
Ketsela could not be restored to the right of 200 ®irr, which is the original right.
Rather her claim goes down to 16,000 Birr for tifeecence has been paid as a result of
the composition. Had she received no part of threeatydividend, W/ro Ketsela would
have been restored to her original right to themixof the 20,000 Birr, which is the total

claim she has against the bankrupt person.

If the composition is set aside either becauserafd or because of failure to comply
with the commitments the bankruptcy proceeding pens. As the composition is
proposed in the middle of the bankruptcy proceeslimbgen it fails, it is normal that the

bankruptcy proceeding continues from where it séopp
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In order to re-open the bankruptcy proceedings raaeg to Article 1094 of commercial
Code the first step to be taken is to prepare itorgrof properties of the debtor. It is the
responsibility of the trustees to prepare the nevemtory. As per the law, the trustees
should not waste time in that they have to prepdthin a short period of time. The
reason why the trustees are to prepare a new ionyerst due to the fact that the books,
papers and properties are handed over to the hankerson. There is a time gap
between the handing over and the time when the ositign is set aside. Where the
debtor has started to implement the compositiaretis no reason why he should remain
losing the right of administering and managing dffairs, including the properties. That

is why the books, papers, and properties are tetoened to the debtor.

In the process of preparing the new inventory,tthstees can make a reference to the
previous inventory. It is based on the inventorydmauring the bankruptcy proceeding
that the debtor received from the trustees. Wheeeetis a need, the trustees can consult
the authority who affixed a seal. The authoritylddue either the court or the appropriate

authority.

As part of the re-opened bankruptcy proceedings,tiiistees are responsible to prove
debts, if any. The debts to be proved shall be oees that come after the composition is
confirmed. As regards the debts proved during tekhuptcy proceedings, the trustees
are not in charge of them. The debts which haven egified during the bankruptcy
proceeding would not be the subjects of the debkmept in few circumstances. The
exceptional situations when the debts could befigdriagain are: first, where there is
refusal of payments already made in the time betwee confirmation and setting aside
of the composition. The other situation is wherer¢his reduction of payments made
between the time of confirmation and setting asifithe composition. In all other cases,
the trustees should not verify the debts of theateb

After the date of confirmation, the bankrupt persakes possession of the books, papers,

and property from the trustees. The trustees lamdsgssion of them as a result of the
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bankruptcy proceedings. After taking possessiothefbooks, papers, and property, the
bankrupt person is free to enter into differenbs$@ctions. Here the idea is that, as a result
of the adjudication of bankruptcy, the debtor ib&exposed to several inconveniencies
including loss of the power to administer and manhig properties. But where he has

settle his affairs with the creditors, the bankrpptson is no more under restrictions or
prohibitions. As a result, he could enter into @iéint transactions on his own since he is
free from the agency of the trustees and the cosiomsr. An important question to be

raised in this connection is as to what happerntédaoacts done by the bankrupt person

after the composition is confirmed.

As per Article 1096 of the commercial code, it & all the acts of the bankrupt person
that are to be invalidated. It is only few of thetsathat are to be made invalid. Where the
acts of the debtor are found to be fraudulent iat tiney affect the interests of the
creditors, such acts should be invalidated. Heseeins logical that the debtor should not
get benefit out of his wrong doings. If he is l&#te having done something fraudulent,
that is not in line with the requirements of thevlaVhere the acts of the debtor are
fraudulent, as far as the rights of the creditors eoncerned, such acts shall be
invalidated and the debtor would not get benefit @fusuch acts. Otherwise, as regards
all the other acts, it is not necessary to invaiidaAs he is left free due to the
confirmation of the composition, he should alsdree to enter into different transitions
that are not meant to affect the interests of tieeitors. Note here that an act, which is
found to be fraudulent as regards the rights oéoogerson than the creditors, could not
be invalidated. The law is concerned only with tiglts and interests of the creditors of
the bankrupt person.

Where the composition is set aside, the debtoetddprived of the administration of his
property. Bankruptcy proceeding are reopened. shfieventory of assets and papers is
prepared on the basis of the former inventory arsligplementary inventory may be
prepared where necessary. New creditors have teeptebts but former proof of debts

are admitted and those debts which have beendulbart paid are rejected or reduced.
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The effects of the cancellation of composition lo@ &mount of the debts former creditors
is regulated by article 1097 which provides: Creditprior to composition shall be
restored to their original rights in respect of tfebtor and the estate.
a) for the whole of their debts where they have nem@ino part of the
dividend; or
b) for that part of the debt which remains to be patiere they have

received part of the dividend.”

Thus those creditors who have got nothing underctimaposition are entered with the
whole of their former debts in the new bankrupteggeeding. Those who have been
partially paid got the remaining part of their anigl debt. That is, whatever they have
been paid under the composition is deducted frarfdhmer debt. Those who were paid
the agreed percentage in the composition do na¢ baything in the new bankruptcy.
With the payment of the agreed percentage, theyeceabe the creditors of the bankrupt
debtor and they would not be allowed to prove dwloter article 1095(2).

Compulsory winding-up

The bankruptcy proceedings suspend only where thposition is confirmed.
Otherwise, the bankruptcy proceeding continuesghaa composition is proposed. The
mere fact that a composition is proposed would bt ground for suspension of the
bankruptcy proceedings. Therefore, where the tvra-tbf the creditors holding two-third
of the debts does not confirm the composition psepd the winding up process

continues to run.

The concept of winding up connotes the completidnaocertain process or act.
Accordingly, where the process of the compositiaitsf the next step to follow will be
the winding up. Compulsory winding up refers to $itesation where the properties of the

debtor are to be sold and the proceeds used faatisfaction of the claim of creditors.
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The process involves the sale of different propsrtf the debtor and distribution of the

proceeds of the sale among the creditors duly &eldnit

6.2.1 Sale of the debtor’s properties

As the movable, immovable, and the business ofamkrdoipt person could not be sold
together, the trustees are to effect the sale rdiffey. As regards the movable and
immovable, the sale is to take palace in accordamite the rules and procedures
provided in the Civil Procedure Code without reagrpresence of the debtor. After
selling the said properties, the trustees shallosiépthe proceeds in a bank account
opened in the name of the bankrupt estate. Theersigire responsible to open account in
the name of the bankrupt estate so that they cpositethe money they collect in the
name of the bankrupt person. The main reason wiaticount could not be opened in
the name of the debtor is first, he is incapablegerate bank account, and second, the

proceeds from the sale of the properties is no rii@roperty of the bankrupt person.

As regards the immovable, they could be sold drilyare are more proceedings for their
expropriation. Where there are proceeding for eppation of a certain immovable
belonging to the debtor, the trustees could ndtsseth immovable. In the absence of
proceedings for expropriation before the opening teé winding up, it is the
responsibility of the trustees to sale the immogaiflthe debtor within a week period. In
fact the trustees have to get permission from tmengissioner to the effect that the sale
takes place. The sale of the business of the debtdd also follow the same procedures
to that of the immovable. Where selling the movadhel immovable property of the
debtor could not be effected, the trustees mayrente compromise or arbitration as
regards such properties. Where they find it proffey can transfer the ownership over
the properties simply by individual negotiation. fact, the trustees should not
compromise the interests of the creditors sincey thepresent the universality of
creditors. But one exceptional thing is that the areek period does not apply to the case
of sale of the business.
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6.2.2 The fate of debtor entitled to assistant fronthe bankrupt estate

What happens if the debtor is entitled to assigtdnem the bankrupt estate? As the
estate is to be sold to carry out the winding upcpss there would be no resource from
which the assistance to the debtor could be pawerefore, if there is agreement of he
creditors’ committee to the effect that assistaiscgiven to the debtor and his family,

from the bankrupt estate, the assistance shalixbd by the commissioner. At the time

of fixing the amount of assistance, the commisgitraes to take into account the proposal
of the trustees. The amount so fixed is to be pach the proceeds of sale of his

properties since the winding up process has alretadted.

6.2.3 Involving in business transaction

Basically, once the winding up process is opetiegl trustees are to sell the properties
and distribute the proceeds among the creditonslezhtIf the properties, movable or
immovable, including the business, are to be dbkte would be no means by which the
business is to run. But exceptionally, the busirdgate debtor could run where there is
decision of the unsecured creditors to that effébhe unsecured creditors can authorize
the trustees to continue the business of the bahkmerson during the winding up. The
reason why the secured creditors would have nmsaye continuity of the business is
because they have properties in their possessidrcam satisfy their claims from the
proceeds of such properties. The secured credi@mre no claim in the bankrupt estate
because they are entitled to enjoy priority righthe proceeds of sale of the properties in
their possession.

Where there is authorization of the unsecured welithat is not sufficient for the

trustees to allow the business of the bankruptopets run, the commissioner takes
responsibility to consult each creditor. It is hytcalling the creditors for a meeting but
by sending a registered letter to each of the wediWhere it is not possible to send a
registered letter to each of the creditors becafigbeir number, the commissioner can

consult by publicizing in newspaper or commerciaejte. To enable the commissioner
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consult the creditors, the creditors’ committee ttamake a request. The commissioner
has to notify the creditors to give their respowgéin fifteen days from the date they got
the registered letter or the publication in newspagyr commercial gazette. The vote of

the creditors has to be submitted within the fiftelays period to the court registry.

The final authorization of the trustees is to beused only by a resolution to be passed
by the majority of the creditors. The resolutiors lt@ be passed by at least three quarter
of the creditors holding three quarter of the deNtste here that it is not simple majority
or two-third majority that is required. Rather theshould be three-fourth majority so that
the trustees could carry out the business of theodeduring the winding up. In the
resolution of the creditor, three important thilmgse to be specified. The first thing to be
specified is about the money allowed for costs exjgenses. Depending on the nature of
the business to be carried, the costs and expeasgsif the trustees are left to spend as
it pleases them, that still in turn would pave Weey to misappropriation of the assets of
the debtor. Therefore, it is proper that the caediin their resolution fix the amount and
specify it in the resolution. The second importdnhg is scope of the powers of the
trustees during continuity of the business. WHikeytcontinue the business of the debtor,
if the power is not limited, the trustees may eissrextended power. The trustees are left
with an absolute power, sometimes, that may pavayato abuse and mismanagement of
the affairs in relation to the business. Therefords appropriate that the resolution
clearly specifies the extent of the power of thustiees in advance. Third, the duration for
which the business has to be continued has to déafigal clearly. If the creditors think
that the business should continue only for a manttwo, it has to be clearly specified.
This has an implicit effect that the bankruptcygaedings should not last unnecessarily
for a long period of time. Where no time limit ixdd, the trustees may continue the
business indefinitely and that would affect theeiasts of the creditors and that of the

debtor as well.

In case the trustees involve in transactions thagkabout liability more than what has
been fixed in the resolution, it would not be teeponsibility of the trustees to discharge

it. As per the provisions of Article 1108 of the @mercial Code, it shall be the
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responsibility of the creditors. It is not even #lle creditors who shall be liable to
discharge such liability, but only the creditorsomipproved the dealing. Such creditors
shall be personally liable beyond their share aadhksets within the limits of their share,
in the assets within the limits of the authorizatgven by him, and in proportion to their
debts. Note here that the creditors’ liability wdube within the limits of the

authorization given by them. Where their claimasd than the authorization given, the

liability goes to the personal properties of theditors.

As far as bulk sale (i.e. sale of all or a subsshrgart of the debtor’'s properties) is
concerned, it could take place only where thereasrt authorization to that effect.
Before it authorizes the trustees to effect theksdle, the court has to hear the
commissioner. Where the commissioner has not reerded such bulk sale, the court
could not give authorization to the trustees. Fag tommissioner, the basis to make
recommendation would be the resolution of the ¢oesli It is the responsibility of the
commissioner the consult the creditors before tivesgrecommendation. In order to
consult the creditors, the commissioner has tormmfto all the creditors by a registered
letter. If the number of the creditors makes it asgible to send to each of them
registered letter, the commissioner has to puldiociza newspaper or commercial gazette
circulating in the area. After each of the creditar notified and consulted, a resolution
has to be passed by the creditors. The lump sal¢éohae accepted by three quarter of the
creditors representing three quarter of the delitde here also that it is not simple

majority or two-third majority that is required ftire resolution of the bulk sale.

Where the creditors have accepted and passed latr@sdo the effect that the assets be
sold in bulk, the request could be made either H®y dreditors’ committee or by the
debtor himself. After the creditors have acceplteddale by a resolution, the court has to
confirm the terms of the sale. It seems logicat tha court confirms the terms of the
lump sale of assets so that it would not give waynanipulation by the trustees or the
commissioner. The fact hat the sale is approvethéyreditors and the court discharges
the bankrupt person from his liability towards tireditors. Any claim the creditors have

against the debtor could be satisfied from the geds of the lump sale of assets. As the
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creditors were consulted and have passed a resolhyi three quarter of the creditors
representing three quarter of the debts, they kamsented to the lump sale of assets of
the debtor. That in effect means the creditorsejte get their claims from the proceeds
of such sale, but not from any other source. Atleotmatters than the properties that
make the subjects of the lump sale are mattersdalithin the sphere of the individual

matters of the debtor.

6.2.4 Distribution of the proceeds

Assume that the sale of properties, either sefdgiratén lump, has already taken place.
The next important question is as to how the prdgeswe to be distributed among the
creditors entitled to a claim. In order to answes guestion, one has to understand what

article 1109 of the commercial code said.

As per this Article, it is the duty of the trustdessend timely report to the commissioner.
The report has to be on the status of the bankywgtd deposit of funds in the account of
the estate. The trustees are expected to makeoa eEry two months. As they are
responsible to administer and manage the propediethe debtor, the day-to-day
activities are within the power limits of he truste Besides that, the trustees are
representatives of the universality of creditorsl dimat of the bankrupt person. As the
commissioner does not involve in the daily actestiit is proper that the trustees make
timely report. Though they could not withdraw frafme account in the name of the

estate, the trustees have to inform about the depey make in the same account.

The power limit of the trustees is restricted, Myp<b matters related to daily activities
in relation to the bankrupt estate. As far as tbevgy to decide the distribution is
concerned, it is within the power of the commissioiHowever, the trustees are entitled
only to make proposal to that effect. In order ito the amount to be distributed, the
commissioner has to take in to consideration tlea idf three bodies. First of all, the
commissioner has to take into consideration th@gsal to be made by the trustees. As

has been said repeatedly, the trustees repregenhiversality of creditors and the debtor
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as well. Since they better know the daily eventselation to the bankruptcy proceedings,
it is logical that the proposal of the trusteedoide considered. The other thing to be
considered is the recommendation of the creditmvsimittee. The committee can make
recommendations on the proposal of distributiorbéosubmitted by the trustees. The
recommendation could be either for changing the@gsal or for accepting the proposal

of distribution. Where he finds it appropriate, te@nmissioner may change the proposal
submitted by the trustees. But if he finds the ree@ndation of the creditors’ committee

unjust, the commissioner may set it aside and oortfie proposed distribution.

Where the proposal is changed on the basis of égbemimendation of the creditors’
committee, the commissioner can order deposit@fctianged proposal with the register
of the court. After it is deposited with the regysof the court, the commissioner is
responsible to notify to the creditors about su@pasit. Being informed about the
deposit of the proposal, the creditors are expetbedubmit their comments on the
proposal. The time limit within which the creditasse expected to submit is ten days.
The comments are to be made by the creditors’ mapdhe comments to be made by
the creditors are binding up on the commissionefatt, the commissioner can take into
account such comments, but not necessarily to atbem. By simply considering the
comments of the creditors along with the commehth® creditors’ committee and the

proposal made by the trustees, the commissiondrfshidne amount to be distributed.

Assume that the commissioner has step fixed theuatto be distributed. Then how the
distribution takes place is the next. Article 11df0the commercial code provides the
answer to this question. As per this article, tlhecpeds of the winding up are to be
distributed among the creditors only after the £@std expenses; sums applied for the
support of the debtor and his family; and sums paidoreferred and creditors are
deducted; the remaining amount forms the net paseé the winding up and such net
proceeds are to be distributed proportionally amtbhvegcreditors who are entitled. The
creditors entitled are those who properly provesdrtblaims and admitted by the trustees
during the procedure of proof of debts. Where theditors have received a certain

portion of their claim before the closure of thending up process, such amount shall be
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deducted from the share in the distribution. Sofm® instances in which a creditor can
receive a certain portion of his claims are, fistere there is sale of movables after the
proceeds of sale of immovable is distributed. As {e provisions of Article 1065,

creditors secured by immovable can participaténéndistribution of proceeds of the sale
of movables to the extent not satisfied in the ridistion of proceeds of sale of

immovable. The other instance in which a credi@n get advance payment is where
proceeds of sale of movables take place beforénth@vable, as provided under article
1066 of the commercial code. The third possiblaasibn where the creditor can get
payment before the closure of the winding up is iehtee secured creditors get partial

payment from the proceeds of sale of properties.

6.2.5 Setting Aside of Share corresponding to corstied debts

The court could order that some debts, though #reynot proved without reservation,
are temporarily accepted until final decision isged on them. An important issue to be
raised here is that what if the final decision aichs contested debts is not yet made.
Where the net proceeds of the winding up procesdiggibuted totally among the
creditors entitled, there would be nothing remainfor the creditors of such debts.
Because of that, the law has devised a mechanisi@r amticle 1111 of the commercial

code.

As per this article, a share has to be kept aserve for the creditors whose claim has
been contested and not yet decided finally. Oneectieditors who have proved and
admitted have got distribution of the net proceefithe winding up, the creditors who
get entitlement later would be losers. While alltbém are equally creditors of the
debtor, those whose claim has been contested dilmintgme of proving debts would be
unjustifiably discriminated. Therefore, it is loglcthat their share kept in reserve. The
creditors would not get payment in the form of ldjaash. After sale of the properties of
the bankrupt person, the trustees are duty boundepwmsit the proceeds with a bank
account in the name of the bankrupt estate. Nettieetrustees nor the commissioner is

entitled to withdraw money from such account. Coneatly, it is unimaginable that the
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creditors get payment in the form of liquid cashef the question remains as to how the
creditors go payment. As per the law, the paymend ibe made by issuing a Cheque to
each of the creditors entitled. The trustees apamsible to send the Cheques to each of
the creditors and where this procedure is accommgdigthe amount paid to the creditor is

to be specified in the proof of he same creditamorutes of the inventory of debts.

6.3. Closure of the Bankruptcy Proceedings

The bankruptcy proceeding has to come to an eactattain point and shall not continue
for unlimited period of time. After all, where tipgocedures required by the law are met,
there is no reason why the proceeding has to ammtiBy closure of the bankruptcy

proceedings, we refer to the coming to an end @fptloceeding due to grounds provided
by the law. In this section, we are going to disctle grounds for the closure of the

bankruptcy proceeding.

There are three grounds for the closure of the togotéy proceedings. These are:

6.3.1 Absence of any claim against the estate

The overall purpose of the bankruptcy proceedisgs liquidate the available properties
of the debtor and distribute the proceeds amongethtiéled creditors. In order to

participate in the distribution of the proceedstlid winding up, the creditors have to
prove their claim. Those who are holding securisp &hall prove their claim against the
bankrupt person. Though the creditors have provesr tclaim, because of certain
reasons, the claim of creditors extinguish.

Grounds of absence of any claim against the estate

There are two grounds on which the absence of clgainst the estate could be
provided. First, where the debtor has depositeticgrit amount of assets to cover the

claim of all the creditors and other necessaryscdss it is only the creditors and person
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entitled to remuneration who can claim against lamkrupt estate, deposit of the
necessary costs shall be sufficient to close tiirio@tcy proceedings. In most cases, the
debtor would not get benefit out of the bankruptegceedings. Consequently, he could
take initiative to deposit the necessary amouratsset to cover the claim of creditors and
the other necessary costs. Note here that it islhtte creditors the claim of which is to
be deposited. Rather it is only the claim of theddors who have properly proved their
claim and accepted by the trustees. ®tieer ground on which absence of claim against
the estate could be proved is where the debtoregrthvat he has paid the claim of all the
creditors. Normally, where the creditors claim asisfied, there is no legal obligation up
on the debtor towards the creditors. For that mattbere a proof to the effect that the
claim of all the creditors is satisfied is preseéntéhe creditors get advantage of it. Had
the bankruptcy proceedings continued, the creditansld have got a certain percent less
than their claim. As the bankruptcy is declare@rafiroof of the existence of conditions
of bankruptcy, the available assets of the debtaridc not be compatible with the

liabilities.

Where one of the above-discussed grounds is tdfilthe bankruptcy proceedings shall
be closed by order of the court. In order to decde¢he matter, the court has to take into
account the report of the commissioner. It is thgponsibility of the commissioner to
present a report showing that the debtor has epiael what is expected of him or has
deposited it with the trustees. Note here thatréport of the commissioner would not
have a binding effect up on the court. It is withire discretion of the court either to
confirm the report and based on it to order thekhgicy closed or to set the report aside
and let the proceeding continue. However, it iswithin the absolute discretion of the
court in that where the debtor has already paithéocreditors or has deposited what is
required of him, the court could not order continwf the proceeding as it would be

against the purpose of bankruptcy proceeding.

The judgment of ordering closure of the bankrugiyceeding has the effect of bringing
the bankruptcy proceeding to end and restoringléitor to his full rights. Note here that
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the effect is termination of the bankruptcy proéegdand not suspension of the
proceeding.

Had it been suspension, the implication is thateth® some future time in which it is to

continue again. Where, therefore, it is proved thate is no claim against the bankrupt

estate; the bankruptcy comes to an end on judgafentiering its closure by the court.

The other important effect is restoring the delitohis full rights. As a result of the
adjudication of bankruptcy of the debtor, seveféats are to follow. The debtor is to
lose the right of administrating and managing hm@pprties, his freedom of movement is
to be restricted and etc. But where the bankrugt@rdered to be closed due to absence
of claim against the estate, he regains all thétsigand freedoms he lost due to
adjudication of his bankruptcy. As a consequeneasliree to deal with his properties, to

move from place to place etc within limits providegthe law.

6.3.2 Final distribution of the product of the windng up

Where the composition is either cancelled or sefedsecause of reasons provided by the
law, the bankruptcy proceedings continues from whir stopped and ends with
compulsory winding up. Compulsory winding up referghe sale of the properties of the

debtor and distribution of the proceeds to therextereditors.

The net proceeds of the winding up, that remaierafteduction of the costs and
expenses, the assistance made to the debtor tarhily, and the payments made to the
preferred creditors, are to be distributed amomrgctieditors who proved their claim and
the same is accepted by the trustees. As the aoeted is the only source from which the
creditors can satisfy their claims, on distributioh such proceeds, the bankruptcy
proceeding comes to an end. The overall purposeviyr the trustees as well as the
commissioner are appointed is to liquidate the grdgs of the debtor and distribute the
proceeds among the creditors. Once the distribut&as place in accordance with the
procedures provided by the law, the bankruptcy gedng ends.
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However, note here that in case a composition heen lproposed, the bankruptcy
proceeding would not be closed. As we have discusadier a composition is a kind of
offer the debtor makes to the creditors so that tam settle their affairs amicably. If the
creditors accept the proposed composition and itcesfirmed, the bankruptcy

proceedings suspend. It is only where the compuosit cancelled or failed that the
bankruptcy proceeding continues. Therefore, dudéoconfirmation and pending of the

composition, the bankruptcy proceeding would notlosed.

6.3.3 Insufficiency of assets

There is a need for different costs and expensexdar to carry out the bankruptcy
proceedings. These costs and expenses demand iitene& of sufficient assets. The
trustees and the commissioner could do nothingowitlan asset required to undertake
the daily activities of the proceeding though thase appointed to carry out the

bankruptcy proceedings.

Whenever insufficiency of assets occurs, the coamtpass an order to the effect that the
bankruptcy proceedings are closed. It could beeeithased on a report by the

commissioner or on its own motion that the cougsges an order for the closure.

One could not determine as to when the insuffigiasfcassets occurs. It could be either
at the very beginning of the bankruptcy proceedimgs the middle of the proceedings;
or even at the verge of completion of the bankmupdcoceedings. Therefore, the

insufficiency could occur at any time in the couo$¢he proceedings.

6.3.3.1 The effects of closure of the bankruptcy

Once the properties of the debtor are dispossessedresult of the adjudication of his
bankruptcy, the fact that the bankruptcy proceedsngrdered to be closed would not
entitle the debtor to take back such propertiese Dankrupt person shall remain

dispossessed of the administration of such praserNote here that it is not the right of
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ownership that is to be snatched from the handghefbankrupt person. The trustees
administer the properties on behalf of the debsoara agent of the latter. Therefore, the

right of ownership remains with the debtor.

Where debts are incurred by the bankrupt persar #ie data of his adjudication, the
estate shall not be liable for such debts. No pevdwo has acquired a right subsequent to
the data of adjudication of the debtor would betkalt to a right against the estate. This
is in line with the cardinal principle which prowsl that only rights acquired before the
data of adjudication shall be respected. Whereckbgure of the proceedings is ordered
by the court, no proof of creditors would be acedpagainst the estate as regards rights

acquired subsequently.

As per sub-article 2 of Article 1114, the judgmémat orders closure of the bankruptcy
proceedings, due to insufficiency of assets, wdnddestoring the creditors the exercise
of their personal rights. as we discussed eadigia result of adjudication of bankruptcy
of the debtor, all the creditors are to lose thghtrito proceed personally. The claim of
each of the creditors forms the universality ofdti@s. As a consequence no individual
action is allowed. As the general principle regsireollective enforcement of the

creditors, individual action is to be suspended.

Where the bankruptcy proceedings are ordered bycdoet to be closed, the right of
individual creditors to take individual measuregives. Once a creditor has involved in a
bankruptcy proceedings, even if he has alreadydtitoa court action, the case has to
suspend. In other words, the adjudication of baptku has the effect of suspending a
case pending in a court of law. As a result, tivereld be no way a creditor could enjoy
his right in ordinary courts of law. The judgmeiat orders for the closure of the
bankruptcy proceedings shall have the effect oferoimg the personal right to each of
the creditors. As a result, each of the credit@s exercise the right of bringing court
action before the ordinary court of justice or emig into various compromises or

agreements as regards his claims against the dedtiniing goes wrong if a creditor
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approaches the debtor personally and satisfies/tiode or part of his claims against the
debtor.

6.3.3.2 Set Aside the judgment of closure of the blaruptcy

Set aside of the judgment ordering closure of tekhupts though it is court order. The
judgment ordering closure due to insufficiency séets could not be final. It could be set
aside where certain conditions are fulfilled. Ba#ic the grounds for setting aside the
judgment seem to be fulfilled by the debtor. Consedly, it is the bankrupt person or
any other interested person who can apply forrggtiiside the closure. Normally, it is
where he finds it is advantageous that the delgplies for setting aside of the judgment
ordering the closure. Where he is disadvantaged fre effects of the adjudication, the
debtor would not apply for setting aside the omleclosure. It could be set aside where:
first, sufficient asset is deposited with the trusteBse main reason for why the
bankruptcy proceeding should be ordered to be dlss€éue to insufficiency of asset to
cover the necessary costs to carry out the bardyuptoceedings. If one deposits
sufficient asset to cover the costs of the procegdithere is still no reason why the
closure should continue. As the administrative aiieér costs of the proceeding could be
properly covered by such amount deposited withtthstees, one can get the judgment

set aside.

Theotherground on which the judgment ordering closure \ddié set aside is when one
shows that there are sufficient funds to meet thetscof the proceedings. Sometimes, it
may happen that the debtor fraudulently appliesther declaration of his bankruptcy.
While he has sufficient assets to cover the debteviies his creditors, if he is declared
bankrupt and later shows the insufficiency of asset continue the bankruptcy
proceedings, the judgment of closure would be seleain case an application is made
before the court and proof to the effect that thersufficient assets made. Once the
debtor is adjudicated bankrupt, there is no redsonwhy the proceeding should be

closed while there is sufficient asset for carrying the proceedings.
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CHAPTER SUMMARY

Having completed the entire operations describetbuthe previous five chapters above,
which constitute what one can call the preliminprgcedure of bankruptcy, one comes
to the settlement. There are essentially two fasfreettlement: the debtor can promise to
pay his creditors a sufficiently large amount of debts in a reasonable time and give
them guarantees for the performance of his liadgitin the first case, a composition is
envisaged. But it is necessary to spell out undetwonditions this settlement, which is

favorable to the debtor, will be allowed. The cadeguded, therefore, a number of texts
which regulate the proposal for composition (Ar81)) the examination of the proposal

by the commissioner in bankruptcy and notificatiorthe creditors (Art. 1082), and the

severe conditions under which the composition rbastoted (Arts. 1083-1084).

The composition may be set aside on the applicatiadhe interested parties (Application

to set aside composition, Art. 1085). It must befcomed by the court.

The essential result of a composition is to endeffects of bankruptcy (Art 1089-1090),
so that the debtor takes over again the manageshérg enterprise.

Although the supervision of the carrying out of #@mposition is assured by various
methods (Art. 1088), the composition may be seteabecause of the fraud of the debtor
(Art. 1091), or cancelled when the debtor fails#ory out the terms of the composition
(Art. 1093). Articles 1094-1098 contain specifidlgdmns to complex questions raised by
the re-opening of bankruptcy proceedings afterimggettaside or cancelling the
composition, or the opening of a second bankruptogeeding for non-payment of the

new creditors who have become creditors after timeposition.

Finally, article 1099 regulates the compositionA@y of surrender of assets.

When the creditors have not agreed to a composititim the bankrupt person whose

property must be sold and the proceeds distribtiaeglach of the creditors entitled to
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receive the proceeds, pro rata in accordance \hgir debts. It is at this point that
bankruptcy really acquires its character as a “rhadeexecution. | have named this
procedure- which for the debtor is the most sewrtlement for the bankruptcy-
“Compulsory Winding—Up”, which corresponds exaatlighto its character (Arts. 1101-
1112)

The plan for the distribution of the proceeds & winding —up, the actual distribution of
these proceeds, and the measures taken to protsiitocs whose rights have been

contested are governed by Articles 1109, 110 addrddpectively.

Article 1106 regulates the continuation of the hass, which is one of the most difficult

guestions raised by the compulsory winding-up.

Chapter seven, the last chapter of Title I, dealth the closing of bankruptcy

proceedings either for insufficiency of assets (A114-1115) or absence of any claim
against the estate by the universality of creditdlss last expression is a technical legal
term in French which means that at some momeriteoptoceeding, it is established that
the debtor longer owes anything to his creditdrs,universality (masse), which is to say
that the creditors (primarily unsecured crediton®) longer have an interest in the
bankruptcy proceedings. In this case the court ondgr the bankruptcy proceeding to be
closed (Art. 1117), a settlement similar to thetisgt aside of the adjudication of

bankruptcy provided in Article 988.

Review Questions
1. Essentially, how many forms of settlement of bapkry proceeding are

recognized under the commercial code of Ethiopidfalére they? Explain their

common and different features.
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2. Spell out in detail under what conditions compasitiwhich is favorable to the
debtor, will be allowed. In relation to this questi do not forget to address the
following five important points:

i) a number of texts which regulate the proposal é@ngosition;
i) the examination of the proposal by the commissiondbankruptcy
and the notification to the creditor;
iii) the severe conditions under which the compositiostrbe voted,
iv) the main requirements for approval of compositeomg
V) how the approved composition is conformed.
3. Discuss in detail the main effects of composition.
4. Compare and contrast the following three imporganhts
i) Composition;
i) Compulsory winding up; and

iii) Closure of bankruptcy proceeding.

5. Discuss the two grounds that lead to the closingamikruptcy proceedings.

6. Explain how composition may be set aside on thdiagmn of the interested
parties and the grounds to set aside.

7. ldentify the effects of compulsory winding up antbsure of bankruptcy
proceeding.

8. At what point bankruptcy really acquires its chéea@s a “mode” of execution?
Why?

9. Discuses the plan for the distribution of the pemtof the winding up; the actual
distribution of these proceeds; and the measukentt protect creditors whose
rights have been contested.

10. Continuation of the business is one of the modticdit questions raised by the

compulsory winding —up? Why?
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CHAPTER SEVEN
SCHEMES OF ARRANGEMENT

Chapter six deals with the closing of bankruptcgcgeedings either for absence of any
claim against the estate by the universality ofditoes or insufficiency of assets.
Moreover, we have also seen the two forms of seéitd of bankruptcy. In this chapter
we will discuss schemes of arrangement which isenwr less related to bankruptcy

proceeding.

Introduction

The bankruptcy proceeding has a number of disadganus effects against the debtor.
Normally the debtor is not interested to face thdsadvantages unless he plans to be
discharged from liability towards the creditors.eféfore, where he has a plan of being
discharged from liability towards the creditorsg tthebtor continues with the bankruptcy
proceedings. But where he has no such plan, hepected to think of mechanisms by
which he could either minimize or totally avoid thad effects of the bankruptcy
proceedings. Of the possible mechanisms, oneéhen®e of arrangements and the other

is composition. In this chapter we are going t@dés schemes of arrangement in detail.

Objectives

A student who successfully completes this chaptikibe able to:

e spell out the minimum requirements for the appiaratof schemes of
arrangement;

» list out the sever conditions under which schenfesr@angement can only
be decided;

« explain the procedure for approval of schemes aingement

» elaborate the common and different characteristtscomposition and

schemes of arrangement;
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» discuss the relations among persons responsibleofwtucting schemes of
arrangement proceeding;

» explain the principle that the debtor retains tmistration of his property
and the effects of schemes of arrangements; and

» elaborate the roles of the court, a delegate jahgka commissioner in the

entire procedure of the schemes of arrangement.

7.1 Institutions and Officers

Unlike compositions, scheme of arrangements arectffl before a declaration of
bankruptcy. The institutions and officers involved schemes of arrangement play
slightly different roles. There is also a differeria the terminology used to designate the
officers involved in schemes of arrangement. Tis#éitutions and officers responsible for
the conduct of proceedings in schemes of arrangearerthe court, the delegate judge,

the commissioner, the creditors meeting and thditors’ committee.

The Court: - Since proceeding in schemes of arrangement is gatbankruptcy

proceedings it falls within the jurisdiction of thdigh Court. An application for the
opening of a scheme of arrangement is made diréotthe court and it can refuse to
consider the application if certain prescribed c¢tods are not fulfilled. After acceptance
of the proposal for a scheme of arrangement byitééitors, it is submitted to the court

for confirmation.

The Delegate-Judge: The delegate-judge is appointed by the court whancepts the
application for a scheme of arrangement. As theenel@arly indicates, he is a member
of the court. (The equivalent phrases used to dateghim in the French and Amharic
versions are “Juge deledguand “wakildagna literally, “delegate judge” respectively.)
The delegate judge is the equivalent of the comiomss in compositions. Major
decisions concerning the estate of the debtor ¢drmade without the  authorization
of the delegate judge. Thus a written authorizabgrthe delegate judge is required for

acts such as contracting loans, compromising athotr or agreements to assignments,
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granting mortgages, setting up pledges etc. Thegdét judge also presides over the

creditors’ meeting.

The Commissioner: -He is appointed in accordance with the provisimisvant to the
appointment of trustees. The rules applicable ® ttlustee with regard to removal,
replacement, liability and remuneration apply te dommissioner. In the French version
of the code of the commissioner in schemes of gaarent is designated asommisaire

au concorddtand not “juge commissait@s in compositions. In the Amharic version he

is designated as “mermari sowy literally “investigg person”. Although the same word
is used in the English version of the code to desig the commissioner in both
compositions and schemes of arrangement, the caiome in schemes of arrangement
is equivalent to the trustee in compositions. Umnlike trustee the commissioner in
schemes of arrangement does not directly adminigter estate of the debtor but
supervise the debtor administering his propertycgsibankruptcy has not been declared
the debtor is not deprived of the administrationh@ property). Thus the duty of the
commissioner is keeping a watch on the activitieth® debtor. If the commissioner finds
out that the debtor has concealed part of his ®s$etudulently admitted certain
creditors, increased his liabilities done any fridaedt act, he notifies the delegate judge

who refers the matter to court which declares #igtar bankrupt.

The Creditors’ Meeting: - Unlike the case of composition, the creditors Gaked to a
meeting in which they give their approval of thegwsals put forward by the debtor. At
such a meeting all unsecured creditors holdingsighior to the application for a scheme
and secured creditors who have partially or totglixen up their security can take part.
The proposals of the debtor are discussed at #wditor,s meeting. Every creditor can
intervene in the discussion to explain his reasompposing the scheme or to contest the
debts of other creditors. The discussion of thecaoence of debt may help in the
ascertainment of debts thus replacing at leasigligrthe verification of debt to be

found is bankruptcy proceedings.
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The Creditors’ Committees: If a scheme of arrangement is to be effected thrdhg
assignment of property, the debtor and the creslitoay stipulate the method of
liquidating the assets. If the method of liquidatis not stipulated, the court appoints
liquidators to wind-up the estate. It also appomtsreditors’ committee of three or five
creditors to supervise the wind-up or liquidatidhe creditors’ committee plays a role in
schemes of arrangement only if it is to be effedtedugh a surrender of assets and
where a different stipulation with respect to ldgtion are not made by agreement
between the debtor and the creditors.

7.2. Definition

A scheme of arrangement is a settlement of delefordo a declaration of bankruptcy,
between a debtor and his creditors upon paymeminaiigreed percentage of the total
debts, subject to the confirmation by a court. element of debts may also be effected

by a total surrender of assets by a debtor in fawbthis creditors.

The basic difference between compositions and seheharrangement is that schemes
of arrangement are effected before a declaratiobamkruptcy, several consequences
follow from this situation. The debtor retains theaanagement of his business and
administration of his property. But means of coltitig that the creditors’ interest is not
prejudiced by the debtor remaining in possessiore lta be devised. The powers of
making the major decisions beyond normal admirtistnawith regard to debtor’s estate
are vested in the delegate judge and cannot berpedl with out his authorization. The
commissioner’s powers are limited to supervisionhaf debtor’s execution of authorized

acts and do not include direct administration efdebtors estate.

In the case of compositions, the adjudication inkipaptcy and the investigations made
by the trustees to whom the administration of taakoupt’'s property passed make the
ascertainment of the total amount of the total amhai the debtor’'s property and the
possibility of recovering goods in the interest avéditors possible. Furthermore, the

procedures of the proof of debts would ascertagnamount that the debtor owes the
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concealment of assets or the overstatement oflitiabiif not completely prevented is
made very difficult with the operation of the ingtions of bankruptcy. In the case of
schemes of arrangement the creditors have to depetite good faith of the debtor and
the facts furnished by him as regards the totaluarhof his property, or the amount he
owes. Thus the law provides for stricter and moeéaited procedure for allowing a
scheme of arrangement requiring the fulfillment prescribed objective (economic
feasibility of the proposals) and subjective (cortdand attributer of the debtor)
conditions for the granting of a scheme of arrang@no the debtor. The strict rules
reflect the objectives of the slaw that only horeesd deserving debtor should be given a

chance to make up.

7.3. The Application

The scheme of arrangements is an alternative tdah&ruptcy proceedings. It is to be
initiated where the debtor thinks that the bankrypproceeding has more negative
effects than the positive ones. The process ostheme of arrangements starts with the
application. An important issue to be addresse®lgtion to the application is as to who
can apply? When the application has to be made?camtiom the application has to be
presented. Article 119 provides “any trader who tias about to suspend payment and
has not been declared bankrupt may apply to caarttie opening of scheme of
arrangement...... ”. Certain conditions have to be inetyever, before an application is

considered.

Pursuant to the above-cited Article, first of #tle applicant has to be a trader. Unless he
has acquired the status of a trader, no one caly &mpa scheme of arrangement. A
trader is one who is, professionally and for prpfitpose, involved in one or more of the
activities listed under Article 5 of the Commerc@bde. In fact the persons who are
considered by the law to be incapable to be tradleyrso be excluded even if they carry
out one or more of the activities listed under éei5 of the Commercial Code.
Therefore, any one who is a trader within the megrof the law can apply for the

Scheme of Arrangement.
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The application has to be made in the form of datlan deposited in the court registry.
This condition requires that there be a formal @mppibn deposited with the court
registry. It is not a special requirement but aseasal first step to bring the proposals of
a debtor within the jurisdiction of the court. Teare important documents that have to

be attached to the application for Scheme of Areamgnt.

One may question as to why the application hagtprbpared in the form of declaration.
The trader applies for a scheme so that a bankrypteceeding would not continue.
Once the scheme of arrangements is accepted affidnoeoh none of the creditors is
entitled to look for the bankruptcy proceedings.tAs creditors are to lose the right to
claim bankruptcy proceedings, the trader has teranto commitment to comply with
the scheme of arrangement he has proposed. Itcshotibe, therefore, mere agreement
to fulfill the proposed scheme; rather is has toabdeclaration that he would really
comply with the proposed scheme of arrangementer@ike, if he simply enters into
mere agreement, which could not be strictly bindihg trader may not to comply with

the proposed scheme of arrangement.

The debtor is required to file; a) the balance slofethe firm b) the profit and lose
account c) a list showing commercial credits anotslenith the names and addresses of
his creditors and debtors. The debtor is also reduto give the reasons for his
suspension or impending suspension of paymentse $iie debtor has not been declared
bankrupt, the court has no way of knowing the stdteffairs of the debtor’s business.
Thus he is required to submit the accounts of asa®d liabilities, profits and loss and a
list of his debtors and creditors. This is indisp@vle information on the basis of which
the court can proceed to consider the applicatomfscheme of arrangement. In addition
to these documents the trader has to attach atrgporg the reasons for the suspension
or impending suspension payments. This report iglgneequired to identify whether the
suspension of payments is due to the recklessrig¢be trader or due to reasons beyond
his control. Sometimes, the trader may bring alsoigpension of payments deliberately

with the view of escape from the liabilities towsrthe creditors by creating fake and
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artificial scarcity of financial resources, it wdulhot be fair to allow scheme of
arrangement. The trader has also to attach a repditating the reasons why he
proposes a scheme of arrangement. The idea henesstat the trader should not
propose a scheme of arrangement with the view adlieg and affecting the rights of the
creditors. Where it is a system devised by theetraa set aside the rights and claims of
the creditors through the bankruptcy proceedinbs, application for a scheme of

arrangement could not be admitted.

The debtor is also required to give an explanatibhis failure, he has to show that the
failure is not attributable to him only and eveiit ivere that his error or lack of foresight
was not so grave. Furthermore, the debtor is requiv give reasons which would justify
a scheme of arrangement, he would have to try twiooe the court under the
circumstances a scheme of arrangement is a bettation than a declaration of

bankruptcy, not only to himself but to the credstas well.

The debtor has to show that a) he has been regjistgth the commercial register for not
less than two years or from the opening of hisress (if he was in business for less than
two years). He should show either that he has begistered from the date of opening of
his business or for not less than two years befwelate of application of the scheme of
arrangement. This requirement is imposed by thedawause a debtor who should be
given a chance to settle his debts in a schemeafigement has to be one who operates
within the framework set up by the and fulfilling the obligations imposed on him by
the law (such as registration). Furthermore, th&ustof a debtor as a trader would not be
perfect if he is not registered, because articlé14&rovides that “any person who fails
to register in accordance with the provisionshid cods may not hold himself out to be
a trader to third parties....”. A business organaraiwvhich has not registered does not
have legal personality in accordance with artich3 2hus it cannot even apply to the

court for a scheme of arrangement.

That, during the period set out above (a) he hps®per accounts. One of the duties of

a trader, as compared to a non-trader, is to keegshof account. Therefore, in order to

Page | 232



have the application admitted, the trader has tovstiearly that he has been complying
with the duties of a trader by keeping proper boblaccount. The state of affairs of a
business or enterprise cannot be known unless pilopeks of account are kept. If a
debtor keeps proper accounts whether the figuresvishin the account are actually
represented by assets and liabilities can be cdeékdebtor who does not keep regular
accounts has great possibilities of concealingasisets and over stating his liabilities,
which might in turn prejudice the creditors in &eme of arrangement. This possibility
is eliminated by requiring the debtor to show thathas kept proper books of accounts

for at least two years, prior to his applicationdoscheme of arrangement.

The other requirement is whether the trader haadyr suspended or is about to suspend
payments. Even if one is a trader, he has to sdspagments or is about to suspend
payments. Where he has financial capacity to digehdis liabilities without any
problem, the trader has no right to present aniegipn for a scheme of arrangement. As
far as suspension of payments is concerned, Aréicte of the Commercial Code has
some clues. Accordingly, suspension of paymentsliteefom acts, facts, or documents
showing that the person is no longer able to mbet dommitments related to his
commercial activity. Where, therefore, there idisignt ground to believe that the trader
is no longer able to meet his commercial commitmehat is sufficient to present an
application for a scheme of arrangement. Let alsuspension, the mere fact that the
trader is at the verge of suspending payments ficismt to enable him apply for a

scheme of arrangements.

That he has not been declared bankrupt nor madheme of arrangement within the
preceding five years this requirement clearly amswiee issue as to when one can apply
for a scheme of arrangement. In addition to thedabeing a trader and suspending or is
about suspending payments, the person who appmescheme of arrangement should
not be declared bankrupt. The right to apply fdresoe of arrangement comes to an end
at the time when the person is declared bankrupt.idportant implication of this
requirement is that a scheme of arrangement istovdte sought once the person is

declared bankrupt. It could be an alternative ® bankruptcy proceedings only where
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the debtor is not yet declared bankrupt. Once #ieat is adjudged bankrupt there is no
way the same person can look for scheme of arraageas a mechanism to avoid the
bad effects of the bankruptcy proceedings. Heseeins logical that the trader should not
be habitual person to enter in bankruptcy procegdor scheme of arrangement. If he
has already been declared bankrupt once or mowebéthe time of applying for the

scheme of arrangement that may put reliabilityhef trader to question. If he is a person
who often becomes bankrupt, the reliance on hint Hea would comply with the

proposed scheme of arrangement is to be questidiedsame holds true if the trader
has made a scheme of arrangement within the fiaesyperiod preceding the data of

application for scheme of arrangement.

This requirement clearly answers the issue as tenwdne can apply for a scheme of
arrangement. In addition to the fact of being addraand suspending or is about
suspending payments, the person who applies f@ansehof arrangement should not be
declared bankrupt. The right to apply for schemaradngement comes to an end at the
time when the person is declared bankrupt. An itgmdrimplication of this requirement
is that a scheme of arrangement is not to be sauygtd the person is declared bankrupt.
It could be an alternative to the bankruptcy proaags only where the debtor is not yet
declared bankrupt. Once the debtor is adjudgedrbphkhere is no way the same person
can look for scheme of arrangement as a mecharosavdid the bad effects of the

bankruptcy proceedings.

This requirement reflects the principle that ongsérving debtors be given a chance to
make up. Repeated failures show that a debtor mloieisave the proper aptitude and skill

required of a business man. Past performance danphedict future performance and

there is no reason why a debtor who is likely ib$hould be given a chance. A trader
should also not be allowed to get away by payinly @art of his debts by repeated

schemes of arrangement. The law imposes a perioiiv®fyears because objective

conditions of commerce might sufficiently changethwin this period to justify a

confirmation of a scheme of arrangements.
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The other thing the trader must show is that he mever been convicted of crimes
related to artificial bankruptcy. Where the tratlas already been convicted of offenses
under Articles 680-688 of the Penal Code of Ethappiis application would not be

admitted. These provisions of the Penal Code régule crimes related to fraudulent
insolvency, irregular bankruptcy, fraudulent bamqtay, and fraudulent composition or

scheme of arrangement. These are offences relateankruptcy proceeding and reflect
the laws requirement that only honest and desematgors should be given a chance to

escape the effects of bankruptcy and a freshistarsiness.

The trader has to present his application to th&tcdeaving jurisdiction. It is logical
because the applicant is one who has suspendedatout to suspend payment but not
yet declared bankrupt. As far as the bankruptcggeding is concerned, persons other
than the count are to be appointed on adjudicatfobankruptcy of the debtor. As the
scheme of arrangement is before the bankruptcyeprbog is entered, for the trader is
not yet declared bankrupt, there is no other petsaeceive the application for scheme
of arrangement. Neither the commissioner nor thstées are appointed because there is
no declaration of bankruptcy. In the absence opossible person to carry out the
scheme of arrangement, it is only the court that rexeive the application of a trader

who opts to avoid the negative effects of the baptay proceedings.

7.4 Contents of the Proposal

An important issue to be raised in relation to d@ipplication is as to what should be the
content of the application. The contents of a psapfor a scheme of arrangement are set
out in Article 1121 which provides:
(1) The application shall contain the follag/ requirements.
€) an undertaking to pay not less than 50% of thetahpialue of
unsecured debts within one year from the date ofioation of the
scheme , or 75% with in a period of eighteen moothk00% within a

period of three years
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(b) a promise to furnish material or personal guaranteesecure the
undertakings made under paragraph (a) and givirtgilsleof the
guarantees.

(2) the debtor may propose to assign to leditwrs all assets held by him at the date
of application for a scheme of arrangement whegeaisets are sufficient to meet

payment as provided in sub-article(1).”

As per Article 1121 of the commercial code, basyctiere are two important things to

be forming part of the content of the applicatidihe first thing to form part of other

content of the application is a guarantee. As weetthscussed earlier, the trader simply
enters into commitment to comply with the proposedeme in the future. Whether the
trader will really comply with the undertakings lm&ade could not be surely known at the
very beginning. Because of several reasons, tdertraay either refuse or fail to comply
with the commitment. In such cases, it becomesnagdhe interests of the creditors.
With the view of avoiding such risky situationsetlaw requires the trader to include a
promise to furnish a guarantee so that it wouléiésured that he would comply with the

undertaking. The guarantee could be either materipérsonal.

The second and important is an undertaking forpdngment of a certain percent of the
claim of creditors. As regards the undertakingay, ghe traders have three possibilities.
He may propose to pay 50% of the claim of eacthefdreditors within a period of one
year or he may undertake to pay 75% of the claineawfh creditor within a period of
eighteen months. It is also possible for the tradamdertake to pay 100% of the claim
of each of the creditors within a period of threans. In all cases, he could not undertake
to pay less than half of the claim of the creditdrse least he can undertake to pay is
50% of the claim of the creditors. However, noteehthat it is not the claim of all
categories of creditors that is to be undertakdoetpaid. The trader is expected to make
an undertaking for the payment of claim of the gosed creditors. As regards the
preferred and scored creditors, they have sometioingarantee payment and the law
does not bother much about such creditors. As liaag something in their hands, the

secured creditors may not be happy with the unkiegaespecially that of 50% and 75%
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of the claim. Normally, while one is holding a pesty of the trader as security to
guarantee the whole debt owed by the latter,nbisadvisable to look for a year or more

for the payment of his claim.

The trader has also another possibility of propdsatead of undertaking to pay a certain
percent of the claim of each unsecured creditorgdre propose to assign all his assets
held on the date of application of the scheme. Mete that it is not future or past assets,
but only existing assets on the data of applicalfothe creditors are willing to take the
assets of the trader in their existing conditibrent it will not be necessary that they wait
for a year, a year and half, or three years. Ongnaiae here a question as to the value of
the available assets of the trader. The value efabsset has not to be less than the
undertakings of the trade, i.e., 50% 75% or 100%efclaim of the unsecured creditors.
Logically, where the value of the asset is less the value of claim of the creditors, the
scheme of arrangement would not be accepted. Whele could get 50% 75% or 100%
of their respective claim within one year, eighte@onths, or three years respectively the
creditors would not normally accept assignmentssiess the value of which is less than

their claim.

Thus the law prescribes a minimum of 50% of thetslphyable within one year from the
date of the confirmation of the scheme. This mimmalso applies where the scheme of
arrangement is to be effected through the assighofetiie debtor’'s assets, except that
the period of time becomes irrelevant because lom@ssents are assigned it is up to the
liquidators appointed by the court to wind up taéesof the debtors property under the

supervision of the creditors’ committees.

7.5 Consideration of Application

After the debtor put forth his application in theegcribed form, the provisions of Article
1122 of Commercial Code clearly states that thetomay refuse the application when
any of the conditions laid down in Art 1120 is nmtesent. In order to refuse the

application, the court has to hear the public pros®. Note here that the
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recommendations of the public prosecutor could betinding. The court may either
consider it or set aside and accept or refuse pipdication of scheme of arrangement.
Note here also that non-fulfillment of even oneha conditions is sufficient for the court

to refuse the application.

The public prosecutor may enlighten the court athéodebtor’s conviction of offences

related to bankruptcy he may also be of helmirestigating whether the debtor had
formerly been declared bankrupt or made a schemarrahgement. The court then

determines whether all conditions prescribed orap@sal of a scheme of arrangement
has been fulfilled and refuses to consider theiegiobn if any of the conditions is not

fulfilled. Furthermore, the court can refuse to sider the application, even if it is in the

proper form where:

A) It is of opinion that the debtor is not in a pimsit to comply with the
undertaking required in article 1121. Pursuant tbcke 1123 of the Commercial
Code notwithstanding that trader has presentedgpscation in the proper form,
the court may refuse the application where it thithiat the trader would not meet
the undertaking he made. Because of different regsithe court may come to
identify that the debtor is not in a position tongdy with the undertaken
percentage of payments or the guarantee. In tls&, ¢he court may refuse the
application for scheme of arrangement. In fads ieft to the discretion of court
to determine whether the trader could meet the mimkiag or not. The law has no
specific standard to determine that the debton ia position to comply with the

commitment or not.

This provision should be applied in the clear cashsre it is obvious that the
debtor cannot fulfill his obligations under the sote. If the court only doubts the
debtor’s capacity it should allow the applicatidiis is especially so because a
decision of the court in this ground cannot beasedle and would be rather harsh

on the debtor. Even if the application is allowdide court may later refuse
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confirmation after the opinions of the delegateggidthe commissioner, the

debtor and the creditors (through their votesyesented to it.

B) The debtor has absconded closing his place ohbsssj or has misappropriated
or fraudulently reduced the value of part of higts This again reflects the law’s
preoccupation against granting a scheme of arraegeto a dishonest debtor.
Even if the debtor shows not to have had a recbatiminal conviction or any
malfeasance in the past, his behavior subsequerthdoapplication would

disqualify him.

After presenting the application in accordance witlie requirements of the law, the

debtor may disappear from his place of businedsowitappointing an agent to act on his
behalf. Where his business has been closed andetiter has disappeared, there would
be no reason why the court accepts the applicatmhentertains it. Rather is would be
logical and acceptable to refuse the applicatiothese will be no person to discharge the
undertakings made for the payment of claim of teglitors. The same will be true if the

debtor has misappropriated the available assets.fatt that he misappropriates his
assets indicates that he is not willing to disckang obligations towards the creditors.
Apart from these, the court can also refuse thdicgtipn for scheme of arrangement

where the trader has fraudulently undervalued sombkis assets. Such could be the
situation where the trader looks for fraudulentkraptcy or scheme of arrangement as if

he were not able to meet his commercial commitments

7.6 The Effects of Refusal of Application

Assume that the application for scheme of arrangen®e refused by the court. The
reason could be either because the requiremenasirofssibility are not in accordance
with the requirements of the law or because thetdound the debtor not in a position to
comply with the undertaking made. What would thieatfof such refusal of application
be? The court is to order the declaration of baptkyuof the debtor so long that he has

already suspended payments. One of the requirementapply for scheme of
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arrangement is that the trader should either susperis about to suspend payments.
Accordingly, where the trader has already suspepdgthents on the data he applied for
the scheme of arrangement, there is nothing to eptethe court from ordering

adjudication of bankruptcy of the debtor. Once &pplication is refused, the court has
responsibility to protect public interest by nottiley the trader to continue with his

business and entry into different transactions taild affect the interests of the
members of the community. But where the tradenlg about to suspend his payment on
the date of presenting the application for scherfar@mngement, the court could not
order the adjudication of bankruptcy of the tradEmis is mainly because one of the
important requirements for the existence of a simnaof bankruptcy is suspension of
payments which can be inferred from facts, actdamuments showing that the debtor is

no longer able to meet his commercial commitments.

If the court refuses to consider the applicatiorsets in motion the adjudication in
bankruptcy where the debtor has suspended paymkatdecision of the court not to
consider the application is final. Judgments ofdbart could be set aside where there is
an application to that effect. A person entitledthy law may apply for setting aside the
judgment of the court. In spite of that, an appiara may not be made to set aside the
judgment refusing the application of scheme ofrageement. Whether the court refuses
due to non-fulfilment of the requirements for adgibility or because of the provisions
of Article 1123(1)(2) of the Commercial Code, th&seo right to apply to set aside the
judgment. But as regards the judgment orderingatijedication of bankruptcy of the
debtor, an application could be made to set aJide.application, as it is relation to the
judgment ordering adjudication of bankruptcy, has sttisfy the procedures to be
followed in the procedures of the bankruptcy proaggs. The provisions of Article 984
to 988 shall apply in case there is an applicatooset aside the judgment ordering the
adjudication of bankruptcy of a trader who has alse applied for a scheme of
arrangement. An application to set aside the ceuwlgcision to declare the debtor
bankrupt can be made. This means that a rejectian application for a scheme of
arrangement does not always result in a declaratidmankruptcy and if a rejection is

followed by a declaration bankruptcy there is apesp.
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7.7 Opening of Proceeding under Scheme of Arrangeme

Where the court has not refused the applicatiorthengrounds discussed earlier and
where no application is made to set aside the jesgnordering the declaration of

bankruptcy, the next step is to open the procesdingler scheme of arrangement.

As it is the court who received the applicationjsitlogical that the court orders the
opening or otherwise. It is within the power lima$ the court to refuse or admit the

application for the scheme of arrangements.

Pursuant to article 1125 of the Commercial Code, dburt can order opening of the
proceedings under scheme of arrangement wheresiders that there are merits in the
application for the scheme of arrangement. As tewtie court considers that there is
merit in the application is left of the discretiohthe court. There is no standard fixed by
the law and the court can take into account seviabrs and determine whether the
application has merit in it or not. Of the facttosbe considered by the court, the interest
of the creditors is the most important. The cowh consider the advantage for the
creditors if the scheme of arrangement is to bditonad and continued. For example,
assume that at bankruptcy proceedings is orderddefincted, each of the unsecured
creditors is going to get only 60% of his respextilaim. But the trader has undertaken
to pay 75% of the claim of each of the unsecurestitors within eighteen months
period. In this case what the court could do isdampare whether it is advantageous to
the creditors if 60% of the claim is paid withirslaort period (a period within which the
bankruptcy proceedings is to be closed) or if 75%e claim is paid with in a period of
eighteen months. Sometimes the creditors may getndalged if the bankruptcy
proceeding continues and is closed within a shewiod of time. In other cases, it could
be to the advantage of the creditors if 75% ofrthksiim is paid within eighteen months
period. Such payment could be made shortly oreaktid of the eighteen months period.
Where is paid shortly, the creditors get advantage.
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Once the court has determined that there is merihé application and the scheme of
arrangement to be opened, no application to sdeasich order could be admitted. This
is an exception to the situation where an appbcattould be made to set aside a

judgment or order made by the court.

Sub-article (2) of the above-cited Article providée list of matters to be contained in
the judgment. Accordingly, the decision shall comtappointment of a delegate judge
and a commissioner. The judgment of bankruptcy | shppoint trustees and the
commissioner. Similarly, where the court has ac@pthe opening of scheme of
arrangement by decision, such decision shall appaindelegate judge and a
commissioner. Therefore, the delegate judge torsehs arrangement is as the trustee is
to bankruptcy proceedings. The appointment shalldw the procedure of appointment
of trustees under bankruptcy proceedings. Accobdintpe law requires the delegate
judge to be selected from a list to be kept with Rhinistry of Commerce and Industry,

who are citizens of Ethiopia (Art. 994).

However, even though their name is in the list aredcitizens of Ethiopia, the following
persons shall not be appointed as delegate judgeerson who has been declared
bankrupt, or a person who has been deprived dfrag¥its, or a relative by consanguinity
or affinity of the debtor to the further degreelusive, or a creditor could not qualify to
be appointed as delegate judge in a scheme ofgemaent of a certain trader. As it is
true in the case of trustees, the delegate judg®hyeans acquires the properties of the
trader who proposed a scheme of arrangement. Astheact as the agent of the trader, it

is not proper that an agent acquires properti¢seoprincipal.

As regards the commissioner to a scheme of arra@gent is similar to that of a
bankruptcy proceeding. But as per the provision®Adicle 1127 of the Commercial
Code, the provisions of bankruptcy law shall exicetly apply to the commissioner
carrying out a scheme of Arrangement. As per thid #rticle, the provisions of

bankruptcy law applicable to the trustees shatbalied to a commissioner carrying out
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scheme of arrangement, i.e. as regards liabilégourse against acts, removal, and

remuneration of the commissioner of scheme of gearent.

The other thing to be contained in the decisioan®rder in which the creditors shall be
called for a meeting within thirty days from thetel®f the judgment. The fact that the

court has found merits and accepted that schemarrahgement be opened is not
sufficient by itself. The creditors have to meed aliscuss over the matter so that they
could decide whether to confirm the scheme or Rot.that purpose the decision of the
court should contain an order for calling the d@di. The decision should also contain
determination of the period within which the judgrhehall be published and notified to

the creditors.

As per Article 1128 and 1129 Of the Commercial Caflehere is no list previously
prepared and submitted by the trader, the decshionld contain a period determined by
the court within which the trader submits the béthis creditors. The period should not
be more than eight days. In addition to thesettadi,decision shall contain a period fixed
by the court within which the debtor is to depasifficient amount of money to cover
costs with the court registry. Such period shatlexxeed eight days. The costs belong to

the necessary costs to run the scheme of arrangemen

The court should establish the period (of not mibi@n eight days) within which the
debtor deposits with the court registry a sum sigfit to cover costs and also determines
the period (again with in eight days of judgmentéting application) within which the
debtor has to complete the lost of creditors whbkeedebtor has given reasons in his
application for not having submitted such list. &k the debtor does not deposit the
required sum or the list of creditors within theipd ordered, he is declared bankrupt. If
the debtor is unable to put forward the money teecthe expenses of the proceedings, it
is not likely that he will be able to perform hidligations under the scheme of
arrangement. The submission of a list of creditemsssential information; the court may
even refuse to consider the application when missing. The period of time mentioned

is given only when there are sufficient groundsHwn not to have completed the lost. If
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the debtor is unwilling to deposit the list of citeds, it may show that he is not really
seeking a scheme of arrangement. Even where healdeuto procure the list he should
be declared bankrupt because he ailed to prodssnts information without which a

scheme of arrangement cannot be made.

The order of the court opening the procedure oésehof arrangement is final. It has to
be published by the registrar by means of notiostenl at the entrance of the court and
by an extract published in a newspaper empowergdlbsh legal notices. The registrar

has to ensure that the judgment is entered indhereercial register.

Failure on the part of the debtor to comply witk tkequirements of submitting the list of

creditors and deposit in sufficient costs will, @er sub article (3) of the above cited

article, result in refusal of the application fatheme of arrangement. The court may
refuse the application for scheme of arrangemethtnanapplications set aside such order
of the court could be admitted.

7.8 Effects of Admission of Application.

7.8.1 Effects as Regards the Debtor and his Propés

As a consequence of declaration of his bankruptey,debtor would lose that right to
administer and manage his properties. It is thesteérs in cooperation with the
commissioner who administers and deals with thpgmntees as well as the business of the
debtor. The question, in relation to scheme ofreyeanent, that remains to be answered
is that whether the debtor loses the right to adstenand deal with his properties. As far
as the rules of the law regulating scheme of agaremnt are concerned, the debtor is not

be lose administration of his properties.

Since a scheme of arrangement is proposed bef@udieation in bankruptcy, the debtor
retains the administration of his property and th@nagement of his business. In the

course of the process of the scheme of arrangeneEntebtor remains possessor of his
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properties. As the properties remain under hisodystthe debtor can administer and deal
with his properties and the business. However, tigist of the debtor is not without

limitation. Some means of controlling that thiststaf affairs does not prejudice the
creditors is therefore essential. To this end &gk judge and a commissioner are
appointed. He can deal with the properties andbtigsness only under the supervision of
the commissioner and the guidance of the delegaigej In other words, the debtor
would not be as free as he has been before thecapmh for scheme of arrangements
made. As a consequence, he could not enter intsactions that could a effect the
interest of the creditors, even though such tramsacs to bring much profit to debtor.

As the delegate judge is there to stand in thesfeps of the creditors, he shall not give
way for the debtor to compromise such interesterdiore, the delegate judge and the
commissioner may inspect the books and accountthefdebtor so that they can

discharge their respective duties of supervisiahguidance.

During the course of proceedings under a schensrahgement, the debtor carries out
his activities under the direction of the delegatdge and the supervision of the
commissioner. In the case of bankruptcy, the debtaid do noting in relation to his
business and properties. Immediately after theadatbn of his bankruptcy, the debtor
could not enter into any transaction and even iéhiers a person who acquires a right as
a result could not validly claim such right. Themgarule applies in the case of scheme of
arrangement. As Per Article 1133 of the CommerCiadle, any gift and other gratuitous
acts done by the debtor shall not be set up agtiestreditors. The implication here is
that the debtor can enter into any transactioroag &s it does not affect the interests of
the creditors. But in the course of such transactiee should not make gifts or other
gratuitous acts. If he is found doing such acts,ittterest of the creditors should make
gifts or other gratuitous acts. If he is found dsueh acts, the interest of the creditors
should not be affected at the cost of such tramsactn other words, persons who
acquired a right as a result of the gift or gratust acts can not claim the exercise of their

respective rights at the expense of the creditbasns against the debtor.
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The written authorization of the delegate judgeerguired for the major decisions in the
running of the enterprise. Thus authorizations reguespecially for acts not falling
within the exercise of normal administration sushcantracting loans, the compromise,
arbitration or agreements to assignments, gramioggages, setting up pledges etc. Any
of these acts when does without the written autlation of the delegate judge cannot be
set up against the creditors. The execution ofathm/e mentioned acts once authorized
by the delegate judge would fall on the debtor witd supervision of the commissioner.
Thus there is a division of powers, major decisiares made by the delegate judge, and
the commissioner exercises the powers of supervisioile the execution is left to the
debtor.

Any interested party may apply to set aside thersrdf a delegate judge within ten days
of notice of such order (sent by registered lett®tch application is made to the court by
notification to the registry. An application to saside any decision or act of the
commissioner can be made to the delegate judged&btision of the delegate judge is
subject to an application to set a side as destabeve. What do you think would be the
effect if the debtor fails to comply with the abediscussed duties in relation to his acts
during the proceedings of the scheme of arrangémétdr Article 1134 of the
Commercial Code, the effect of failure on the perthe debtor is declaration of his
bankruptcy. Once the debtor has already susperagdgnts and has applied for scheme
of arrangements, it is logical that the court desdahe debtor bankrupt in case he fails to
comply with the requirements of acts within theiperof proceeding of the scheme of
arrangement. Let alone failure to comply with trehdwvioral requirements, the debtor
would be declared bankrupt if he is found concegpart of his assets or fraudulently
omitted certain creditors. One of the contentshef decision of the court as regards the
opening of the scheme of arraignment is list oflitoes. If the debtor fraudulently fails to
include some of the creditors in such list, he Ishaldeclared bankrupt. However, it has
to be noted that the court can declare the delatokropt based on the recommendations
of the commissioner, which in turn has to basehenréference of the delegate judge. The
fact that the debtor is declared bankrupt for thesssons would not affect penal

sanctions to be imposed based on the Penal Law.
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7.8.2 Effects as Regards the Creditors

Creditors holding claims arising prior the judgmepining the scheme of arrangement
cannot destrain, acquire a preferred right over diebtor's property or register a
mortgage. This all implies that there is no podisybon the part of the creditors to have

personally approached the debtor in relation tactaens they had against the latter.

After the application is made the implication istthhe bankruptcy proceedings would
not be ordered. The only option for the creditsrtoilook the solutions under the scheme
of arrangement as provided by the provisions of ltve. The fact that the debtor is
adjudicated bankrupt, had it been bankruptcy priogs, results in lose of the individual
creditors to bring individual court action. The dits in effect are expected to be

governed by the principles and rules of colleceéwéorcement.

Pursuant to Article 1131 of the Commercial Codefaass creditors are concerned, there
is no possibility of having aright in relation tbet properties of the debtor. Even if the
creditor has acquired a claim before the ordehefdourt for the opening of scheme of
arrangement, the creditors could not distain tltop@rties of the debtor. It is obvious that
the creditor could not acquire the properties o tthebtor once the scheme of
arrangement is applied. Similarly, in the time bexdw application and final confirmation
of the scheme of arrangement, no creditor can ezqueferred right over the properties
of the debtor. Moreover, no mortgage could be teggsl for the benefit of a creditor. In
other words, the debtor could not enter into tratisas that make the creditor mortgagee
or the creditors cannot claim the right of mortgage relation to the properties of the
debtor.

Such act would be contrary to the law and therefoué. The prohibition is from the date
the application has been made until final confiiorat The prohibition applies to
unsacred creditors. This prohibition achieves wbkaachieved by the creation of the

universality of creditors in bankruptcy. It avoidse dependence of the creditors’
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satisfaction on the diligence of individual cred&oThe prohibition lasts until the final

confirmation of the scheme because that is the@erithin which the creditors have to

be protected against each other. Once the scheaggpreved and confirmed its terms
become binding to all unsecured creditors and faatisn of creditors by other means
than those provided in the scheme is not posdiitlee scheme is not confirmed the most
likely result would be the declaration of bankrypiic which case the creditors would be
constituted in the universality of creditors. Ifnkauptcy is not declared all the means of

satisfying their claims are restored to the credito

The other effect of the application of scheme oam@gement is that preemptions and
forfeitures shall suspend. If there is a periogm&scription running, as a consequence of
the application for scheme of arrangement, it sudpeto run. If there are creditors
holding a right that has no preference, as a caeseg of the application made for
scheme of arrangement, such debts shall be deemled tdue. As a consequence, the
creditor of such debt can claim it as of the tirhagplication. But no interest shall run as
of the time of application. Therefore, the credivdsuch debts could not claim interest in
the time between the application and the final icordtion of the scheme of
arrangement. Therefore, the creditors can claim itherest due before the time of

application, but not for the time between the aggtion and the final confirmation.

It is only fair that the law suspend the runningtwhe limits when it deprives the

creditors of their rights to take action.

The application for a scheme also has the effentaifiring all debts.

7.9 Approval of the scheme of arrangement

The fact that the court admitted the applicatioml amdered opening of scheme of
arrangements would not be sufficient by itself. iBes the court’s checking of existence
of merits in the application, the creditors shohfte a say on the proposed scheme of

arrangement. In order to do so, there should bedingeef the creditors. The issues to
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raised in that relation could be as to who calks itieeting and what preliminary tasks

have to be accomplished.

The delegate judge fixes the time and place otthditors meeting within the time fixed
the court in the judgment admitting the applicatioh the debtor. The registrar
communicates this to the creditors by registeré@r®r cable together with a summary
of the debtor’s proposals. The notices are semltansecured creditors holding rights
prior to the proposal for a scheme. Besides thetcdbe delegate judge and the
commissioner are responsible to carry out the sehefrarrangement proceedings. In
relation to the meeting of creditors, both the cassioner and the delegate judge are to
play their respective roles. As far as the comraissi is concerned, he is responsible to
prepare inventory of the debtor’'s estate. Even ghothe properties and the business
remain under control of the debtor, inventory af #xisting properties is to be made by
the commissioner. It is also the responsibilitytltd commissioner to proper a report on
the acts, affairs and conduct of the debtor inti@tato eh proposed scheme of
arrangement and the guarantees produced. In otledsw has to follow up
implementation of the proposed scheme. The comamissiis still responsible to check
the list of creditors and debtors. After doingthltse, the commissioner has to deposit the
report in the court registry not less than fie dagfore the creditors’ meeting converses
(Article 1135 of the Commercial Code).

In proceedings for a scheme of arrangement, threr@@ procedures for the verification
of debts, with the finality and effect found in amptcy proceedings. The commissioner
just routinely checks the list of creditors basedlte documents presented by the debtor.
This checking does not affect the existence or @aheunt of the creditors claims.
Disputes as to the existence or amount of a debtdume settled in the courts under the
usual (non-bankruptcy) procedures. If, however sttfeeme is not approved and the court
declares bankruptcy, the creditors can prove debis procedure of verification of debts
in bankruptcy. The detailed report on the affamd aonduct of the debtor should include

the causes of the debtor’s failure. In the samertefhe commissioner deals with the

Page | 249



proposed scheme and the guarantees offered, the regs to be deposited in the court

registry not less than five days before the cresitmeeting convenes.

In the proceedings for scheme of arrangement thaitors meeting has been preserved.
The creditors are called to a meeting in which these their approval of the proposals
put forward by the debtor. At such a meeting aecured creditors holding rights prior
to the application for a scheme can take part. &Sithere is no procedure for the
verification of debts, the ascertainment of debé&y redit some difficulty which the law
has tried to solve by admitting to the vote comtestlaims. Thus article 1139(1) provides
“the delegate judge may grant provisional admissibdebts in dispute in whole or in
part, for the purposes of voting and calculatiorth& majority, but such admission shall
not affect the final decision on the standing aftsdebts.”

At the meeting every credit or has to be presenparson or be represented by an
attorney. Where the creditor is confident that hanperson can do his best to protect his
interest, he can appoint the same to be presdhteimeeting. The representative of the
creditor, however, has to be an attorney. If treglitor could not be present in person at
the meeting he can appoint an attorney. Where rénditor opts to be represented by his
attorney, this fact has to be entered in the natadkng the creditors to the meeting. But

note here that it is not possible that a persorerothan his attorney represents the

creditors.

There are no special requirements for the appomtrakan attorney and appointment
may be made by an entry made on the notice callirgcreditors to the meeting. As
regards the presence of the debtor at the medtagpuld be present either himself in
person or through his attorney. Still it is not gibke for the debtor to be represented by a
person other than his attorney. But where it besoanvincing to the delegate judge
that the debtor could not be present either hintgelépresented by his attorney, a special
agent can represent him. Note here that the del¢gage has the discretion to determine
the situations in which the debtor cannot be presks the law has not fixed specific

situations to that effect it is left to the decisiof the delegate judge.
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The presence of the debtor is essential for theoapp of the scheme of arrangement
because at the meeting not only the proposalshieuéxistence of debts is discussed and
the debtor is required to furnish the necessamrimétion. The order for the opening of
scheme of arrangement appoints the delegate judjthe commissioner to carry out the
scheme of arrangement proceedings. While such pe@ responsible to carry out the
scheme or arrangement proceedings, it would n@rdyeer to think that the judge in the
court to preside the meeting of the creditors. &fwee, it is the delegate judge who

presides the creditors’ meeting.

The creditors’ meeting is presided by the delegadge. The commissioner presents his
report and a discussion is opened. At the meeéftgr the presence of the creditors and
the debtor in accordance with the provisions ofl#ve, the commissioner shall read his
reports. The commissioner has to prepare a regaegards the behavior and act of the
debtor in relation to the proposed scheme of aganant, the list of creditors and debtors
and the like. Such report has to be deposited thighcourt register at least five days
before the date of creditors’ meting. It is thgtag which the commissioner reads at the
meeting. Following the report of the commissiornde debtor is to submit his final
proposals. If there is a change in the minds ofdabtor in relation to the proposed
scheme of arrangement that is the time when suahgds are to be included. If they
agree, the creditors can confirm and approve tlopgsed scheme based on the final
proposal of he debtor (Art. 1136 of the CommerCiade).

Every creditor can intervene in the discussion Xplan his reasons for opposing the
scheme or to contest the debts of other credi@ms. of the points to be discussed is as to
why a creditor is not willing to accept the scheofi@rrangement. If there are justifiable
reasons the creditor could not accept the propeskdme, which has to be disclosed.
And if that reason is convincing, the other creditalso will change their position when
it comes to voting. The creditors can also disdh®sconcurrence of the debts. This
seems to the concurrence between the claim ofréditars and the liabilities the debtor

confirms. Where a certain debt is queried, thenithto be included in the minute of the

Page | 251



meeting. In fact the debtor has to give reasons avtigbt is not to be accepted and not to
participate in the discussion. He has to disclogkgive necessary information in relation

to the debts claimed by the creditors.

The discussion of the concurrence of debts may imethe ascertainment of debts, thus
replacing at least partiality the verification okhils to be found in bankruptcy
proceedings. The debtor may also intervene eith@ontest the creditor’s claims or to
give the delegate judge the necessary informatanifyging the status of contested debts.
Disputes which cannot be resolved by discussiordegosed of by the delegate judge
deciding temporarily to admit the whole or partlod debt contested. The reason why the
delegate judge gives provisional admission to tispuded debts is for the purpose of
calculating the majority of creditors during votingn the proposed scheme of
arrangement. But note here that the fact that #legdte judge has given provisional
admission does not mean that the debt is admittexldver. If the final proof indicates
that the debt is not valid, then the creditor cauddl raise the provisional admission of the
delegate judge. In other words, it is not the mimral admission given by the delegate

judge that overrides, but the final proof and decishat is binding.

Such ruling does not affect the final establishn@rihe existence or no- existence of the
debt. Creditors, who have not been admitted matheatime of the confirmation of the
scheme, appeal against their not having been aimnitthere the majority would have

been different.

7.10 Approval and Confirmation of the Scheme of Arangement

I. Approval of the scheme of Arrangement

The main purpose of meeting of the creditors isvate on the proposed scheme of
arrangement. In order the scheme to proceedede thiwould be acceptance by the
majority of the creditors. In the meeting, the d@d who do not want to accept the

scheme can forward and disclose their reasonsatoetifiect. Based on the discussion,
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when they vote, those who voted in favor of he sehehould be more than half of the

number of he creditors listed by the commissioner.

However, note here that the majority is not sinmpkgority. In other words, it is not that
simple to attain the majority required for the aonftion of the scheme. It should be
majority of the creditors representing at least-thieds of all non-preferred or unsecured
debts. This does not mean that it is two-third leé humber of creditors that should
accept the scheme. The number of creditors coukltber two-third or less so long as it
is majority. But those who accepted the schemearahgement should represent at least

two-third of the unsecured or non-preferred debts.

In the case of proving debts in a bankruptcy prdeeg it is all categories of creditors
that can produce proof before the trustees. Buthwheomes to the case of voting in
favor or against a proposed scheme of arrangentestnot all categories of creditors
that can participate in the voting. As far as thk rof the law is concerned, secured
creditors may not vote in a scheme of arrangemiérg. idea here seems that since the
secured creditors have property of the debtor othem person on behalf of he debtor,
they could be reckless. Normally, where the properttheir hand is sufficient to cover
their claim, they demand full payment of the clawithout delay. If the debtor has
proposed payment of 50%, 75%, or 100% within a ,ye@hteen months or three years
respectively, the secured creditors would not hgphawith it. Therefore, the law seems
to prevent them from playing havoc in the interedtshe unsecured creditors. In other

words, let the unsecured creditors determine th&rby themselves.

In principle they may not participate in the votirBut exceptionally there is a situation
where the secured creditors could participate & wbting or scheme of arrangement.
Such situation is where the secured creditor giyeshe security in his hands. In other
words, if the secured creditor agrees to waive tight over the security, he can
participate in the voting as any unsecured creditbis is logical because the moment he
gives up the security, the previously secured twethecomes unsecured creditors. As all

the unsecured creditors whose claim is acceptegbaditipate in the voting, the secured

Page | 253



creditor, who gave up the security, can also do daeme. But one may question as
whether the whole or part of the security couldsbherendered so that the creditor can
vote. It is not mandatory that the creditors sute¥nthe whole security. He could
surrender only part of it. But by no means candteelitor vote if he surrenders less than
one third of the full value of the debt. The vahfethe security he gives up should be
more than one-third of the value of the debt tlaénts against the debtor. But sometimes,
the secured creditor may have voted without makiagial surrender of the security. In
such cases, it shall be considered as if he mddgutwender of the security if he accepts
the scheme of arrangement. This is logical conafuso be made from the act of the
secured creditor where there is no precision. Rue mere that in case the scheme of
arrangement is set aside or cancelled after thersg@creditor has already surrendered
his security, the surrender shall cease to havectefin other words, the properties
surrender would not more form part of he estat¢hefdebtor. Otherwise, the security

enriches the estate of eh debtor.

Where the creditors at the time of the voting do indicate that the renunciation it is
partiality is presumed that they have effectedtal t@nunciation of security. The giving
up ceases to have effects where the scheme i®nbtreed or is subsequently cancelled
or set aside. Apart from the secured creditorggetiee persons who shall not participate
in the voting of a scheme proposed by the debtbe. debtor’'s spouse, his relatives by
consanguinity or affinity to the fourth degree umive, and parties who have become
assignees or purchasers with respect to thesensergthin less than one year before the
application for scheme of arrangement would noevé&iven if they are creditors whose
claim has been accepted and confirmed by he detiioh persons could not participate
in the voting. Similarly, persons who have acquigedight after the application for
scheme of arrangement has been made and admitiétl raat participate in the voting
(Read the provisions of Article 1140 (6) and Aeid083(4) and (5) of the Commercial
Code.)

If the discussion of the terms of a scheme is mastied within one day, the creditors’

meeting may be reconvened on the next working dagowt further notice to the
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creditors. The scheme is approved by a majoritgretlitors representing not less the
two- thirds of all non-referred or unsecured debtee votes of the creditors are written in
the minutes of the meeting which is signed by tbkeghte judge, the commissioner and
the registrar. Votes in favor of the scheme sentth® creditors either by cable or
registered letter within ten days after the mindtage been prepared are recorded on the
margin of the minutes and included in the calcatanf the majority. Only favorable late
votes are admitted. This can be seen as an inglictiat the law wants the scheme to go
through where the dissenting creditors are notgmtesnd voting in the creditors meeting.
Due to several reasons, some of the creditors gmtldisclose their position on the date
of the meeting. Even if they did not vote in fawrragainst the proposed scheme on the
date fixed for the meeting or on the postponed,date possible that they can notify
scheme on the date fixed for the meeting or orptstponed date, it is possible that they
can notify their acceptance of the scheme by cabletter. Where such acceptance is
notified within ten days after minutes have beepppred, the fact that they have
accepted shall be entered in the margins of theitesn This is the responsibility of the
registrar of the court. Such creditors from parthed majority of creditors who voted in

favor of the proposed scheme of arrangement.

What happens to the creditors who are not admittedause of different reasons?
Basically, a party to a case, who is not satistgith the decision of a certain level of
court or tribunal, can lodge an appeal to the el so long as there is such possibility
in accordance with the procedures of the law. Sirtyi] the creditors whose claim this
not been admitted can lodge an appeal to the célawvever, note that there is a
limitation attached to this right of appeal. Thagpeal could be accepted only where the
majority in the voting would have been changed thaly have been admitted. In other
words, if the majority would not be attained withetaddition of such creditors, the
appeal may be accepted. Otherwise, the mare fatiatlereditor is not admitted would
not entitle him to lodge an appeal against his ¢p@iot admitted. Even if he lodges, the

appeal would not be accepted (Article 1139 of then@ercial Code).
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As per Article 1142 of the commercial code, thesefffof non-fulfillment of the majority
of creditors representing at least two-third of timsecured or non-preferred debts will be
declaration of bankruptcy of the debtor. As thetdelhas suspended payments, if the
proposed scheme of arrangement fails due to votieeotreditors against it, it is logical
that the debtor be adjudged bankrupt. The courtides the debtor bankrupt of its own

motion based on the information of he delegategudg

II. Confirmation of the scheme of arrangement

After the creditors who notify their acceptancedayple or letter are identified and their
vote is added to the vote of creditors who weregme at the meeting, an application to
the effect of confirmation of the scheme of arranget is to be made. Note here that this
is only where the majority of the creditors repres®y two-third of the unsecured or non-

preferred debts have voted in favor of the propesd@me of arrangement.

Where the double majority of persons (simple) aaltsl (two thirds) are not obtained,
the delegate judge in-forms the court which adjgdtiee debtor bankrupt of its own
motion. There is no provision covering the posgipthat only one of the majorities is
obtained. In view of the silence of the law the tdelvill have to be adjudged bankrupt.
Where the requisite majorities have been obtaingde delegate judge makes an order
for the parties to appear before the court withwerity days when the scheme is to be
confirmed. Such ordering is to be made in the neésw@nd before such minutes is signed
by a respective person. Before the court hearsafipdication for confirmation of the
scheme, the commissioner has to deposit his redsander in the registry not less than
three days before the application for confirmati®meard by the court and the delegate
judge submits a report at the hearing. The ordéhe@tommissioner and the report of the
delegate judge would contain their considered opinvith regard to the confirmation the
scheme of arrangement.

At the hearing of the application for confirmatiof the scheme, the creditors can be

heard. If there are ideas the creditors want teerahis will be the right time. Similarly,
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the debtor also would be heard so that he couse r@oints which he thinks are important
in relation to the proposed scheme of arrangenf&dd Article 1143 of the Commercial
Code.

In confirming the scheme of arrangement the casimat bound by the order it gave
admitting the application. The order of admissidrih@ application is temporary and is
made with out the certainty and objectivity whicdndbe reached a after the necessary
ascertainment and investigations made by the diel¢gage and the commissioner. After
approval of the scheme by the creditors, the neegd s2maining is confirmation by the
court. The mere fact that the creditors approvedsitheme by majority vote would not
suffice. As it stands for the protection of puliterest and rendering of fair justice, the
court again has to look into the proposed schemefudly, before it orders enforcement.

In order to confirm the scheme of arrangement thetdas i) to be satisfied that all the
procedures prescribed by law for the applicatiashmiasion and approval have been
fulfilled.

The important question is as to what matters shbaldonsidered by he court before it
confirms the scheme. As per the provisions of Aetid144 and 1140(4) of the

commercial code, the court shall consider the Yailhg matters:

A. Consider the financial advisability of the schera with respect to the creditors,

having regard to the existing activities and gtentialities of the firm

As a result of the application for scheme of areangnt, the debtor is not to lose the right
to administer and manage his properties and thmdsss In the proposal for scheme the
debtor is to produce a guarantee so that his wmdegs would be secured. But
sometimes, even if there is guarantee and the debh®undertaken to pay some part or
the whole debt within a given period of time, fically the debtor could be found not in
good condition. He might have produced the guaeabte entering into another loan,
which in turn adds fuel to the fire. Where the ¢dinds that the financial position of the

debtor is not reliable because the creditors cootdyet what has been undertaken by the
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debtor, the scheme may not be confirmed. In orderome to such decision, the court
has to consider the existing business transacindsconditions plus the potentialities of
the business. Sometimes a certain transaction, #anargh it is not as such profitable
currently, could have potential profitability saththe debtor can earn more money in the
future. For example, if the firm is engaged in thanufacture of footwear and the firm
in question is a minor competitor with other conmpe$ dominating and there is no
likelihood that the market for footwear will expafar sometime, then the court would
not confirm the scheme, because it would not banfirally advisable to confirm the
scheme. The likelihood that the firm will recoverder the circumstances described is
low. The court under this heading may also consvdsat the creditors would get after

the liquidation of assets in bankruptcy proceedings

B. Seek the majorities required by law.

By provisionally estimating the importance and antoaf debts declared with a view to
establishing whether there is majority, withoutatfng the final judgment to be given as
regards the debts. Since there is no procedurthéoverification of debts the court does
not have actual and precise knowledge of the amofuthtbts or the number of creditors.
Thus the court is given the power to estimate theuat and importance of debts. Such
estimation is to be done in order to avoid prejadiz the creditors’ interest. It does not
determine the rights of creditors. The majoritytloé creditors representing at least two-
third of the unsecured or non-preferred debts hawapprove the scheme of arrangement.
Before it confirms the proposed scheme, the coasttbh assure that such majority has
been secured during voting. Note here that theitoredho informed their acceptance of
the scheme by cable or letter is to be consideoedlife purpose of calculating the
majority. Some of the debts of the creditors migkt disputed because of different
reasons. At the time when the creditors and theodebscuss the debts, certain debts
may not be concurrent with what the debtor adnstia liability. In such cases, the
delegate judge may grant provisional admission uohsdebts for the purpose of
calculating the majority in the voting. When firgdcision is made on the disputed debts,

the debt could be either disregarded or considdep@nding on decision. Whatever the
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final decision may be, at the time of confirmattmefore the final decision, the court shall
provisionally estimate the importance and amounthefdebts declared with a view to
establishing whether there is a majority. Such siomal consideration shall not affect

the final decision on the disputed debts.

C. Examine whether the securities offered are sufficre to guarantee the

enforcement of the scheme

The creditors forego at least part of their cla{orshave to wait the rather long period of
three years for their claims to be satisfied fully)a scheme of arrangement. The court
has therefore to make sure that the percentageeaddbt payable under the scheme will
be paid to the creditors. The debtor might haveetiaten to pay 50%, 75% or 100% of
the claim of the unsecured creditors within oneryeghteen months, or three years
respectively. However, whatever the undertakingpefdebtor is, the court has to check
that the securities produced to guarantee the c¢anga with the undertaking are
sufficient to satisfy the claims of creditors. Qthise, when it comes to implementation,
the creditors would suffer a lot in case the sei@sriare below the debt the unsecured
creditors claim. For example, assume that Ato Kadethe debtor of five creditors. All
the creditors together claim 500,000 Birr. Ato Kalgroposed a scheme of arrangement
with his creditors. He undertook to pay 100% of them of the creditors within three
years period. In order to assure that he will cgmpith the obligations in the proposed
scheme of arrangement, he produced security the vdlwhich is 40,000. in this case as
the security is below the claim of the creditorgether, the court shall not accept it.
Sometimes it may happen that the debtor givesiaatifand exaggerated value for the
properties he produces in the form of securitghére is no expert who has background
in valuation of different properties, the securntgy be much lower than the claim of the

unsecured creditors.

Where the debtor has proposed assignment of allafisets he has on the date of
application for scheme, the court still has to asae that the value of the assets assigned

is sufficient to cover the claim of the unsecuresgbdors.
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D. Where the scheme of arrangement is affected bysairrender of assets the court

has to make sure that the proceeds of the saldl cover at least 50%o0f the debts

E. Consider whether the debt deserves to be grant@pproval of the schemes taking

in to account the reasons for his failure

The key phrase here is “taking into account theaea for his failure.” The application

for scheme of arrangement should contain explamagto the reason/s why the debtor
proposes scheme of arrangement. The reason forpsapbsal should be convincing and
justifiable at least in the eyes of a reasonablsgre If the court finds that the reason
why the debtor proposed scheme of arrangementtisamyincing, it can decide that the

debtor does not deserve approval of the schemer@dsmns for the failure have to be
these which would normally cause failures in thenoeercial world. That is the cause

should not be attributable only to the debtor & ttause for his failure were: negligence
in the management of his business, grave errojadgiment, speculation or excessive
loans the court can refuse confirmation.The reagby he proposed the scheme could

not be taken as justifiable.

In giving its decision the court cannot be boundttiy vote of the creditors even if it is
unanimous. Where the secured creditors have gipehaeir securities for the purpose of
participating in the voting they surrender the sii@s. Such surrendered properties form
part of the estate of the debtor. As a resulteftate increases by the properties so added
to it. This will have implication in the calculaticof the majority required by the law in
that previously the claim of the secured creditwess not considered. But once they
surrender the securities totally or partially, thelaim forms part of the debt to be

considered for calculating the majority.

After considering the above discussed importantterstthe court either confirms the
scheme of arrangement or adjudges the debtor hankithe matters are complied with,

the court confirms the scheme of arrangement. Buwrev it does not confirm, then it
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orders the adjudication of bankruptcy of the debtar the debtor has already suspended
payments, it would be appropriate if he is declapadkrupt so that the creditors can

satisfy their claims in accordance with the proeedwf bankruptcy proceeding.

In its judgment confirming the scheme the couteduines, the sums to be deposited to
cover dividends due in respect of declared debtaf is if payment is to start
immediately, the amount to be set aside to covéxtsden dispute creditors holding
contested claims, even if allowed to vote are mveced by the guarantees in a scheme
of arrangement. There is the possibility, howevkat the creditor may establish the
existence of the debt. For such an eventualityldéle requires that sums to cover the
contested debs be deposited. This may also detedahtor from contesting too many
debts if he is not sure that the debt cannot babkshed. The court in its judgment
confirming the scheme also fixes the procedurettier payment of the amount due at

successive intervals, unless the matter referréloetaelegate judge.

If the debtor and creditors do not stipulate défety, the court appoints liquidator to
wind-up the estate under the supervision of a cateepf three or five creditors in the
case where the scheme is to be effected by amassig of all the debtor’s property. As
it will be difficult that the creditors themselvesll the assets and get the proceeds among
themselves, it logical that the court appointgjaitiator. The liquidator’s function will be
to realize all the existing assets of the debtat #re assigned and change into money.
The proceeds of the sale will be distributed amthregcreditors in accordance with the
law. It is in accordance with the proportion oficleof each creditors that the distribution
is to be made. This is because in case of assignofeassets, the debtor is not
undertaking to a pay a certain percent of the clafithhe unsecured creditors. In the case
of a scheme by assuagement of property the deldes dot have any obligations

remaining after the judgment confirming the scheme.

The creditors’ committee is to look over the pratirg of scheme of arrangement.
Where the liquidator realizes and distributes thecgeds of sale among the creditors,

there is a need for a body to supervise the windipg That is why the creditors’
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committee is to be formed by the judgment of thercdn fact in its judgment the court
shall fix the details are regards the functionsligfiidator as well as the creditors’
committee. Read Article 1145 of the Commercial Cotlee judgment confirming or
refusing confirmation is published in accordancéhwhe rules on the publication of a
declaration of bankruptcy.

An application to set aside the judgment confirmthg scheme may be made by the
creditors who have opposed the scheme or any stéet@arty within five days after the
minutes have been prepared. Even the creditors lvelve voted for the scheme may
apply for the setting aside of the scheme. Theoresafor the application have to be given
and notified to the debtor and the commissionee fdasons for the setting aside should
be the non-fulfillment of the conditions prescribbg law for the admission of the
application or for the confirmation of the scherbe debtor and the creditors who have
applied to set aside the scheme may appeal agaegtdgment, within fifteen days from
the publication of the judgment. Notice of the agdd®as to be served on the debtor, the

commissioner and all parties to the proceedings.

7.11Effects on Debtor

Once the scheme of arrangement is confirmed bycthat on fulfilment of the
requirements of the law, the rights of the debt@ to be restricted to some extent.
Accordingly, the debtor may not dispose of or ckang immovable property. Although
the properties remain under his custody, the dabroght to dispose his immovable
properties is restricted. He could also not chdrgeimmovable or agree to rights of
pledge (in relation to his movables) or set asidg part of his assets. But there are
exceptional situations where the debtor could eitlgpose or charge his immovable, or
pledge or set aside part of his assets. The fitstt®n is where it is so provided in the
scheme or in a resolution to be adopted in accasaith the law. The other situation is
where the nature of his business requires suclosidpCharging, pledging, or setting
aside part of the assets. But where the debtor ttharegs contrary to the two exceptional

situations, such act of the debtor would not aftbet interest of the creditors existing
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before confirmation of the scheme of arrangementther words, where there is a need
to decide on conflict or interest between the ¢oedi who acquired a right before
confirmation of the scheme and after it, the rightreditors who acquired prior to the

confirmation prevails.

7.12 Effects on Creditors

The judgment confirming the scheme binds all coaditprior to the opening of the
proceeding for the scheme but their rights agamessons jointly and severally liable
with the debtor, sureties and as ignees is notiafte

Pursuant to Article 1150 of the Commercial Code, ¢ffect of the confirmed scheme
will be that it binds all the creditors who acquirtheir rights before the opening of the
scheme of arrangement. Whether the creditor isredcor unsecured; preferred or
otherwise, all creditors are to be bound by theesahconfirmed by the court. Similarly,
whether a creditor has voted in favor or against ghoposed scheme of arrangement,
once the court confirms it all creditors are toboeind by it. In other words, the creditors
who voted against the proposed scheme of arrandecoald not claim not to be bound
by the scheme. But the right of all creditors, whagaim is jointly and severally
guaranteed by other persons along with the delton)d not be affected. For example,
assume that Ato Wondimu is the debtor of Ato MadeShe claim of Ato Melesse was
guaranteed by the debtor and W/ro Fanaye. Ato Wondproposed a scheme of
arrangement and such scheme was approved by tleitmajf creditors and confirmed
by the court. In this case, due to the fact thatdbheme is confirmed, the right of Ato

Melese against the guarantor (W/ro Fanaye) wouldeaa@ffected.

The carrying out of the scheme is supervised bytmemissioner in accordance with the
procedure laid down in the judgment, in particike commissioner informs the delegate

judge of any fact likely to prejudice creditors.uBhsupervision continues even after the
confirmation of the scheme.
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As any party who is not satisfied with the ordefrslecisions of a given tribunal can look
for appeal or apply to appropriate tribunal to rexider if there are legal grounds to that
effect, it is also possible to apply for settingdasor lodge an appeal against the judgment
confirming the scheme of arrangement. The apptiodi set aside or an appeal could be
lodged by any of the creditors who voted againstdtheme or by any interested party.
The application for setting aside of the judgmeas$ ko be made within five days from
the date of preparation of the minutes of the meetif creditors. The application shall
contain the reasons why the scheme should beidet ésshould always be on justifiable
grounds that a person applies to set aside themjedg confirming the scheme of
arrangement. Finally, the fact that an applicatmmsetting aside the judgment has been
made shall be notified to the debtor and the comiongr. This could enable the debtor
and the commissioner to come up with a defensensigtie reasons of the applicant for
setting aside the scheme. If it is an appeal ag#iesjudgment, it has to be made within
fifteen days from the publication of the judgme8till in the case of appeal, it is the
person who made an application to set aside whdachge the appeal. The fact that an
appeal is lodged has to be notified to the debbe&r,commissioner and all parties to the
proceedings.

After confirmation the scheme of arrangement maly be set aside on the grounds of
fraud founded on the concealment of assessor atensént of liabilities. An application
to set aside cannot be made five years after dwodery of fraud. A conviction for the
offence of fraudulent bankruptcy also revokes aeswh of arrangement. The scheme of
arrangement may also be set aside where the digii®oito carry out the terms of the

composition.
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7.13. CONCLUSION

Title 11l of Book V is devoted to schemes of arrantent (Arts. 1119-1153). In preparing
the text of these Articles, the drafter has adoptatierous solutions from the Italian law

of 1942 because it contains probably the best teahregulation of the institution.

The minimum requirements which an application foscheme of arrangement must
contain are severe (Art. 1121), and even if thdiegjon is in the proper form the court
may or even must refuse to consider the applicdiborany of the reasons set out in
Article 1123.

The entire procedure of schemes of arrangemeitigd out under the strict supervision
of the court, with a delegate judge and a commmssiplaying the most important roles.
(Art. 1125)

Articles 1131 and 1132 spell out the effects of #ggplication for a scheme of
arrangement and the principle that the debtornetthe administration of his property,
except that certain particularly dangerous actsndb affect creditors (Art. 1133), in

accordance with the rules of the “suspect period”.

The scheme of arrangement required a close co#d#ibar between the creditors and
debtors (Arts. 1136): it can only be decided upuoder severe conditions as to majority
and quorum (Art. 1140). The procedure for approvgl the court is more closely

regulated than the procedure for the approval efdbmposition of bankruptcy (Arts.

1143 and 1144).
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REVIEW QUESTION

1. What are the minimum requirements that an apptioatior a scheme of
arrangement must contain? Explain them in detail.

2. Compare and contrast schemes of arrangement wis@omposition.

3. Even if the application for schemes of arrangenmemt the proper form the court
may or even must refuse to consider the applicdtoany of the reasons set out
in Article 1123. What are the justifications behthés article?

4. List out the roles of the court, a delegate judge a commissioner in the entire
procedure of the schemes of arrangement.

5. Explain the relations among persons responsiblectmrducting schemes of
arrangement — their interactions intra-and witheoth

6. What are the effects of the application for scheafesrangement?

7. Explain the principle that the debtor retains tdemmistration of his property- the
rules of the “suspect period”.

8. Compare and contrast the procedure for approvatbémes of arrangement by
the court visa-a-visa the procedure for approvahefcomposition of bankruptcy.

9. Proof the following assertiorfThe scheme of arrangement required a close
collaboration between the creditors and debtorsnh@mposition.”

10. Discuses the severe conditions under whichnsekef Arrangement can only be

decide.
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