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News No. 3/2011
Defence against vexatious insolvency petitions

Insolvency proceedings aim mainly to find a complex solution to the financial
standing of a debtor who has gone bankrupt according to one of the laws
(Act No 182/2006 Sh., on Insolvency and the Methods of its Solution; herei-
nafter referred to as the “Insolvency Act” ) in the way set forth, especially in
order to secure the claims of creditors. In practice, some institutes of the
Insolvency Act are used in ways that contrast with its general purpose.

One of the distinct examples is the filing of so-called spurious insolvency
petitions by which creditors try to satisfy their claims even if there are no
clear indications of the debtor’s insolvency. In some cases these are debts
that really exist and are due, but sometimes they do not exist or are highly
disputable debts. An insolvency petition replaces, in such cases, de facto an
action for performance (whereas the petitioner is not even obliged to pay a
court fee) and, consequently, the insolvency proceedings substitutes
inadmissibly the finding procedure regarding payment of a disputable debt.
The filing of an insolvency petition therefore becomes in many cases an
instrument of improper competition or inadmissible pressure on the debtor,
forcing the debtor to satisfy even disputable claims of creditors. As a matter
of course, the mostly negative public perception of insolvency proceedings
plays a certain role in this situation, since the public does not distinguish
between the commencement of the proceedings, the decision on the deb-
tor’s insolvency and the decision on the method of its solution. Publishing an
announcement notifying the commencement of insolvency proceedings
leads to the discrediting of the presumed debtor and disturbance of relations
with suppliers, customers or public contractors, banks or even with their own
employees.

One of the reasons actual or alleged creditors act in this way is to regulate
the effects of the commencement of insolvency proceedings. Contrary to the
concept contained in the Act on Bankruptcy and Settlement, according to
which the creditors themselves take care of publicity after the bankruptcy
petition has been filed, the Insolvency Act ensures in Section 101 (1) virtually
immediate and fully accessible information about the commencement of
insolvency proceedings, by publishing this information in the Insolvency
Register. Moreover, as soon as the effects relating to the commencement of
insolvency proceedings arise the debtor is (pursuant to Section 109 (2) in
connection with Section 111 (1) Insolvency Act) in principle obliged to refrain
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from disposing of the bankruptcy estate as well as any assets that may fall in
the bankruptcy estate, regarding significant changes in the structure, use or
designation of those assets or a not inconsiderable lessening of those assets.
This regulation aims at the best possible securing of the justified interests of
creditors against the debtor who has not managed his business activities and
has therefore gone bankrupt, in order to preserve those assets as a part of
the bankruptcy estate, the proceeds from the sale of which shall ensure
future satisfaction of the creditors. In a situation where the debtor is actually
bankrupt those restrictions are, of course, fully appropriate, but in the case
of an unfair insolvency petition the effects are sometimes difficult for the
alleged debtor to overcome.

It can be assumed that large companies can overcome the negative effects of
vexatious insolvency petitions easier than small business entities, for which
the commencement of insolvency proceedings may have detrimental
results. In particular, it can threaten companies that are financing their activi-
ties mainly through banks. After the commencement of the insolvency
proceeding, banks often take precautions (such as requiring additional secu-
rity or restraint with respect to granting additional funds). Such reaction may
subsequently cause further negative effects and worsen the economic situa-
tion of the company concerned. Besides the cautious approach on the part
of banks, the alleged debtor must expect the same of business partners who
are not willing to conclude further transactions with an entity registered in
the Insolvency Register or demand advance payments. In fact, such a situati-
on may then eventually lead to the bankruptcy of a business entity that had
had previously faced any economic problems.

Rejection of an insolvency petition

The first barrier against a spurious insolvency petition should be its review
and possible immediate rejection by the insolvency court. The court should
reject an insolvency petition in particular in the situation where the require-
ments for the issue of the decision on bankruptcy in compliance with the
Insolvency Act are not met. The problem is that the court may not be able to
assess immediately the debtor’s situation on the basis of the insolvency peti-
tion, even if it contains all the set elements.

Although the insolvency court is obliged to issue an announcement notifying
the commencement of insolvency proceedings and publish it in the Insolven-
cy Register very soon (within two hours of receiving the insolvency petition)
it must preliminarily investigate both the registration of the creditor’s claim
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and the insolvency petition itself. If, for instance, the court ascertains that
the claim registration shows such ambiguities that need further evidence,
such a finding should be a typical reason for rejecting the insolvency petition.
Nonetheless, only the prepared amendment to the Insolvency Act modifies
its wording in such a way so as to provide the insolvency court with the expli-
cit possibility to reject the creditor’s insolvency petition on the grounds of
being clearly unjustified (within 7 days). Simultaneously, the amendment
proposes to lay down in which cases the petition shall be deemed clearly
unjustified (e.g. failure to document due claims of the insolvency petitioner,
failure to deposit documents to be published in the Collection of Documents
in the Commercial Register, nonexistence of statutory bodies etc.).

Under the present legislation, an insolvency petition should also be rejected
in such a case that the creditor attempts to avoid standard court proceedings
by filing an insolvency petition. In existing judgments on this issue, the courts
decided several times that it is not possible that an insolvency proceedings
substitutes other types of proceedings, in particular when all claims enforced
in the insolvency proceedings are disputable and their assessment would
require extensive evidence. However, in many cases the court will not be
able to reach such a conclusion within a short time after receiving the insol-
vency petition, not least because the assessment of the existence of ban-
kruptcy represents not only a legal but also an economic issue, so the decisi-
on making may require additional time and evidence.

Debtor’s reaction

A relevant part of the defence against an unjust insolvency petition is the
debtor’s fast and qualified reaction to the facts stated in the petition. In view
of the negative effects of a filed insolvency petition, the debtor should not
underestimate the insolvency proceedings even if the insolvency petition is
clearly unjustified. Even in such a case the debtor should react immediately
and inform the court of the reasons why the petition is not legitimate, or why
he considers the creditor’s claim, which the petition is based on, to be dispu-
table. Since the debtor’s economic situation must be assessed, the court
requires further information on the debtor’s economic position, even if
those data are apparently indisputable and generally available.

Action for damages

Section § 147 of the Insolvency Act provides another option for the debtor’s
defence in connection with filing a spurious insolvency petition, namely the
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possibility of claiming damages and other harm against an unsuccessful peti-
tioner. However, in this way the negative effects of the commencement of
insolvency proceedings cannot be prevented; rather, this possibility is desi-
gned to discourage presumed creditors from filing spurious insolvency petiti-
ons. However, for the time being, concern among creditors that they would
have to compensate for damage incurred as a result of unjustified insolvency
petition does not seem to be too great.

Thus, if the insolvency petition has been rejected because the petitioner was
at fault, the debtor is entitled to claim damages or compensation of other
harm caused by the commencement of insolvency proceedings and the mea-
sures taken during its course against the petitioner. In case of doubt, it shall
be presumed that the petitioner has caused the rejection of the petition.

In this connection, the Supreme Court judgment file No 29 Cdo 3137/2007
must be mentioned, which does not concern an insolvency proceedings, but
is highly relevant to it. The judgment concerns the possible liability of the
state for damage caused as a result of a preliminary ruling that was issued in
the course of a court proceedings and which unjustifiably restricted and
harmed the counterparty. The Supreme Court stated the reasons for the
petitioner’s sole liability for the damages incurred in its judgment and deci-
ded that the liability of the state is excluded in such cases. A similar interpre-
tation can be applied to compensation for damages caused by filing an unjus-
tified insolvency petition, and only the creditor (petitioner), not the state, is
obliged to compensate those damages, even if the measures that caused
harm to the debtor were taken by the insolvency court in such insolvency
proceedings.

In case the legal entity is the insolvency petitioner, according to Section 147
(3) Insolvency Act, the members of its statutory body are held liable for the
fulfilment of the duty to compensate for damages or others harmed jointly
and severally, unless they prove that they have informed the insolvency court
without undue delay after the insolvency petition was filed that the insolven-
cy petition is not justified or that some further statutory requirements for
the adoption of a decision on bankruptcy has not been met. However, this
concept cannot rule out individuals using the insolvency petition as a tool.
The debtor must bring the action against the creditor, or its statutory bodies,
no later than within three months of the day of receiving the decision by
which the insolvency proceedings is terminated. In case the action is not filed
within the statutory time limit the debtor’s right to compensation for dama-
ges or other harm shall become forfeit.
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Preliminary ruling

Since a subsequent action for damages does not solve the immediate impact
on the economic position of a person against whom the insolvency petition
has been filed, there is an effort to use preliminary rulings as an effective
instrument of defence, with the argument that if the insolvency petition is
filed in bad faith in order to exert pressure on the debtor, the court should
nullify all effects connected with the commencement of insolvency procee-
dings by issuing a preliminary ruling. The undisputed advantage of such a
measure is that it has a virtually immediate effect, as the decision to order a
preliminary ruling takes effect at the moment of its publication in the Insol-
vency Register (Section 89 (1) Insolvency Act). By the decision to issue a preli-
minary ruling, the insolvency court neither decides on the debtor’s ban-
kruptcy nor anticipates such a decision but only eliminates the impacts of the
insolvency proceedings, considering the circumstances of the case in questi-
on (apparently spurious nature of the insolvency petition). Interim regulation
of the relations reduces the pressure on the debtor and prevents, at least
partially, from further worsening the economic situation and discrediting,
without preventing the continuation of the insolvency proceedings and
enforcement of the creditor’s claims.

The Insolvency Act regulates the preliminary ruling in particular in Sections
82, 112 and 113. The general power of the insolvency court to order a preli-
minary ruling is stipulated in Section 82 (1) Insolvency Act, according to
which a preliminary ruling can be issued in an insolvency proceedings witho-
ut being applied for. The possibility of regulating the relations of the parties
to the insolvency proceedings preliminary by excluding the effects connected
with its commencement is derived from Section 5 (a) Insolvency Act, accor-
ding to which the insolvency proceedings must be conducted in such a way
so that none of the parties to the proceedings is harmed unfairly or favoured
in @ manner that is not permitted and that a fast, economical and the highest
possible satisfaction of creditors is reached. In the case of a vexatious insol-
vency petition the enforcement of effects related to the commencement of
the insolvency proceedings may represent a fundamental negation of the
principles which the Insolvency Act is based on and, eventually, an inadmissi-
ble denial of justice.

At the same time, the opposite view must be mentioned, which is based on
the opinion that, in accordance with the Code of Civil Procedure (CCP) whose
provisions are applied also to the area of insolvency proceedings, the issue of
a preliminary ruling can only be considered if it is necessary before the com-
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mencement of the insolvency proceedings to regulate provisionally the rela-
tionships of the parties, or if there are concerns that the execution of judg-
ment might be threatened (see Section 74 CCP). Simultaneously, a duty may
be imposed on another person than the parties to the proceeding by issuing
a preliminary ruling according to the Code of Civil Procedure, but only if it is
just and reasonable. In such a way, a preliminary ruling can be ordered even
after the proceedings have commenced if it is necessary to provisionally
regulate the relations of the parties or if there are concerns that the executi-
on of judgment might be threatened (§ 102 CCP).

From the above mentioned it follows that neither the Code of Civil Procedure
nor the Insolvency Act provides for the regulation of filing an application for
preliminary ruling through which the applicant (debtor) strived to eliminate
the effects of the commenced insolvency proceedings. Consequently, althou-
gh the application for a preliminary ruling seems to be logical, and the only
possible method of defence against such spurious insolvency petitions, it
faces the fact that legal regulations do not explicitly allow this possibility.”

Not surprisingly, courts do not react to such applications in a very clear way
and reject applications for a preliminary ruling aiming to render a commen-
ced insolvency proceeding ineffective, arguing that there is no support in the
present legislation for the issue of a preliminary ruling. The same conclusion
is to be drawn from the explanatory report to the prepared amendment to
the Insolvency Act where it is stated that, under the current legislation, it
cannot be deduced clearly that the court may exclude or at least limit in the
way specified in the preliminary ruling any of the effects connected with the
commencement of the insolvency proceedings, or impose on the insolvency
petitioner in any way the duty to place a security deposit to secure compens-
ation for damage or other harm incurred by an unjust insolvency procee-
dings and the measures taken during its course.

Summary

Damages can be caused to the alleged debtor against whom a spurious insol-
vency proceedings has commenced (such as costs connected with the defen-
ce against the petition or loss of profits as a result of the loss of orders due to
loss of confidence on the part of business partners) and, last but not least,
the debtor can be discredited by such proceedings. There is practically no
possibility for instant and efficient defence on the debtor’s part.
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Moreover, it is to be noted that the Insolvency Act contains a guaranty
against the artificial creation of creditors, which has a vexatious nature. The
condition of plurality of creditors stipulated in the Insolvency Act is not
fulfilled if the petitioner transferred one of his claims against the debtor or a
part thereof to a third person within six months before the insolvency petiti-
on was filed. If such a purposeful transfer of claim, or a part thereof, has been
carried out, whereas there are no other creditors, the court shall dismiss the
insolvency petition. However, no provision of the Insolvency Act prevents the
creditor from assigning the claim to an offshore company and to file an
unjust insolvency petition through this company. Naturally, it will be difficult
and inefficient for the debtor to claim damages against that company or its
statutory body.

The Ministry of Justice is preparing an amendment aimed at lessening the
risk of vexatious insolvency proceedings; for instance, the basic principles of
the new regulation should contain the introduction of a court fee amounting
to CZK 5,000 as an option for the court to reject an insolvency petition on the
grounds of being clearly unjustified, or, as the case may be, the imposition of
a fine for a clearly unjustified petition as well as other similar measures. Also
a modification of the sample announcement notifying the commencement
of insolvency proceedings is being considered, so that it is clear whether the
insolvency petition has been filed by the debtor or the creditor and that it is
stated that this announcement and consequently the commencement of the
insolvency proceedings are of informative character only, which does not
mean that the filed insolvency petition is justified and therefore that the deb-
tor’s bankruptcy has been proven. However, the defending debtors against
unfair insolvency petitions will remain very difficult until the above-mentio-
ned measures are taken.



