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Summary

This dissertation provides new evidence on the role of insolvency law! in corporate finance.
Based on a new dataset of insolvency law in 20 countries and its main legal reforms over
the period of 1985 to 2015, I? find that insolvency regimes: (i) differ in their design and
have lengthy and costly procedures; (ii) tend to converge towards a restructuring regime
that is similar to the one in the USA; (iii) exhibit a trend towards preventive restructuring
proceedings avoiding lengthy and costly in-court proceedings. Second, I exploit the latest
German insolvency law reform to show that a shift in the balance of power from firms
to creditors can actually negatively affect firm borrowing. Third and finally, I exploit
the staggered enactment of eight insolvency law reforms fostering corporate restructuring
in the EU15 countries after 2008 to show that an emphasis on corporate restructuring
increases firms’ cost of debt. Overall, findings are consistent with the view that legal
regimes are likely to converge in the future and that there might be a optimal level of

investor protection from a corporate finance’s perspective.

n this dissertation, the term “insolvency law” is used as a generic term for bankruptcy, insolvency and
restructuring laws.

21n this dissertation, I use the first-person singular narrative. However, this does not necessarily refer to
myself directly as the second essay is based on joint work with my co-author, Daniel Urban.
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“C’est pour toi et pas pour nous qu’il faut le faire.”

Papa & Maman
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1. Introduction

In August 2017, Air Berlin! had to file for insolvency during the summer holiday season,
leaving thousands of travelers stranded. The German government decided to provide Air
Berlin with a bridge loan of €150mn, which helped to prolong Air Berlin’s operations until
October 2017. By that time, unsecured creditors’ claims against the firm amounted to
a total of €760mn and expenses of the insolvency procedure were estimated to €22mn
(Der Spiegel, 2018). While secured creditors where able to enforce their security rights,
unsecured creditors were left with the prospect of realizing Air Berlin’s remaining assets
with an estimated value of €88mn. However, in such a context, German insolvency law
provides that expenses of the insolvency procedure and bridge financing loans are to be
paid first out of the insolvent firm’s estate. This implied that Air Berlin’s unsecured
creditors, from which many were private individuals that had bought a flight ticket, were
not able to recover their funds, not even partially. The case of Air Berlin shows that,
specifying the right balance of power between the firm and its stakeholders in the case
of insolvency may be of crucial importance for each of these stakeholders when making
decisions, but also for the overall financial system, as it may ultimately impact corporate
finance.

Building on such examples, Rafael La Porta, Florencio Lopez-de-Silanes, Andrei Shleifer,
and Robert W. Vishny published their article “Law and Finance” in 1998, which factually
initiated the law and finance literature (La Porta et al., 1998). In their work, La Porta
et al. (1998) hypothesize that by providing adequate legal protection of outside investors,

the legal system may be able to limit the extent of expropriation by corporate insiders,

L At that time, Air Berlin was the second largest German commercial airline with 29mn transported
passengers, a revenue of €3.8bn, and an EBIT of €-670mn in the fiscal year 2016 (Air Berlin, 2017).



and thus promote financial development (La Porta et al., 1997, 1998, 2008). This naturally
follows from the propositions made by Jensen and Meckling (1976) and Myers and Majluf
(1984) who argue that information asymmetries and conflicting interests between the firm
and its investors affect corporate finance. As a result of these agency problems, investors
may need to fear expropriation through shareholders or management, and thus they may
be reluctant to provide firms with sufficient funds.

The seminal article by La Porta et al. (1998) was quickly followed by a substantial number
of articles dealing with the legal protection of investors and its implications for financial
actors and financial markets (e.g., La Porta et al., 1999, 2000a,b, 2002a,b). Evidence
from those articles can be summarized in two propositions. First, financial development is
higher when legal systems enforce private contracts and investor rights. Second, financial
development results from a selected number of legal families that formed in Europe and
spread to the world. Empirical findings of recent literature appear to be largely in line
with these two propositions. However, findings were also subject to extensive critical
discussions. Specifically, empirical results were criticized for their issues with endogeneity,
i.e., reverse causality and omitted variables (e.g., La Porta et al., 2008; Siems and Deakin,
2010; Spamann, 2010). This criticism reveals the need for further research, which leaves
traditional cross-sectional studies aside and focuses on a more detailed and causal study
of the underlying law, e.g., by studying imminent effects resulting from legal reforms.

To reduce agency problems and increase financial development, many countries have the-
refore mandated laws to better protect investors. This is of particular importance when
firms file for insolvency. Under financial distress, insolvency law regulates the competi-
tion among the firm’s stakeholders over its assets (Aghion et al., 1994). Consequently, in
general equilibrium, the resulting balance of power between the firm and its stakeholders
determines the degree of satisfaction that each stakeholder can expect, and thus their
ex-ante behavior (Fudenberg and Tirole, 1990; Hart, 2001; Bebchuk, 2002).

In this dissertation, I examine three research questions related to the impact of insolvency
law on corporate finance, especially the balance of power between the firm and its sta-

keholders. The first study summarizes current findings by the law and finance literature



and reviews the status quo of insolvency law and its past development in a set of selected
countries. The second study is related to insolvency law and its influence on corporate
financing decisions. Specifically, I examine a legal reform of the balance of power between
firms and their stakeholders and measure its effect on firms’ capital structures. Finally, the
third study shifts the focus towards specific features of the insolvency law and their im-
pact on corporate cost of finance. Precisely, I study reforms aiming at fostering corporate

restructuring and assess their implications for firms’ cost of debt.

1.1. Research questions

1.1.1. Corporate Insolvency Law & Finance: Past, Present and Future

The first study of this dissertation focuses on the law and finance literature in general as
well as on the status quo of insolvency law and its past development in a set of selected
countries. Specifically, I summarize the existing law and finance literature and interpret
its theoretical considerations, main empirical findings, and substantial criticism. Further-
more, | include a review of insolvency law and its main reforms in 20 selected countries
including the EU152, BRIC and USA. I base this review on a new dataset providing in-
formation on: (i) the status quo of insolvency law in each country as of 2015; (ii) 42 main
insolvency law reforms enacted from 1985 to 2015.

The law and finance theory builds on two distinct hypotheses (La Porta et al., 1998).
The first hypothesis states that financial systems are more developed in countries where
the legal system enforces private contracts and investor rights. The second hypothesis
formulates that differences in financial development are a result of different legal origins
that originated in Europe and then spread to the world. More specifically, legal origins

3

impact financial systems through the “political channel” and the “adaptability channel”
(Hayek, 1960). The political channel states that legal origins differ in the priority they
attribute to private rights compared to state rights and that financial development depends

on the level of protection of these private rights (Clark, 1986). The adaptability channel

2 Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Nether-
lands, Portugal, Spain, Sweden, United Kingdom (UK).



posits that legal origins differ in their legal formalism and flexibility, and that financial
development is higher in legal origins that are able to adapt efficiently (Merryman, 1985).
Empirical findings by the law and finance literature have shown to be largely in line
with theoretical considerations but have also been widely criticized, most importantly for
their issues with endogeneity, i.e., reverse causality and omitted variables (e.g., La Porta
et al., 2008; Siems and Deakin, 2010; Spamann, 2010). Consequently, this criticism calls
for further research, leaving traditional studies of the cross-section aside and focusing its
empirical strategies on a more detailed and causal study of the underlying law, e.g., by
studying imminent effects resulting from legal reforms, specifically insolvency law reforms.
This study is particularly relevant for firms and their stakeholders when making decisions,
but more generally also for the overall economic system since insolvency remains an impor-
tant issue to governments and policymakers. In general, insolvency law aims at regulating
the competition among the firm’s stakeholders over its assets in the case of insolvency
(Aghion et al., 1994). Its two main goals are to minimize ex-ante and ex-post inefficiencies
by specifying the rights and the level of their protection assigned to the firm and its sta-
keholders (e.g., Hart, 1995; Cornelli and Felli, 1997; Hotchkiss et al., 2008). This results
in a balance of power between the firm and its stakeholders, determining the degree of
satisfaction they can expect in the case of failure (White, 2007), and thus defining their
ex-ante behavior (e.g., Stiglitz and Weiss, 1981; Hart, 2001; Bebchuk, 2002).

To get a more detailed understanding on the balance of power between the firm and
its stakeholders, I collect information on the insolvency law and on its main reforms for
the 20 selected countries (EU15, BRIC and USA). I end up with a dataset providing
information: (i) on the status quo of insolvency law as of 2015; (ii) on a total of 42 main
insolvency law reforms enacted from 1985 to 2015. To the best of my knowledge, this
dataset is unique with regards to the depth of the information gathered, the length of the
time frame considered and the number of countries in scope. Descriptive analyses of this
dataset suggest three main results. First, insolvency regimes in the sample differ in their
insolvency law design and are nowadays still characterized by lengthy and costly insolvency

procedures. Second, main insolvency law reforms within the period of 1985 to 2015 show



that insolvency regimes in the sample tend to converge towards a restructuring regime
that is similar to the one currently active in the USA (Franken, 2004). Third, there exists
an observable trend towards the establishment of preventive restructuring proceedings in
order to avoid lengthy and costly in-court proceedings.

Overall, these findings are consistent with the view that insolvency regimes around the
world are expected to show a stronger convergence in the future (La Porta et al., 2008).
The above-mentioned trends might even be further encouraged and accelerated since pro-
positions on optimal insolvency law design typically build their recommendations on US-
like insolvency features and out-of-court proceedings (e.g., United Nations Commission on

International Trade Law, 2005; European Commission, 2016).

1.1.2. The Balance of Power between Creditors and the Firm: Evidence from

German Insolvency Law

The second study is related to insolvency law and its influence on corporate financing
decisions. Specifically, I examine a legal reform of the balance of power between firms
and their stakeholders and measure its effect on firms’ capital structures. I exploit the
German insolvency law reform passed in late 2011 (“Gesetz zur weiteren Erleichterung der
Sanierung von Unternehmen”, short “ESUG”) to show that a shift in the balance of power
from firms to creditors can actually negatively affect firm borrowing. Specifically, I posit
that, when filing for insolvency in a strong creditor protection regime, the firm and its
shareholders may fear the extent of power attributed to creditors. Therefore, firms may
be reluctant to borrow in the first place.

Historically, Germany is a country where creditors were always relatively well protected.
For example, the German Commercial Code (“Handelsgesetzbuch”) is largely driven by
the so-called “caution principle” (“Vorsichtsprinzip”), which requires firms to prepare their
financial statements conservatively so that creditors’ assessment of a firm is not clouded.
In this setting, ESUG, intended to both update German insolvency law and to increase its
attractiveness relative to other European insolvency regimes. For this, ESUG implemented

a set of new tools that aimed at strengthening creditor protection and facilitating firm



restructuring. Among other things, the law introduced a preliminary creditors’ committee
in the early phase of insolvency proceedings. This committee is entitled to appoint the
preliminary insolvency administrator that is to become insolvency administrator in main
insolvency proceedings. During insolvency proceedings, the insolvency administrator is
entitled to manage the firm’s assets while driving the insolvency procedure. In the case of
liquidation, he determines the insolvency estate’s value and its distribution to creditors.
In the case of restructuring, he develops an insolvency plan that is subject to creditors’
approval. Consequently, ESUG resulted in greater creditor power and influence near and
during insolvency proceedings since the insolvency administrator has considerable influence
on the outcome of the insolvency procedure.

From an econometric point of view, I can use the introduction of a preliminary creditors’
committee for identification. In particular, the appointment of a preliminary insolvency
administrator by the preliminary creditors’ committee is only required for German firms
that are at least medium-sized, while being optional for small-sized German firms. Howe-
ver, anecdotal evidence from insolvency practitioners suggests that the voluntary summo-
ning of a preliminary creditors’ committee in small firm insolvencies remains unattractive,
and thus rarely used, due to its costs in terms of time and financial resources. Since there
is no other rule related to ESUG that applies to the same size threshold, I can perform
a difference-in-differences analysis and compare the development of financial leverage of
larger to smaller firms around this event. This allows me to identify the causal impact of
changes in creditor protection on a firm’s financial leverage.

For the empirical analysis, I rely on a set of 284 German firms over the 2009 to 2013 period.
After treatment, I observe that larger firms above the size threshold reduced financial
leverage relative to their smaller counterparts by about five percentage points. Further
analysis reveals that the reduction in financial leverage can be explained by a shift from
debt to equity, and more specifically by the reduction of short-term leverage. Finally, I find
evidence that smaller firms benefit from lower average interest rates after the introduction
of ESUG. I also show that larger firms reduce investment after the introduction of ESUG.

In contrast, smaller firms increase both leverage and investment in the aftermath of the



introduction of ESUG.

Overall, the evidence is consistent with the view that greater creditor protection results
in a more costly insolvency procedure from the shareholder perspective. To avoid further
losses of control, firms try to avoid debt, which, in turn, hinders investment and, ultimately,
firm growth. In contrast, smaller firms may have benefited from the introduction of a
preliminary creditors’ committee, as it may have increased available debt supply because

demand by larger firms has decreased.

1.1.3. Creditors and Corporate Restructuring? Evidence from European

Insolvency Law

Finally, the third study shifts the focus towards specific features of the insolvency law and
their impact on corporate cost of finance. Precisely, I study reforms aiming at fostering
corporate restructuring and assess their implications for firms’ cost of debt. I exploit
the staggered enactment of eight insolvency law reforms fostering corporate restructuring
in the EU15 countries after 2008 to show that an emphasis on corporate restructuring
increases firms’ cost of debt. I posit that, by increasing incentives to restructure, the
insolvency regime might encourage restructuring of non-viable firms, and therefore lead to
higher agency and opportunity costs from the creditor’s perspective. As a result, creditors
may demand higher risk premia to compensate for increased risks and costs.

In the past, multiple EU15 countries have reformed their insolvency law, tending to develop
towards an US-like system that emphasizes corporate restructuring (Franken, 2004; Clos-
set, 2017). Especially following the financial crisis of 2008 and the subsequent European
sovereign debt crisis of 2009, EU15 countries reformed their insolvency law in order to help
viable firms restructure. While the reforms may have varied with respect to their scope,
exact formulations and timing, they all shared the common objective of establishing a le-
gal regime encouraging firms to forgo liquidation in favor of corporate restructuring. This
was achieved by introducing new types of insolvency proceedings such as pre-insolvency or
out-of-court restructuring proceedings, or by facilitating existing procedures by providing

them with helpful provisions such as a stay on creditor enforcement or the possibility to



attract bridge financing with super-seniority.

From an econometric point of view, I can use the staggered introduction of these insolvency
law reforms for identification. This setting establishes that only firms incorporated in
countries introducing a reform are required to comply with the new legal provisions, and
ensures that any decisions are not voluntary decisions by the firm or its owners and
managers. As a consequence, I can perform staggered difference-in-differences analyses to
compare the development of firms’ cost of debt around these reforms. This allows me to
identify the causal impact of a country’s increased corporate restructuring focus on firm’s
cost of debt.

For the empirical analysis I rely on the study of eight major insolvency law reforms in
Austria, Belgium, Germany, Greece, Italy, Portugal and Spain. Each of these reforms
was introduced between 2008 and 2014 and aimed at fostering corporate restructuring.
I complement these data with firm-level accounting data for a sample of 17,006 firms
and 102,036 firm-year observations between 2006 and 2016. After treatment, I observe
that firms in countries which have introduced insolvency law reforms fostering corporate
restructuring experienced an average increase in the cost of debt of 0.5% or 50 basis points
compared to firms in countries that have not introduced any insolvency law reforms over
the same period. Further analysis reveals that the effect is even more pronounced for
firms closer to default while vanishing for firms far from default. Finally, I find evidence
that the introduction of the same insolvency law reforms did not impact firms’ financial
leverage and cost of equity.

Overall, the results suggest that creditors may fear an increase in the restructuring of
non-viable firms, and therefore demand higher risk premia to cover additional agency
and opportunity costs. By contrast, firms and their managers seem to be willing to pay
the price for this shift of power in their favor. Their expected benefits from being able
to engage in the restructuring of non-viable firms and benefit from protection against
creditor enforcement may outweigh increased cost of debt. Finally, shareholders seem
to be indifferent with respect to corporate restructuring, as their chances of receiving

additional proceeds after the insolvency procedure may not be impacted in a substantial



way.

1.2. Contribution and implications

Overall the dissertation contributes to a better understanding of the relationship between
law and finance, specifically the role of insolvency law in shaping corporate finance. First,
based on the analysis of a new dataset on insolvency law and its main reforms, I find
that insolvency regimes: (i) differ in their legal design and are characterized by lengthy
and costly procedures; (ii) tend to converge towards a restructuring regime that is similar
to the one in the USA; (iii) exhibit a trend towards preventive restructuring proceedings
avoiding lengthy and costly in-court proceedings. In doing so, I add to the literature of
law and finance in general. So far, a vast majority of scholars has relied on empirical
proxies proposed by La Porta et al. (1998) and cross-sectional analyses of the legal status
quo to study the relationship between law and finance (e.g., La Porta et al., 1998; Levine,
1998, 1999; Demirgiic-Kunt and Levine, 2004; Djankov et al., 2007, 2008a,b; La Porta
et al., 2008). In contrast to them, I present a detailed study of cross-country insolvency
law and its development by means of legal reform. By leaving empirical proxies aside
and collecting time series data, I am able to identify global trends in insolvency law and
distinguish policy effects on a more granular level. Consequently, this dissertation not
only has important implications for governments and policymakers, but also for scholars
in the field of law and finance.

Second, based on the enactment of the latest German insolvency law reform, I show
that in an environment where creditors are already well protected, even stronger creditor
protection does not necessarily foster borrowing. By doing so, I add to the literature
studying the influence of creditor rights on credit markets (e.g., Djankov et al., 2007;
Haselmann et al., 2010; Deakin et al., 2015). Furthermore, the findings contribute to the
literature on the determinants of capital structure (e.g., Rajan and Zingales, 1995) by
showing that changes in adverse selection costs as a result of better creditor protection
affect a firm’s capital structure. Finally, this work is related to theoretical frameworks

by Jensen and Meckling (1976), Leland and Pyle (1977), or Myers and Majluf (1984).



In this regard, my dissertation has an important implication. Most of the literature on
creditor protection argues that better creditor protection increases debt supply (e.g., La
Porta et al., 1997, 1998; Levine, 1998, 1999; Djankov et al., 2007; La Porta et al., 2008).
In contrast, I show that, even though credit supply may increase due to lower adverse
selection costs to creditors, firms may actually forgo debt capital because together with
their shareholders they may fear the extent of creditor power when creditors are too well
protected. Overall, the evidence suggests that there may be a optimal level of creditor
protection, and that beyond a certain threshold, debt becomes too costly for shareholders,
which is why they may become reluctant to borrow.

Third, based on the staggered enactment of insolvency law reforms fostering corporate
restructuring, I find that creditors may fear an increase in the restructuring of non-viable
firms after these reforms, and therefore demand higher risk premia to compensate for
increased agency and opportunity costs. Thereby, I add to the literature studying the
relationship between legal provisions and firms’ cost of financing (Scott and Smith, 1986;
Araujo et al., 2012; Vig, 2013; Hackbarth et al., 2015; Rodano et al., 2016). Furthermore,
I complement the literature analyzing direct (Weiss, 1990; Franks and Torous, 1994; Bris
et al., 2006) and indirect costs of the insolvency procedure (Levine, 1998, 1999; Franks
and Sussman, 2005; Qian and Strahan, 2007; Djankov et al., 2007, 2008a; Bae and Goyal,
2009; Benmelech and Bergman, 2011) by showing that an increase in firms’ cost of debt
following reforms of corporate restructuring might reflect higher agency costs and oppor-
tunity costs from the creditor’s perspective. Finally, I add to the theoretical literature on
optimal insolvency law and corporate restructuring (White, 1989; Fudenberg and Tirole,
1990; Gertner and Scharfstein, 1991; Aghion et al., 1994; Hart, 1995; Cornelli and Felli,
1997; Hart and Moore, 1998; Hart, 2000, 2001; Hotchkiss et al., 2008). Consequently, this
dissertation has important implications for firms, creditors and policymakers in the EU15
but also around the world. In the past, many countries have initiated a transition of their
insolvency law towards a US-like restructuring regime (Franken, 2004; Closset, 2017). In
contrast, I present results suggesting that the fostering of corporate restructuring might

also bring negative implications to firms, especially when they are closer to default. By
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increasing incentives to restructure, the insolvency regime might also encourage restructu-
ring of non-viable firms, and therefore lead to higher agency and opportunity costs from
the creditor’s perspective. Overall, the evidence suggests that it is important to set the
right incentives for corporate restructuring, and therefore highlights the importance of

well-balanced insolvency law.

1.3. Structure

The remainder of this dissertation is organized as follows. In Chapter 2, I present an
overview on the existing law and finance literature followed by a review of insolvency law
in a selected set of countries. In Chapter 3, I examine changes in the balance of power
between creditors and the firm and present empirical results suggesting implications for
firms’ capital structures. In Chapter 4, I study reforms of a country’s focus on corpo-
rate restructuring and report results indicating consequent implications for firms’ cost of
finance. Finally, in Chapter 5, I provide conclusions, implications, and suggestions for

future research.
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2. Corporate Insolvency Law & Finance:

Past, Present and Future

Abstract
The existing literature on law and finance mandates that investor protection and legal ori-
gin impact the balance of power between the firm and its stakeholders. Its critics call for
additional research studying the underlying law in more detail and addressing the existing
endogeneity issues. I focus this paper on the role of insolvency law in the context of the
firm and its stakeholders. Based on the analysis of a new dataset on insolvency law in 20
countries and their main insolvency law reforms over the period of 1985 to 2015, I find
that insolvency regimes: (i) differ in their legal design and are characterized by lengthy
and costly procedures; (ii) tend to converge towards a restructuring regime that is similar
to the one in the USA; (iii) exhibit a trend towards preventive restructuring proceedings
avoiding lengthy and costly in-court proceedings. Overall, findings are consistent with the

view that legal regimes are likely to converge in the future.
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2.1. Introduction

Ever since the seminal work by La Porta et al. (1998), researchers have engaged in a
vivid discussion on the existence and the extent of a relationship between law and finance.
Building upon past theoretical considerations by Modigliani and Miller (1958), Jensen and
Meckling (1976), and Myers and Majluf (1984), scholars posit that a country’s laws and the
extent of their enforcement impact the rights of financial actors, and thus financial systems.
This is of particular importance when firms file for insolvency. Under financial distress,
the legal regime regulates the stakeholder’s rights and obligations, and thus ultimately
determines their expectations and behavior (e.g., Aghion et al., 1994; Hart, 2001).

In this paper, I summarize the existing law and finance literature and interpret its theo-
retical considerations, main empirical findings, and substantial criticism.! Furthermore, I
include a review of insolvency law? and its main reforms in 20 selected countries including
the EU15, BRIC and USA?. I base this review on a new dataset providing information on:
(i) the status quo of insolvency law in each country as of 2015; (ii) 42 main insolvency law
reforms enacted from 1985 to 2015.

The law and finance theory builds on two distinct hypotheses (La Porta et al., 1998).
The first hypothesis states that financial systems are more developed in countries where
the legal system enforces private contracts and investor rights. The second hypothesis
formulates that differences in financial development are a result of different legal origins
that originated in Europe and then spread to the world. Even more specifically, legal
origins impact financial systems through the “political channel” and the “adaptability
channel” (Hayek, 1960). The political channel states that legal origins differ in the priority
they attribute to private rights compared to state rights and that financial development

depends on the level of protection of these private rights (Clark, 1986). The adaptability

11t should be clear that this paper has a limited purpose and may not incorporate all the facets of the
subject. Other summaries of the law and finance literature can be found in Beck and Levine (2005),
Levine (2005) or La Porta et al. (2008).

2In this paper, the term “insolvency law” is used as a generic term for bankruptcy, insolvency and
restructuring laws. Furthermore, I do not investigate legal provisions that deal with personal insolvency
or that specifically target the insolvency of firms from within the financial sector.

8 The sample consists of the EU15 countries (Austria, Belgium, Denmark, Finland, France, Germany,
Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, Sweden, United Kingdom (UK)), the
BRIC countries (Brazil, Russia, India, China) and the United States of America (USA).
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channel posits that legal origins differ in their legal formalism and flexibility, and that
financial development is higher in legal origins that are able to adapt efficiently (Merryman,
1985).

The work by La Porta et al. (1998) has led to extensive discussions among scholars over
the past decades. Empirical findings have shown to be largely in line with theoretical
considerations but have also been widely criticized, most importantly for their issues with
endogeneity, i.e., reverse causality and omitted variables (e.g., La Porta et al., 2008; Siems
and Deakin, 2010; Spamann, 2010). Consequently, this criticism calls for further research,
leaving traditional studies of the cross-section aside and focusing its empirical strategies
on a more detailed and causal study of the underlying law, e.g., by studying imminent
effects resulting from legal reforms, specifically insolvency law reforms.

This study is particularly relevant for firms and their stakeholders when making decisi-
ons, but more generally also for the overall economic system since insolvency remains an
important issue to governments and policymakers.? In general, insolvency law aims at
regulating the competition among the firm’s stakeholders over its assets in the case of
insolvency (Aghion et al., 1994). Its two main goals are to minimize ex-ante and ex-post
inefficiencies by specifying the rights and the level of their protection assigned to the firm
and its stakeholders (e.g., Hart, 1995; Cornelli and Felli, 1997; Hotchkiss et al., 2008). In
the long-run, the ultimate goal of the insolvency regime is to act as a screening mechanism,
separating financially distressed but economically viable firms from inefficient, non-viable
ones (White, 1989; Gertner and Scharfstein, 1991).

This results in a balance of power between the firm and its stakeholders, determining
the degree of satisfaction they can expect in the case of failure (White, 2007), and thus
defining their ex-ante behavior (e.g., Stiglitz and Weiss, 1981; Hart, 2001; Bebchuk, 2002).
The two ends of this spectrum are as follows: a fully debtor-friendly code in which the
debtor retains full control of the firm despite defaulting, or a fully creditor-friendly code
in which all ownership rights are transferred to the creditors (Acharya and Subramanian,

2009).

4 Nowadays, firm insolvencies are still a relevant topic even in developed economies as in, e.g., Germany
which saw 21,518 cases of corporate default with a cumulative claim volume of €27.4bn in 2016 (Statis-
tisches Bundesamt, 2017)
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To get a more detailed understanding on the balance of power between the firm and
its stakeholders, I collect information on the insolvency law as of 2015 and on its main
reforms enacted between 1985 and 2015 for the 20 countries in the sample (EU15, BRIC
and USA). Together with research assistants I successively search national insolvency laws
and public governmental resources for respective information. For reasons of robustness
and consistency I validate the gathered information in a two-step process. First, I define
country clusters and ensure that each country cluster is researched by at least two research
assistants independently from one another. The respective results are then compared
and consolidated by myself. Second, where necessary, I require information to be cross-
checked with insolvency practitioners, insolvency guides provided by leading international
law firms and newspaper articles. By doing so, I ensure that all legal reforms in the sample
are reforms considered to be highly relevant for the country’s insolvency law development
because they altered it in a significant way.

I end up with a dataset providing information for the 20 countries in the sample: (i) on the
status quo of insolvency law as of 2015; (ii) on a total of 42 main insolvency law reforms
enacted from 1985 to 2015. To the best of my knowledge, this dataset is unique with
regards to the depth of the information gathered, the length of the time frame considered
and the number of countries in scope.

Descriptive analyses of this dataset suggest three main results. First, insolvency regimes
in the sample differ in their insolvency law design and are nowadays still characterized by
lengthy and costly insolvency procedures. Second, main insolvency law reforms within the
period of 1985 to 2015 show that insolvency regimes in the sample tend to converge towards
a restructuring regime that is similar to the one currently active in the USA (Franken,
2004). Third, there exists an observable trend towards the establishment of preventive
restructuring proceedings in order to avoid lengthy and costly in-court proceedings. In
the future, these trends will most likely persevere and may lead to a stronger convergence
of insolvency law regimes around the world (La Porta et al., 2008). They might even be
further encouraged and accelerated since propositions on optimal insolvency law design

typically build their recommendations on US-like insolvency features and out-of-court
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proceedings (e.g., United Nations Commission on International Trade Law, 2005; European
Commission, 2016).

The paper adds to the literature of law and finance in general. So far, a vast majority
of scholars has relied on empirical proxies proposed by La Porta et al. (1998) and cross-
sectional analyses of the legal status quo to study the relationship between law and finance
(e.g., La Porta et al., 1998; Levine, 1998, 1999; Demirgiic-Kunt and Levine, 2004; Djankov
et al., 2007, 2008a,b; La Porta et al., 2008). Few scholars have then addressed the resulting
endogeneity issues by relying on the study of insolvency law reforms (e.g., Scott and
Smith, 1986; Djankov et al., 2007; Araujo et al., 2012; Vig, 2013; Hackbarth et al., 2015).
In contrast to them, I present a detailed study of cross-country insolvency law and its
development by means of legal reform. By leaving empirical proxies aside and collecting
time series data, I am able to identify global trends in insolvency law and distinguish
policy effects on a more granular level. The collected dataset may serve as a basis for
future research empirically examining the existing law and finance theory from a more
detailed perspective of insolvency law reforms in a cross-country setting.

This paper has important implications for governments and policymakers, but also scholars
in the field of law and finance. First, it presents a summary of the existing law and finance
literature, its theoretical considerations, main empirical findings, and substantial criticisms
as of today. Second, it assesses the status quo of insolvency law in a set of selected countries
and provides insights on current trends and developments. Third, it provides an overview
on main legal reforms altering the insolvency law in a significant way. Overall, the papers’
findings are in line with existing research (Franken, 2004) and may be helpful as a basis
for future empirical research.

The remainder of this paper is organized as follows. Section 2.2 summarizes the law
and finance theory. Section 2.3 provides an overview of current empirical findings by law
and finance scholars. Section 2.4 presents criticism to the existing literature. Section 2.5
consists of a review of theoretical insolvency law and practical implications from the des-
criptive analysis of a new dataset on insolvency law and its main legal reforms. Finally,

Section 2.6 concludes with a summary of findings and implications.
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2.2. Law and finance: Theoretical considerations

The theory of law and finance is a product of the continuous evolution of corporate finance
theory (La Porta et al., 2000b). Modigliani and Miller (1958) first introduced a connection
between law and finance by stating that debt and equity constitute legal claims on a
firm’s cash flows, and thus established a concept of competition between debt and equity.
Amongst others, Jensen and Meckling (1976), Myers and Majluf (1984), Fama and Jensen
(1983a) and Fama and Jensen (1983b) argued that private contracts are used to address
the firm’s agency problems and that these contracts are shaped by the law and the extent
to which it is enforced by courts. Finally, scholars focused their research on control rights
provided by financial securities and the impact of legal provisions on corporate control
(Hart, 1995). Consequently, finance might be seen as a set of contracts between the firm,
its shareholders and its creditors. Therefore, it seems obvious that a country’s laws and
their enforcement fundamentally impact the rights of financial actors, and thus financial

systems.

2.2.1. Law and finance

The law and finance theory concentrates on the role of legal regimes in explaining cross-
country differences in financial development (La Porta et al., 1997, 1998, 2000b). It consist
of two distinct hypotheses. The first hypothesis states that financial systems are more
developed in countries where the legal system enforces private contracts and investor
rights. Cross-country differences in contract, company, insolvency and securities law, the
emphasis on private property rights and the efficiency of enforcement exert influence on
a financial actor’s willingness to participate in financial markets (Beck and Levine, 2005).
The second hypothesis - also known as the theory of legal origins - formulates that cross-
country differences in financial development are a result of the different legal origins that
have been formed in Europe and that spread to the world over the following centuries.

Interestingly, there are differing views among scholars on whether the legal system should
support private contracting or provide explicit provisions protecting investor rights. On

the one hand, legal systems could simply enforce private contracts without providing any
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legal protection investors. However, this approach would necessitate skilled, motivated and
effective legal institutions willing to enforce private contracts, and experienced investors
designing adequate private contracts (Coase, 1960; Stigler, 1964; Easterbrook and Fischel,
1996; Glaeser et al., 2001). On the other hand, given the difficulty to enforce complex
private contracts, it might be advantageous to develop a legal system providing sufficient
investor protection together with a framework for financial transactions. This second
approach would lower transaction costs, and thus improve the financial market’s overall
efficiency. However, it would negatively affect efficient private contracting (Glaeser et al.,

2001; Pistor and Xu, 2004).

2.2.2. Legal origins

Legal scholars argue that a majority of the world’s legal systems emerged from four legal
families that originated in Europe and then spread to the globe through occupation,
colonization and/or imitation (Merryman, 1985; David and Brierley, 1985; Reynolds and
Flores, 1989; Zweigert and Kotz., 1998). They rely on these legal families to argue that
legal origin shapes cross-country differences in financial development. They posit that a
legal family’s stance on private versus state rights, its affinity for jurisprudence, its extent
of judicial discretion, and its degree of procedural formalism impact financial actors and
financial systems around the world.

These four legal families differ, e.g., with respect to their affinity for jurisprudence, and
can be divided into two categories. First, the case-based English common law system
that originated in Britain and second, the code-based civil law system that originated in
Continental Europe. Specifically, civil law can be further divided into German civil law,
French civil law and Scandinavian civil law.

English common law originated from a dispute between the British Crown and the British
Parliament. Following abuses of power by the British Crown, the British Parliament chose
to side with private property owners and placed the law above the Crown. The English
common law is characterized by a favorable view on jurisprudence, provides for judicial

discretion, and little procedural formalism. In contrast to civil law, it focuses on decisions
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in concrete cases rather than on the logic of codified laws. Finally it allows judges to
interpret and create law to adapt to evolving circumstances.

German civil law was consolidated and codified by Bismarck, following the country’s uni-
fication in the 19*" century. Its legal system is considered dynamic because it allows for a
public access to court documents, and thus for an open discussion between legal scholars
and the judiciary. Therefore, German civil law is characterized by a positive stance on
jurisprudence and judicial review. To that time, French civil law had already been co-
dified by Napoleon during and following the French Revolution. Napoleon’s Code Civil
followed the concept of a gap-less and conflict-free law, leaving no room for law-making by
legal interpretation. Since then, the French legal system gradually allowed for increasing
judicial discretion in order to address its own legal inefficiencies. Nowadays, French civil
law is characterized by the state being placed above the law, a rather negative view on
jurisprudence and increased procedural formalism. Finally, Scandinavian civil law deve-
loped independently from French and German civil law. Contrary to French civil law,
Scandinavian civil law relies on jurisprudence and does not place the state above the law.
Over time, these four legal families have spread internationally through occupation, co-
lonization and/or imitation. Napoleon installed French civil law in conquered territories,
e.g., Italy or the Netherlands, which then spread to Latin America through its influence
on Spanish and Portuguese Law. German civil law was developed at the same time as
Austrian law and later used as a blueprint by Asian countries, e.g., China. Scandinavian
civil law did not spread beyond Northern European countries. Similar to French civil law,
English common law was installed and rooted in the British colonies, e.g., the USA or

India.

2.2.3. Political and adaptability channels

Hayek (1960) defines two inter-related channels through which legal origins impact finan-
cial development: the “political channel” and the “adaptability channel” (La Porta et al.,
2000b; Beck et al., 2003a; Beck and Levine, 2005). The political channel states that legal

origins differ in the priority they attribute to private rights versus state rights and that
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financial development depends on the level of protection of these private rights (Clark,
1986; Shleifer and Vishny, 1997). The adaptability channel posits that legal origins differ
in their legal formalism and flexibility, and that financial development is higher in legal
origins that are able to efficiently adapt to changing environments (Merryman, 1985).

In this context, it is important to note that the political channel and the adaptability chan-
nel make partially conflicting predictions regarding the financial development of French
civil law and German civil law countries. On the one hand, the political channel states
that historical differences in legal origin help to explain today’s differences in financial
development (La Porta et al., 1998). Historically, common law tended to side with private
investors, while civil law placed the rights of the state above all (Coffee, 1999; Johnson
et al., 2000). This would imply that civil law countries should be less financially developed
than common law countries.

On the other hand, the adaptability channel states that legal origins that are efficient
and flexible will show higher levels of financial development (Merryman, 1985). Generally,
common law with its system of case law and its less of judicial formalism was always
considered efficient and flexible (Rubin, 1977). However, civil law with its statutory law,
and especially French civil law with its negative stance on judicial discretion, tended to
be less efficient and developed more slowly (Bailey and Rubin, 1994). This results in the
prediction that French civil law countries should be less financially developed than other
civil law and/or common law countries, which partially contradicts previous predictions

by the political channel.

2.3. Law and finance: Empirical evidence

Over the past two decades, law and finance scholars developed a set of propositions that
theorize the relationship between judicial and financial systems. The seminal hypotheses
by La Porta et al. (1998) have led to extensive discussions amongst corporate gover-
nance, corporate finance and legal scholars worldwide. As a result, subsequent research
has focused on examining and understanding the empirical evidence of these theoretical

propositions.
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2.3.1. Legal origin and financial development

To measure legal origin La Porta et al. (1998) rely on data provided by Reynolds and
Flores (1989) regarding the history of a country’s national law. Based on this information
they construct an international dataset of legal origin that many scholars use to examine
the relationship between legal origin and financial development.

Based on this dataset La Porta et al. (1997, 1998) find that French civil law countries
are less financially developed than common law or other civil law countries. Specifically,
French civil law countries tend to have smaller equity markets, experience less IPOs and
show lower levels of bank credit. This view is confirmed by findings that suggest that
common law countries have superior equity markets than civil law countries (Beck et al.,
2001).

These findings are further are further validated by scholars expanding the original dataset
by La Porta et al. (1998) and using various alternative measures of financial development
(Levine, 1998, 1999; Levine et al., 2000; Levine, 2002; Beck et al., 2006; Djankov et al.,
2007; La Porta et al., 2008). They find that legal origins help to explain cross-country
differences in financial development and that French civil law countries tend to have smaller
equity markets. They also investigate whether legal origin influences economic growth
through financial development (King and Levine, 1993; Levine, 1998; Levine and Zervos,
1998; Levine, 1999; Levine et al., 2000; Mahoney, 2001). Specifically, they find that legal
origin impacts the development of financial intermediaries and equity markets, and thus
explain cross-country differences in economic growth. However, these claims are also
contested in more recent work (La Porta et al., 2008; Klerman et al., 2011).

Building on these results, scholars try to identify whether legal origin primarily acts
through the political or the adaptability channel (Beck et al., 2003a; La Porta et al.,
2004). Their results are consistent with theoretical predictions along three dimensions and
suggest that the adaptability channel primarily influences financial development. First,
in civil law countries the state grants less judicial independence and flexibility than in
common law countries. Second, in French civil law countries judicial decisions are not

as likely to shape legislation as in common law and other civil law countries. Third, in
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contrast to the political channel, cross-country differences in financial intermediary deve-
lopment, equity market development and investor rights protection are explained by the
adaptability channel.

Finally, they study the impact of legal formalism and judicial efficiency on financial deve-
lopment. Consistent with theoretical predictions, they find that common law countries are
characterized by less legal formalism, and thus higher efficiency of proceedings (Djankov
et al., 2003a,b). With respect to financial development they find that legal formalism

negatively impacts equity markets (Acemoglu and Johnson, 2005).

2.3.2. Legal origin and investor protection

La Porta et al. (1998, 2008) also examine the relationship between legal origin and the
extent to which a country’s law protects outside investors. From a theoretical point of
view they argue that legal systems in which shareholders and creditors are well-protected
have better functioning debt and equity markets, and thus favor capital allocation (North,
1990). They define a shareholder rights index and a creditor rights index to study the
empirical link between legal origin and investor rights. To construct the respective in-
dices they define a set of relevant legal criteria and check their fulfillment based on the
assessment of each country’s national law. For each criterion they code the result of their
assessment in a binary variable. The shareholder rights and creditor rights indices corre-
spond to the sum of the respective relevant sub-criteria (e.g., proportional representation
of minority shareholders on the board of directors or secured creditors being able to en-
force their security rights in restructuring proceedings). Higher values of the shareholder
rights or creditor rights indexes indicate greater shareholder or creditor rights.

Results suggest that French civil law countries have lower levels of shareholder rights in
contrast to common law countries (La Porta et al., 1998, 2008). This is consistent with
findings indicating that lower levels of shareholder rights result in poorly developed equity
markets (La Porta et al., 1997; Levine, 2002). Additionally, La Porta et al. (2006) show
that financial development is higher when legal provisions force information disclosure and

facilitate private enforcement. They highlight that French civil law countries lack private
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contract enforcement compared to common law countries due to weak legal provisions and
weak requirements on information disclosure. This contradicts findings which support the
view that, instead of private enforcement, public enforcement and information disclosure
foster financial development (Roe and Jackson, 2009).

Adding to this, La Porta et al. (1998) find that common law countries have higher levels of
creditor rights in comparison to French civil law countries. This evidence is supported by
results showing that positive development of financial intermediaries is a result from higher
levels of creditor rights and more effective private contract enforcement (La Porta et al.,
1997; Levine, 1998, 1999). Consistently, La Porta et al. (2000b) postulate that law and
finance better explains corporate finance than the theory of bank-based and market-based
financial systems. Finally, findings suggest that legal origin drives not only the degree of
investor protection, but that it is also a function of debt enforcement and the presence of

public credit registries (Djankov et al., 2007, 2008a).

2.3.3. Investor protection and corporate finance

La Porta et al. (1998, 2008) posit that the legal protection of shareholders and creditors
impacts the operation of debt and equity markets, and thus a firm’s corporate financing
decisions. Consequently, many scholars have examined this relationship between investor
protection and corporate finance from multiple angles. Often, but not exclusively, they
relied on the shareholder rights and creditor rights indices as proposed by La Porta et al.
(1998) to measure the effect of shareholder and/or creditor protection in a standard agency
model (Shleifer and Wolfenzon, 2002). In the following, I provide a summary of the
main empirical findings from these studies. I start by summarizing the literature on firm
financing and capital structure. I then move on to focus on implications for investment
decisions and corporate valuation. Finally, I present findings on benefits of control and
corporate ownership.

Scholars argue that higher levels of creditor protection induce lower cost of debt and
vice versa (Scott and Smith, 1986; Qian and Strahan, 2007; Bae and Goyal, 2009; Araujo

et al., 2012). Indeed, lower creditor protection induces more restrictive debt covenants as a
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mechanism to overcome legal deficiencies (Miller and Reisel, 2011). Consistently, findings
show that a shift in power from creditors to shareholders results in lower cost of equity
(Hackbarth et al., 2015). In contrast, well-protected shareholder rights lead to higher
dividends (La Porta et al., 2000a). However, creditors might also want to contract around
higher shareholder rights by demanding more restrictive payout policies as a substitute,
and thus reverse the rise in the cost of equity (Brockman and Unlu, 2009; Vig, 2013).
Interestingly, empirical evidence on implications of the relationship between investor pro-
tection and firm capital structure is mixed. While some scholars argue that firms reduce
leverage under higher creditor protection (Acharya and Subramanian, 2009; Acharya et al.,
2011; Cho et al., 2014; Vig, 2013), other scholars find that firms react to higher available
debt supply under better creditor protection by increasing their leverage (Giannetti, 2003;
Cheng and Shiu, 2007). Further results suggest that capital structures are subject to a
shift from short-term to long-term leverage under higher creditor protection (Demirgiig-
Kunt and Maksimovic, 1998; Araujo et al., 2012; Cho et al., 2014). Adding to this, results
indicate that better creditor and shareholder protection help to efficiently redirect funds
from declining to growing firms, but also benefit growing firms by providing them with
easier access to financing (Demirgiic-Kunt and Maksimovic, 1998; Wurgler, 2000; Beck
and Levine, 2002).

More specifically, cross-country differences in creditor rights lead banks to adjust their len-
ding practices to mitigate resulting risks and costs. In legal systems with weak protection
of creditors, banks require more collateral to address potential dilution of their claims
(Claessens and Laeven, 2003; Franks and Sussman, 2005; Davydenko and Franks, 2008).
Consistently, increasing creditor protection leads banks to increase their credit supply and
risk taking (Bae and Goyal, 2009; Houston et al., 2010). This effect is particularly high
for foreign banks that might see an increase in creditor protection as a mechanism to miti-
gate their informational disadvantages (Haselmann et al., 2010). Generally, scholars agree
that banks are critical for firm financing and better developed in countries with higher
creditor rights and efficient enforcement of private contracts (e.g., Beck and Levine, 2002;

Demirgiic-Kunt and Maksimovic, 2002; Levine, 2002; Demirgii¢-Kunt and Levine, 2004).
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At the same time scholars examine the impact of investor protection on the efficiency of
capital allocation. Their results indicate that in countries where small outside investors
are well-protected the flow of capital is more efficiently redirected from declining firms
to growing firms (Wurgler, 2000; Beck and Levine, 2002). Additionally, higher investor
protection benefits faster growing firms in the way that they have less difficulties to obtain
financing (Demirgiic-Kunt and Maksimovic, 1998).

Generally, scholars argue that creditor protection positively impacts corporate investment
because firms are more inclined to invest when they are better protected (Johnson et al.,
2002; Giannetti, 2003; Rodano et al., 2016). Specifically, higher creditor protection fos-
ters large corporate investments together with investments into more diversified targets
(Benmelech and Bergman, 2011; Acharya et al., 2011). This is consistent with the view
that firms are financially constrained under weak creditor protection and therefore value
cash to a higher extent (Pinkowitz et al., 2003; Kyroldinen et al., 2013).However, it is
noteworthy that recent evidence also suggests a negative relationship between creditor
protection and corporate investment (Favara et al., 2017).

Consistently, firm valuation is usually perceived as being positively correlated with inves-
tor protection (Rajan et al., 2001; Beck et al., 2003b; Claessens et al., 2002; La Porta
et al., 2002b). In particular, shareholder protection is considered as a mechanism to miti-
gate weak corporate governance provisions, which results in higher announcement effects
for cross-border merger and acquisitions when shareholder protection is high (Bris and
Cabolis, 2008). Higher creditor protection, however, might induce value-reducing effects
through corporate investment activities with a negative value to the firms (Acharya et al.,
2011). This contradicts the view that creditor protection favors innovation and producti-
vity via large investments (Benmelech and Bergman, 2011). In contrast, evidence also
suggests that high levels of creditor protection might actually inhibit firm innovation in
already innovative industries (Acharya and Subramanian, 2009).

Weak shareholder protection might also increase shareholder incentives for benefits from
private control, and thus encourage wealthy investors to become controlling shareholders

(Grossman and Hart, 1988; Harris and Raviv, 1988; Giannetti and Koskinen, 2010) Poten-
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tial benefits of control are then attenuated by better protection of minority shareholders
and better legal enforcement (Zingales, 1994; Dyck and Zingales, 2004; Cho et al., 2014).
Consistently, participation in the domestic equity market and the equity home bias are
positively related to shareholder protection (Giannetti and Koskinen, 2010). In contrast,
under weak shareholder protection, dissipating control over a smaller number of investors
might also help to limit expropriation fears (Bennedsen and Wolfenzon, 2000).

This is consistent with the view that investors adapt their levels of corporate ownership
depending on their legal protection. Specifically, scholars argue that shareholders gain
in confidence when they know that their rights are well-protected, and that the need for
concentrated ownership as a mitigation mechanism of corporate governance problems is
consequently reduced (La Porta et al., 1998, 1999; Claessens et al., 2000; La Porta et al.,
2000b). Consistently, lower creditor protection induces declines in government owners-
hip and bank ownership, especially by foreign banks with an informational disadvantage

compared to to domestic banks (La Porta et al., 2002a; Qian and Strahan, 2007).

2.4. Law and finance: Criticism

The theory of law and finance is not undisputed and has led to considerable discussions
over the past decades. Criticism is manifold and can be consolidated into five dimensions
ranging from observed differences between common law and civil law to methodological
criticism regarding endogeneity, i.e., reverse causality and omitted variables. In the follo-
wing, I provide a short summary on the existing literature regarding each major point of
criticism.

In general, there is doubt with respect to the comparability of common law and civil
law. The criticism mainly focuses on three main points. First, scholars question whether
common law generally values private investor rights higher than state rights compared to
civil law (political channel). They postulate that even though the British Parliament sided
with private property owners against the British Crown, this is no evidence that common
law systems favor private investor rights to a higher degree than civil law systems (Rubin,

1982). Second, they question whether common law is characterized by more judicial
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flexibility than the civil law (adaptability channel). Specifically they posit that precedent
cases and the lack of codification might hinder the efficient legal development in common
law countries (Rubin, 1982; Blume and Rubinfeld, 1982). Third, scholars question whether
common law provides better incentives to select efficient outcomes than civil law. They
argue that market participants with unlimited resources might be willing to litigate and
re-litigate cases until the judiciary decides in their favor. The choice between legislation or
litigation might then be a strategic decision regarding the greatest probability of success
(Beck and Levine, 2005).

Furthermore, scholars criticize the categorization of legal origin in the four above-mentioned
legal families. Specifically, legal origins have shown to have low explanatory power in the
context of shareholder rights and are generally unable to fully explain variations in financial
development over time (Rajan and Zingales, 2003; Armour et al., 2010). Detailed research
even shows differences in the capabilities to adapt between two common law countries, the
UK and the USA (Franks and Sussman, 2005). Finally, they argue that legal origin does
not determine financial development by itself alone, but rather that the manner in which
the legal system was installed (i.e., occupation, colonization and/or imitation) is linked to
financial development (Berkowitz et al., 2003).

Adding to this, scholars only partially accept the idea that legal origin solely determines
investor protection, and thus financial development. They rather argue that political
forces shape the policies determining the level of investor protection, the degree of contract
enforcement and the balance between investor rights and state rights (Rajan and Zingales,
2003; Pagano and Volpin, 2001, 2005). However, empirical evidence does not confirm
this view. Even when controlling for different political systems, findings suggest that
legal origin still explains cross-country differences in equity market development, financial
intermediary development and the level of investor protection (Beck et al., 2006). Some
scholars even reject the purported impact of political forces by showing that changes

in the political system of Germany, France and England over the 20"

century did not
impact the evolution of law (Pistor et al., 2003a,b). Further results also question the

importance of investor protection for financial development by showing that changes in
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investor protection do not impact financial development (Franks et al., 2008).

Contrary to the theory of legal origin, the endowment view postulates that differences
in environmental endowments impact financial development and private property rights
(Engerman and Sokoloff, 1997; Acemoglu et al., 2001, 2002; Engerman and Sokoloff, 2002;
Levine, 2005). According to the endowment view, Europeans adopted different strategies
of colonization leading to two different types of colonies. In “settler colonies” the colonizers
settled and established institutions supporting private property rights over state rights.
In “extractive colonies” Europeans aimed at extracting as much resources as possible,
and thus empowered institutions rather than supported private property rights. Colonies
with favorable environmental endowments were more likely to become settler colonies
than inhospitable environments. Following the end of colonization, colonies maintained
their existing institutions and settler colonies tended to be more democratic and protect
private property rights better than extractive colonies. These results are supported by
finding suggesting that endowments in terms of religion, settler mortality and tropical
climate help to explain cross-country differences in financial development (Beck et al.,
2006). Indeed, some religions, e.g. Islam, specifically prohibit the charging of interests.
Empirical findings suggest that legal origin explains laws protecting equity while religion
explains laws protecting creditors (Stulz and Williamson, 2003).

Finally, the shareholder and creditor indices by La Porta et al. (1998), also referred to as
“leximetrics”, are criticized in the literature and blamed to exhibit a home-bias towards
the USA (Lele and Siems, 2007; Siems and Deakin, 2010). Scholars review the binary
scoring methodology and the use of dichotomous and continuous variables. They suggest
corrections to the composition and computation of shareholder and creditor indices toget-
her with a recoding of country specific sub-dimensions along the law in action and not the
law in the books (Coffee, 1998; Braendle, 2005; Cools, 2006; Ahlering and Deakin, 2007;
Lele and Siems, 2007; Armour et al., 2009; Spamann, 2010; Buchanan et al., 2014; Deakin
et al., 2015). As a result, they are not able to replicate the findings proposed by La Porta
et al. (1998).

These methodological flaws add to a general problem of endogeneity within the law and
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finance literature, which typically bases its empirical findings on cross-sectional studies
(La Porta et al., 2008). First, scholars point out potential reverse causality and argue
that investor protection might also be a result from investors exerting political pressure
in the context of specific financial development. Second, they raise concerns with respect
to omitted variables bias especially in the context of legal origins and its channels. Con-
sequently, few scholars have started to address the criticism by relying on the study of
insolvency law reforms (e.g., Scott and Smith, 1986; Djankov et al., 2007; Araujo et al.,
2012; Vig, 2013; Hackbarth et al., 2015). This approach at least relieves concerns regar-
ding reverse causality but does not help to precisely disentangle through which channel
legal origin influences financial development.

Summing up the review of the law and finance literature, it can be said that the work by La
Porta et al. (1998) has led to extensive discussions among scholars over the past decades.
Empirical findings have shown to be largely in line with theoretical considerations but
have also been widely criticized, most importantly for their issues with endogeneity, i.e.,
reverse causality and omitted variables (e.g., La Porta et al., 2008; Siems and Deakin, 2010;
Spamann, 2010). Consequently, this criticism calls for further research, leaving traditional
studies of the cross-section aside and focusing its empirical strategies on a more detailed
and causal study of the underlying law, e.g., by studying imminent effects resulting from
legal reforms, specifically insolvency law reforms.

In the following, I focus on the role of insolvency law in the context of the firm and its
stakeholders. Insolvency law regulates the rights of the firm and its stakeholders in the
case of corporate failure, and thus defines each stakeholder’s expectations. This study is
particularly relevant for firms and their stakeholders when making decisions, but more
generally also for the overall economic system since insolvency remains an important issue
to governments and policymakers. Indeed, firm insolvencies are nowadays still a relevant
topic even in developed economies as in, e.g., Germany which saw 21,518 cases of corporate
default with a cumulative claim volume of €27.4bn in 2016 (Statistisches Bundesamt,

2017).
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2.5. Insolvency law

The design of an efficient and effective insolvency law remains a major concern for poli-
cymakers around the world. This is because the insolvency regime plays a fundamental
role in shaping and revitalizing a country’s financial system (Schumpeter, 1934; Hotchkiss
et al., 2008). In consequence, law-making processes have gradually incorporated results
and implications from the ongoing discussion between law and finance scholars. The se-
minal articles by La Porta et al. (1997, 1999, 2000b, 2002a,b) found their way into the
EU Commission’s line of argumentation with respect to their reform directive on share-
holder rights (European Commission, 2006). Additionally, a vast part of the developed
methodology and indices (Djankov et al., 2003b, 2007, 2008a,b) became the basis of the
World Banks’ Doing Business Project aiming at promoting financial and legal development
(World Bank, 2017).

To construct these indices, scholars rely on the assessment, interpretation and codification
of national law, specifically company and insolvency law in the context of corporate finance
(La Porta et al., 2008). Given the terminal character of corporate failure, a detailed
investigation of insolvency law provides important insights regarding investor protection

and more specifically the balance of power between the firm and its stakeholders.

2.5.1. Theory and goals

Scholars argue that the firm’s stakeholders compete over its assets in the case of insolvency
(Aghion et al., 1994). In theory, stakeholders should be able to agree upon the repartition
of an insolvent firm’s assets via specific contracts. In reality, however, market imperfections
and interest conflicts between stakeholders lead to economic inefficiencies and make it
difficult for firms to orderly exit the market in the case of failure (Berkovitch and Israel,
1999). Consequently, insolvency law has to deal with these market imperfections and
inefficiencies.

First, asymmetric and incomplete information between the debtor and its creditors may
lead to bargaining frictions. In contrast to creditors, managers may anticipate financial

difficulties and decide not to disclose them (Stiglitz and Weiss, 1981; Berkovitch and
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Israel, 1998, 1999). Second, bargaining frictions may induce additional transaction costs
like foregone investments into value-creating projects, and thus negatively affect firm value
and process efficiency (White, 1989; Gertner and Scharfstein, 1991; Berkovitch and Israel,
1999; Hart, 2000; Bebchuk, 2002). Third, private contracts are closed at a specific moment
in time based on the outcome of the bargaining process. Consequently they may only
account for potential future developments to a certain extent (Aghion et al., 1994; Hart,
2001; Ayotte and Yun, 2009). The debtor will always have the possibility to acquire
further assets and engage into further liabilities (Bolton and Scharfstein, 1996; Hart and
Moore, 1998), while creditors may only estimate the debtor’s probability of default due
to adverse selection and moral hazard (Stiglitz and Weiss, 1981; Fudenberg and Tirole,
1990; Hart and Moore, 1998; Hart, 2001). Fourth, once insolvency is imminent, creditors
are incentivized to engage in a creditor run to satisfy their individual claims even though
collectively they would be better off if the firm continued as a going concern (White, 1989;
Fudenberg and Tirole, 1990; Gertner and Scharfstein, 1991; Aghion et al., 1994; White,
2007). Alternatively, creditors might opt for a hold-out strategy in the expectation of a
better outcome. Fifth and finally, overall or industry-specific shocks may lead to fire sales
and force otherwise viable firms into financial distress.

In consequence, the two main goals of insolvency law are to minimize the above-mentioned
ex-ante and ex-post inefficiencies (Cornelli and Felli, 1997). Here, ex-ante efficiency refers
to incentivizing the firm and its stakeholders towards a certain behavior. Ex-post efficiency
aims at achieving a maximum value for the firm’s stakeholders once the firm is considered
insolvent (Hart, 1995, 2000).

Ex-ante efficiency can be achieved by incentivizing creditors to efficiently monitor debtors
and by preventing firms from engaging into risky projects or concealing the firm’s true
financial state (Hart, 1995; Cornelli and Felli, 1997; Hart, 2000). Insolvency law should
aim at motivating the firm and its stakeholders to declare insolvency at the right time in
order to prevent the debtor from defaulting strategically. This is consistent with the view
that ex-ante inefficiencies can be mitigated by reducing insolvency related agency costs

of ownership and control (Jensen and Meckling, 1976). Concrete mechanisms to incre-
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ase ex-ante efficiency are the adequate penalization of managerial misbehavior (Jensen,
1986; Fudenberg and Tirole, 1990; Povel, 1999) or the incentivizing mechanism of debt
(Grossman and Hart, 1982; Claessens and Laeven, 2003).

In contrast, ex-post efficiency requires the insolvency law to generate the highest value for
the firm’s stakeholders and the overall economic system by maximizing the firm’s value,
minimizing insolvency costs, and efficiently reallocating the remaining assets (Hart, 1995,
2000; Eger, 2001). An ex-post efficient insolvency regime distinguishes between firms with
and without positive business prospects. By offering the possibility to liquidate non-
viable firms and to restructure viable firms, it promotes the reallocation of resources to
the latter and towards new businesses (White, 1994; Kaiser, 1996; Eger, 2001; White,
2007). Providing adequate tools for restructuring might also spur firm investment because
returns are not used to service outstanding debt.

Addressing ex-ante and ex-post inefficiency requires the insolvency regime to specify the
rights and the level of protection it assigns to the firm and each of its stakeholders (Hot-
chkiss et al., 2008). The resulting balance of power between the firm and its stakeholders
determines the degree of satisfaction that these stakeholders can expect in the case of
corporate failure (White, 2007). In a general equilibrium, this balance of power will be
reflected in each stakeholders’ expectations, their behavior, and thus their respective re-
quired risk premium (Stiglitz and Weiss, 1981; Fudenberg and Tirole, 1990; Berkovitch
et al., 1997; Hart, 2001; Bebchuk, 2002).

With respect to external finance, this implies that in order to ensure efficient lending,
interest rates should reflect the risks that creditors face under insolvency (Eger, 2001).
Without regulating the balance of power between the firm and its creditors, the latter
would be inclined to finance riskless firms or to charge high interest rates. Consequently,
the overall costs of borrowing would increase, while credit access would be constrained for
less wealthy firms (Stiglitz and Weiss, 1981).

The balance of power between the firm and its stakeholders is regulated in the insolvency
law (White, 2007). Usually, it follows the absolute priority rule which postulates that

creditors are to be satisfied first and that higher ranking creditors are to be served before
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lower ranking ones (Franks and Torous, 1989; White, 1989). Therefore, remaining stake-
holders are left with a residual claim, which might only be satisfied when the face value of
the outstanding debt is lower than the remaining firm value. Preservation of the absolute
priority rule is considered crucial for efficient external financing as it counters potential
ex-post dilution of claims (Franks et al., 1996; Hart, 2000; Bebchuk, 2002). Deviations
from the absolute priority rule can take the form of, e.g., debt composition agreements or
debt-to-equity swaps. These deviations imply that some of the firm’s value is purposely
taken from creditors and indirectly attributed to other stakeholders through the debtor.
Therefore, creditors have to rely on formal legal mechanisms to enforce their rights in the
event of insolvency (Haselmann et al., 2010).

However, the design of a well-balanced insolvency code is considered complicated due to
conflicting mechanisms of ex-ante and ex-post efficiency. Indeed, an insolvency regime that
provides ex-ante efficiency should be more creditor-friendly to discipline the management
and secure debt repayment. Under stronger creditor rights, managers may be incentivized
to reduce corporate risk taking and to exert an adequate level of effort, especially when
facing the risk of dismissal (Rajan and Zingales, 1995). In contrast, ex-post efficient
insolvency regimes should try to avoid creditor-friendly provisions in order to prevent
excessive liquidations and delays when filing for insolvency. Instead they should facilitate
efficient restructuring and new business creation (Armour et al., 2015).

This implies that the insolvency regime will never be able to fully satisfy the interests of
the firm and each involved stakeholder, and thus needs to bring the resulting trade-off to
an optimum. The two ends of this spectrum are the following: a fully debtor-friendly code,
in which the debtor retains full control of the firm despite defaulting, and a fully creditor-
friendly code, in which all ownership rights are transferred to the creditors (Acharya and
Subramanian, 2009).

At first sight, debtor-friendly insolvency regimes may seem to worsen outcomes for cre-
ditors as they shift the focus from liquidation to restructuring. However, debtor-friendly
provisions may help to rescue firms that are worth more as going-concerns than after pie-

cemeal liquidation (White, 1994). This would benefit creditor satisfaction and lead to less
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inefficient liquidations (Shleifer and Vishny, 1992). Consequently, providing adequate and
efficient provisions to identify and restructure viable firms in a debtor-friendly insolvency
regime might lead to a higher return to all involved stakeholders (White, 2007).
However, restructuring-friendly and therefore debtor-friendly insolvency regimes bear the
risk that non-viable firms may strategically file for restructuring to avoid liquidation,
which would lead to longer proceedings and lower remaining firm value. In contrast,
liquidation-friendly, and therefore creditor-friendly, insolvency regimes may lead to inef-
ficient outcomes by liquidating otherwise viable firms (Ayotte and Yun, 2009). However,
creditor-friendly regimes may be helpful in countries where the judicial lacks enforcement
and efficiency because they reduce incentives for creditors to enforce their claims privately.
Indeed, monitoring and punishing mechanisms like, e.g., information-sharing institutions,
might help to reduce the risks involved for creditors (Djankov et al., 2007).

In the long-run, the ultimate goal of the insolvency regime is to act as a screening me-
chanism, separating financially distressed but economically viable firms from inefficient,
non-viable ones (White, 1989; Gertner and Scharfstein, 1991). This could be achieved
by facilitating the rehabilitation of viable firms, e.g., via restructuring or the sale of the
business as a going-concern, but also by the liquidation of unviable businesses (White,
1989). Ineffective insolvency laws, on the contrary, may force otherwise viable firms into
liquidation and keep non-viable firms in operation, thereby destroying value in the overall
economic system (Armour et al., 2015). This view implies that it is not the insolvency
regime’s goal to rescue as many firms as possible, but rather to ensure a healthy ba-
lance between market entry and exit. Discouraging inefficient, non-competitive firms from
exiting a market, may prevent entrepreneurship and the creation of more efficient and
innovative firms from entering this market.

To conclude, insolvency regimes should be easily easily accessible to firms in financial
distress and facilitate efficient and timely firm exit. They should especially promote re-
structuring of viable firms and liquidation of non-viable firms in a way that maximizes
proceeds for all involved stakeholders. Also, they should balance the interest of the firm

and its creditors to ensure future risk-taking by creditors and debtors. Finally, they should
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be backed by an efficient judicial system composed of judges with relevant expertise that
are willing to enforce private contracts (Claessens and Klapper, 2005; Ayotte and Yun,

2009; Gennaioli and Rossi, 2010; Gennaioli, 2013)

2.5.2. Key proceedings and features

According to the theory of insolvency law, achieving ex-ante and ex-post efficiency requires
addressing the balance of power between debtors and creditors. To achieve desired outco-
mes with respect to this balance of power, insolvency regimes make use of different types
of proceedings and features. In the following, I provide an overview of typical proceedings
and features found in insolvency law. I purposely focus on the balance of power between
debtors and creditors as it is of central interest from a law and finance perspective. Furt-
hermore, I disregard legal provisions that deal with personal insolvency or that specifically
target the insolvency of firms from within the financial sector. I complement this overview
with results from the analysis of current insolvency law as of year-end 2015 in a sample of
20 selected countries around the globe.

The sample consists of the EU15 countries®, the BRIC countries® and the USA. An over-
view of the countries in the sample including their legal origin can be found in Figure 2.1.
A brief summary of each country’s insolvency law as of the year 20157 can be found in
Appendix A.1 to Appendix A.20. There are four countries with a legal origin in English
common law (India, Ireland, UK, USA), three countries with a legal origin in German
civil law (Austria, Germany, China), ten countries with a legal origin in French civil law
(Belgium, France, Greece, Italy Luxembourg, Netherlands, Portugal, Spain, Brazil, Rus-
sia) and three countries with a legal origin in Scandinavian civil law (Denmark, Finland,

Sweden) in the sample.

5 Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Nether-
lands, Portugal, Spain, Sweden, United Kingdom (UK).

6 Brazil, Russia, India, China.

" Since India reformed its insolvency law completely with the beginning of 2016, I exceptionally provide
information on Indian insolvency law as of 2016.
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In insolvency law there are typically two types of proceedings available to firms facing
financial distress. First, preventive restructuring proceedings provide for out-of-court re-
structuring proceedings under limited judicial supervision before the event of corporate
default. Second, formal insolvency proceedings under corporate default, which offer struc-
tured and court-supervised proceedings, aiming at restructuring or liquidating the firm.
As the name indicates, preventive proceedings usually do not require the initiation of
formal insolvency proceedings with the insolvency court. In general, they are associated
with higher flexibility and lower costs compared to fully court-supervised proceedings.
This is because, the rigidity of the judicial system might reduce firm value, and thus
hinder quick and efficient firm restructuring or liquidation. Under restrictive insolvency
regimes firms might even display “forum-shopping” behaviors by strategically relocating to
countries with more favorable insolvency regimes (Lo Pucki, 2005; European Commission,
2016).

Table 2.1 provides an overview of the types of proceedings available in insolvency law
across the 20 countries in the sample. All countries have insolvency regimes that provide
the option of liquidation and restructuring during formal insolvency proceedings. However,
preventive out-of-court restructuring proceedings are only available in ten out of the 20
countries. This suggests that the insolvency regimes in the sample emphasize formal
insolvency proceedings over preventive proceedings, all while considering liquidation and
restructuring proceedings to be equally important.

In general, insolvency law allows for three reasons to initiate preventive restructuring
proceedings and formal insolvency proceedings. First, firms that are not able to make any
due payments are considered illiquid and usually obligated to file for insolvency. Second,
firms that are able to foresee that they will not be able to meet due payments in the
near future can often file for insolvency under the reason of imminent illiquidity. Finally,
firms with more liabilities than assets and a lack of positive business prospects may file
for insolvency due to over-indebtedness.

Formal insolvency proceedings are typically to be initiated by the debtor by filing a request

with the local insolvency court. Additionally, the insolvency law may also allow creditors
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Table 2.1.: Types of proceedings before and during insolvency.

(1) (2) (3) (4)

Preventive Restructuring Liquidation
Country proceedings proceedings proceedings
Austria No Yes Yes
Belgium Yes Yes Yes
Denmark No Yes Yes
Finland No Yes Yes
France Yes Yes Yes
Germany No Yes Yes
Greece Yes Yes Yes
Ireland No Yes Yes
Italy Yes Yes Yes
Luxembourg No Yes Yes
Netherlands Yes Yes Yes
Portugal Yes Yes Yes
Spain Yes Yes Yes
Sweden Yes Yes Yes
UK Yes Yes Yes
Brazil Yes Yes Yes
China No Yes Yes
India No Yes Yes
Russia No Yes Yes
USA No Yes Yes

Notes: This table provides an overview of the proceedings available before and during insolvency in
each country of the sample. Preventive restructuring proceedings provide for out-of-court restructuring
proceedings under limited judicial supervision. Restructuring proceedings and liquidation proceedings
provide structured, restrictive and court-supervised proceedings aiming at restructuring or liquidating the
firm respectively. This table is based on each country’s insolvency law as of 2015. A brief summary of each
country’s insolvency law can be found in Appendix A.1 to Appendix A.20. All information was validated
with World Bank (2015).
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and other stakeholders of the firm to file for formal insolvency proceedings. In the latter
case, the insolvency court usually requires adequate proof before approving the request
and then only allows for the opening of liquidation proceedings. In any case, the insolvency
court is in charge to review the filing and decides whether to open proceedings. Allowing for
both the debtor and its creditors to file for insolvency might increase the overall efficiency
of the insolvency regime. Restricting creditors from filing for restructuring proceedings
might reduce the number of successful restructurings, and thus increase the probability
that viable firms are liquidated.

Table 2.2 provides an overview of the provisions for the opening of formal insolvency
proceedings across the 20 countries in the sample. Columns (2) to (4) provide information
on the available grounds to open formal insolvency proceedings. It is not surprising that
illiquidity constitutes a ground to open formal insolvency proceedings in each country.
Over-indebtedness is the second most available ground being eligible in seven out of 20
countries, while imminent insolvency is only available in five out of 20 countries. Columns
(5) to (8) provide information on whether the debtor and/or its creditors are allowed to file
for restructuring and/or liquidation proceedings. Again, it seems logical that debtors are
allowed to file for restructuring and liquidation proceedings in each country. Creditors are
also able to file for liquidation proceedings in all countries, however, they are only allowed
to file for restructuring proceedings in 13 out of 20 countries. All in all, this suggests that
insolvency regimes in the sample consider insolvency proceedings as a mechanism to tackle
financial distress, but preferably only once illiquidity has arisen. Over-indebtedness seems
to be considered less critical as long as the debtor manages to serve its outstanding debt.
This is consistent with the already observed low availability of preventive restructuring
proceedings. With respect to choosing the adequate type of proceeding, it seems that the
insolvency regimes rely on the debtor’s rather than the creditors’ judgment.

In the case that restructuring proceedings have been opened they typically involve the
preparation of a restructuring plan introducing financial or operational change to the firm
in financial distress. This usually results in partial sales of the debtor’s business or debt

composition agreements regulating potential payment deferrals, debt write-offs, interest
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Table 2.2.: Opening of formal insolvency proceedings.

(1) (2) 3) (4) (5) (6) (7) (8)

Grounds to Debtors allowed Creditors allowed
open proceedings to file for to file for
2 E =
= 5% g = < = <
g E g 82 2 = 2 z

Country = == 8 & g =2 g =2
Austria Yes No Yes Yes Yes No Yes
Belgium Yes Yes No Yes Yes No Yes
Denmark Yes No No Yes Yes Yes Yes
Finland Yes No Yes Yes Yes Yes Yes
France Yes No No Yes Yes Yes Yes
Germany Yes Yes Yes Yes Yes Yes Yes
Greece Yes No No Yes Yes No Yes
Ireland Yes No Yes Yes Yes Yes Yes
Italy Yes No No Yes Yes Yes Yes
Luxembourg Yes No No Yes Yes No Yes
Netherlands Yes Yes No Yes Yes No Yes
Portugal Yes No Yes Yes Yes Yes Yes
Spain Yes Yes No Yes Yes Yes Yes
Sweden Yes No No Yes Yes Yes Yes
UK Yes No Yes Yes Yes Yes Yes
Brazil Yes No Yes Yes Yes No Yes
China Yes Yes No Yes Yes Yes Yes
India Yes No No Yes Yes Yes Yes
Russia Yes No No Yes Yes No Yes
USA Yes No No Yes Yes Yes Yes

Notes: This table provides an overview of the provisions for the opening of formal insolvency proceedings
in each country of the sample. Columns (2) to (4) provide the available grounds to file for formal insolvency
proceedings. Firms that are not able to make any due payments are considered illiquid. Firms that are able
to foresee illiquidity in the near future are considered imminently illiquid. Firms with more liabilities than
assets and a lack of positive business prospects are considered over-indebted. Columns (5) to (8) provide
information on whether debtors and/or creditors are allowed to file for liquidation and/or restructuring
proceedings. This table is based on each country’s insolvency law as of 2015. A brief summary of each
country’s insolvency law can be found in Appendix A.1 to Appendix A.20. All information was validated
with World Bank (2015).
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rate reductions or the provision of new debt. This process is often orchestrated by a
court-appointed trustee whose task it is to support the elaboration of the restructuring
plan. However, he may also have to take-over the debtor’s operations from the incumbent
management. In any case, the restructuring plan is subject to the approval by the firm’s
creditors and ultimately the insolvency court. Creditors with comparable legal claims
may be assigned to specific creditor classes, and thus the restructuring plan may require
approval by the majority in each class. Finally, restructuring proceedings may also be run
as debtor-in-possession proceedings under which the debtor retains full control over the
firm and no trustee is appointed.

In contrast, liquidation proceedings aim at liquidating the firm’s assets and realizing the in-
solvent firm’s remaining value. This process is typically orchestrated by a court-appointed
liquidator whose tasks are to collect the claims against the insolvent firm, to liquidate the
assets and to satisfy the firm’s stakeholders according to a pre-defined order of priority.
Failed restructuring proceedings will usually automatically trigger subsequent liquidation
proceedings.

Both of these proceedings show a variety of features and mechanisms. Policymakers may
or may not rely on these features and mechanisms when designing insolvency law in order
to achieve ex-ante and ex-post efficiency and to address the balance between creditors and
debtors (Davydenko and Franks, 2008; Franks et al., 2008). Specifically, scholars identified
four key features of formal insolvency proceedings used to regulate the balance of power
between debtors and creditors (e.g., La Porta et al., 1998, 2008; Djankov et al., 2007,
2008Db).

First, insolvency proceedings may be subject to different levels of court intervention. Court
intervention can be measured by the level procedural involvement of the insolvency court
and the possibility for incumbent management to stay during restructuring proceedings.
High procedural involvement of the insolvency court increases coordination efficiency and
ensures that all parties are adequately involved. However, court involvement also induces
costs and should therefore be limited to cases where it is absolutely necessary (Franks and

Sussman, 2005). In contrast, by removing the incumbent management and replacing it
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with a court-appointed administrator, the insolvency regime might be able to incentivize
creditors, especially secured creditors, to favor restructuring over liquidation (Hotchkiss,
1995; Kaiser, 1996). In contrast, replacing the incumbent management might lead to the
loss of firm-specific skills and expertise, and incentivize managers to conceal the firm’s
true financial state (Hart, 1995; Berkovitch et al., 1997).

Second, upon request or at its own discretion the insolvency court may order a stay on
creditor enforcement during restructuring proceedings, effectively protecting the debtor
from foreclosure by its creditors (Baird and Jackson, 1984; La Porta et al., 1998; Djankov
et al., 2008a). This stay on creditor enforcement might even be automatic upon the
filing and/or opening of restructuring proceedings. In doing so, the insolvency regime
may ensure the continuity of the debtor’s operations, prevent a creditors’ run on the
firm’s assets and provide the debtor with sufficient time to work out a restructuring plan
(Claessens and Klapper, 2005). However, a stay on creditor enforcement should be limited
in time in order to avoid adverse effects from a lower probability of creditor satisfaction,
e.g., premature liquidations of otherwise viable firms (Wruck, 1990; Armour and Cumming,
2008).

Third, the insolvency law might allow to cram down the approval of a restructuring plan
on dissenting creditors. Therefore, restructuring proceedings might be accelerated and
the overall remaining value of the insolvent firm maximized (Brown, 1989). However,
dissenting creditors should be protected against excessive and unfair cram down. This
typically means that dissenting creditors should not be worse off with the restructuring
plan than under liquidation, that they receive the same treatment as their peers within
the same creditor class and that the restructuring plan requires approval by a significant
majority of creditors.

Fourth, the absolute priority rule regulates the order of creditor satisfaction in the case
of liquidation and typically requires two main considerations (Aghion et al., 1994). First,
secured creditors should be able to secure their claims first. Otherwise, secured creditors
would be inclined to favor liquidation over restructuring in order to satisfy their claims

(Brouwer, 2006). Second, secured and unsecured creditors should typically be placed
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above equity holders or shareholders (Eger, 2001). Sticking to these ex-ante priority rules
usually makes insolvency proceedings more predictable and efficient. However, ex-post de-
viations may be necessary to increase the remaining firm value for the firm’s stakeholders.
Especially new financing might be necessary in order to ensure successful restructuring
and should therefore be granted priority ahead of unsecured creditors (Baird and Jackson,
1988). Unsecured creditors might, however, misuse this feature in order to move up in the
priority ranking. In general, new financing should only have priority over secured creditors
if they give their explicit consent.

Table 2.3 provides an overview of the four key features for the 20 countries in the sample.
Columns (2) and (3) summarize the degree of court intervention during formal insolvency
proceedings in each country of the sample.® In general, court involvement during in-
solvency proceedings remains largely limited or even passive in 14 out of 20 countries.
With some exceptions, active court involvement can mainly be observed in countries from
the northern regions of Europe. All 20 countries in the sample provide the possibility
of incumbent management to stay. However, provisions typically include an option for
the court to remove the incumbent management if deemed necessary. Columns (4) and
(5) present information regarding the stay on enforcement in each country of the sample.
With exception of Austria every country provides the possibility to order a stay on creditor
enforcement. However, this stay on creditor enforcement is automatic only in 15 out of
20 countries. Columns (6) and (7) provide an overview regarding cram down provisions
in each country of the sample. With exception of Austria all countries provide for the
possibility to cram down a restructuring plan on dissenting creditors. However, only seven
out of 20 countries implemented explicit legal provisions that ensure that dissenting cre-
ditors are not worse-off than in the case of liquidation. Finally, columns (8) and (9) show
provisions regarding priority rules in each country of the sample. Interestingly, secured
creditors are guaranteed to be paid first in only 12 out of 20 countries. New finance, on

the other hand, receives priority over unsecured creditors in 17 out of 20 countries.

8 Categories are based on Carcea et al. (2015): (i) “active” implies full court involvement over proceedings
including in-court negotiations and voting; (ii) “limited” implies limited court involvement over procee-
dings with out-of-court negotiations and voting; (iii) “passive” implies restricted court involvement to
the confirmation of out-of-court voting outcomes.
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Table 2.3.: Key features of formal insolvency proceedings.

(1) (2) 3) (4) (5) (6) (7) (8) 9)

Court Stay on Cram Priority
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Austria Passive Yes No No No No Yes Yes
Belgium Active Yes Yes Yes Yes No Yes Yes
Denmark Active Yes Yes Yes Yes No Yes Yes
Finland Active Yes Yes No Yes Yes Yes Yes
France Limited Yes Yes Yes Yes No No Yes
Germany Limited Yes Yes Yes Yes Yes Yes Yes
Greece Limited Yes Yes No Yes Yes No Yes
Ireland Active Yes Yes Yes Yes No Yes Yes
Italy Passive Yes Yes No Yes Yes No Yes
Luxembourg Limited Yes Yes Yes Yes No No No
Netherlands Active Yes Yes Yes Yes No Yes Yes
Portugal Passive Yes Yes Yes Yes Yes No Yes
Spain Passive Yes Yes Yes Yes No Yes Yes
Sweden Limited Yes Yes Yes Yes No No Yes
UK Passive Yes Yes No Yes No Yes Yes
Brazil Limited Yes Yes Yes Yes No No Yes
China Passive Yes Yes Yes Yes Yes Yes No
India Limited Yes Yes Yes Yes No No No
Russia Active Yes Yes Yes Yes No Yes Yes
USA Limited Yes Yes Yes Yes Yes Yes Yes

Notes: This table provides an overview of the key features of formal insolvency proceedings in each
country of the sample. Columns (2) and (3) summarize the degree of court intervention during formal
insolvency proceedings. Categories in column (2) are based on Carcea et al. (2015): (i) “active” implies
full court involvement over proceedings including in-court negotiations and voting; (i) “limited” implies
limited court involvement over proceedings with out-of-court negotiations and voting; (iii) “passive” implies
restricted court involvement to the approval of out-of-court voting outcomes. Columns (4) and (5) present
information regarding the availability of a stay on enforcement. Columns (6) and (7) provide an overview
regarding cram down provisions. Columns (8) and (9) show provisions regarding priority rules. This table
is based on each country’s insolvency law as of 2015. A brief summary of each country’s insolvency law
can be found in Appendix A.1 to Appendix A.20. All information was validated with World Bank (2015).
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All in all, this suggests that insolvency regimes in the sample (i) differ in the importance
they attach to court involvement; (ii) value the firm-specific skills and expertise of incum-
bent management; (iii) emphasize the additional protection of debtors provided by a stay
on creditor enforcement; (iv) aim at facilitating and ensuring efficient restructuring by
providing an automatic stay on creditor enforcement; (v) value the outcome to the over-
all economy higher than the satisfaction of individual creditors; (vi) favor restructuring

through the provision of new debt over individual creditors’ satisfaction.

2.5.3. Optimal design and reforms

The solution to the question of how to set up an optimal insolvency design is ambiguous.
As previously described, insolvency regimes around the world have always differed and still
differ in their insolvency law design. Additionally, many insolvency law regimes are still
characterized by lengthy and costly insolvency procedures. Therefore, scholars (e.g., La
Porta et al., 1998; Djankov et al., 2007) and institutions (e.g., United Nations Commission
on International Trade Law, 2005; World Bank, 2017) around the world have addressed
the question of how an optimal insolvency law would have to look like.

The World Bank initiated the Doing Business Project which aims at measuring the
strength and efficiency of insolvency law in a set of 190 countries worldwide (World Bank,
2017). Therefore, they measure the strength of the insolvency regime, the recovery rate,
the recovery time and the insolvency costs encountered during formal insolvency procee-
dings. High values of the insolvency strength measure and/or recovery rate together with
low values of the recovery time and/or insolvency costs indicate that the insolvency regime
is more efficient at rehabilitating viable firms and liquidating non-viable ones. Based on
on this information and international rankings countries may assess their specific need to
reform insolvency law.

Table 2.4 provides an overview of the respective metrics as of 2017 for the 20 countries in
the sample together with mean values for the total of 190 countries in the original World
Bank database (World Bank, 2017). Sample means indicate that the 20 countries in the

sample have on average stronger, more efficient and less costly insolvency regimes than the
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total set of 190 countries. However, India and Luxembourg underperform the rest of the
sample across all dimensions. Interestingly, 12 out of the 20 countries are ranked among the
TOP 20 countries in resolving insolvency. This suggests that the sample mainly consists
of countries with rather strong and efficient insolvency regimes. These observations are
confirmed by results from t-tests for the null hypothesis of equal means between the sample
and the total set of 190 countries from the original World Bank database.

However, it is important to note that, according to the above figures, insolvency laws
around the world and even in well-developed economies are far from functioning perfectly
(Djankov et al., 2008a). This is why results and implications from comparable studies have
found their way into actual law-making over the past years. Building on the World Bank’s
figures, the latest European Commission’s proposal for a new directive on insolvency law
aims at installing a minimum legal framework in each member state. Its main goals are
to allow for effective restructurings and to facilitate formal insolvency procedures with
reasonable length and costs (European Commission, 2014, 2016). By doing so, capital
flows within the European Union (EU) are facilitated without creating a single common
insolvency regime. It is important to note that the proposal does not affect core aspects
of insolvency proceedings like the opening grounds for insolvency or country-specific pri-
ority rules. This proposal adds to the already existing European Insolvency Regulation
which provides rules on how to handle cross-border insolvencies with conflicting judicial
provisions within the EU (European Council, 2000; European Parliament and European
Council, 2015).

The content of the European Commission’s proposal reveals the features that the Euro-
pean Commission considers crucial for the optimal design of insolvency law: (i) provide for
pre-insolvency restructuring proceedings; (ii) reduce court involvement to adoption and
enforcement tasks; (iii) allow for debtor-in-possession proceedings without removal of the
incumbent management; (iv) introduce an automatic stay on creditor enforcement; (v)
allow a restructuring plan to be approved by a majority of impaired creditor classes; (vi)
provide the possibility to cram down dissenting creditors; (vii) eliminate the possibility of

blocking by specific stakeholders; (viii) allow for the possibility to obtain new financing
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Table 2.4.: Strength and efficiency of insolvency law design.

(1) (2) 3) (4) (5) (6)

Insolvency Recovery Recovery Insolvency Resolving

strength rate time costs insolvency
Country (0-16) (%) (years) (%) (rank)
Austria 11.0 82.8 1.1 10.0 20
Belgium 11.5 89.9 0.9 3.5 10
Denmark 12.0 88.0 1.0 4.0
Finland 14.5 90.3 0.9 3.5 1
France 11.0 78.5 1.9 9.0 24
Germany 15.0 84.4 1.2 8.0 3
Greece 12.0 35.6 3.5 9.0 52
Ireland 10.5 87.7 0.4 9.0 17
Italy 13.5 63.9 1.8 22.0 25
Luxembourg 7.0 43.7 2.0 14.5 82
Netherlands 11.5 89.3 1.1 3.5 11
Portugal 14.5 74.2 2.0 9.0 7
Spain 12.0 78.3 1.5 11.0 18
Sweden 12.0 77.9 2.0 9.0 19
UK 11.0 88.6 1.0 6.0 13
EU15 mean 11.9 76.9 1.5 8.7 21
Brazil 13.0 15.8 4.0 12.0 67
China 11.5 36.9 1.7 22.0 53
India 6.0 26.0 4.3 9.0 136
Russia 11.5 38.6 2.0 9.0 51
BRIC mean 10.5 29.3 3.0 13.0 77
USA 15.0 78.6 1.5 10.0 5
Sample mean 11.8 67.5 1.8 9.7 31
t-test vs. total 6.8 5.5 -8.1 -4.7 -7.6
Total mean 7.8 36.2 2.6 16.1 94

Notes: This table provides an overview of the strength and efficiency of insolvency law design in each
country of the sample. Column (2) presents the insolvency strength, an indicator variable based on
the sum of four subindices: (i) commencement of proceedings; (ii) management of debtor’s assets; (iii)
specifications of restructuring proceedings; (iv) creditor participation. Column (3) and (4) summarize the
expected recovery rate and recovery time. The recovery rate measures the expected recovery by secured
creditors in judicial restructuring or liquidation proceedings while the expected recovery time represents
the corresponding time for creditors to recover their credit. Column (5) provides information on insolvency
costs measured as a percentage of the value of the debtor’s assets. Column (6) ranks the countries according
to their relative positions in terms of insolvency strength and recovery rate. Additionally, I report results
from t-tests for the null hypothesis of equal means between the sample and the total World Bank database.
I explicitly choose to show the latest available data because the World Bank Doing Business Report 2015
does not provide for a country ranking of resolving insolvency (World Bank, 2015). A comparison between
the two reports shows that data remains largely identical. Source: World Bank (2017).
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with adequate priority. This is consistent with the view that efficient restructuring pro-
cedures are important because they lead to higher recovery rates and do not necessarily
take much more time than liquidation (Bris et al., 2006).

Besides the World Bank and European Commission, optimal design of insolvency laws
has also been a subject of interest to the United Nations’ Commission on International
Trade (UNCITRAL), which provides a legislative guide with extensive recommendations
for an optimal design of insolvency law (United Nations Commission on International
Trade Law, 2005). Specifically, they propose that insolvency regimes should: (i) provide
for a clear trigger to initiate formal insolvency proceedings; (ii) encourage timely filing
for insolvency; (iii) maximize firm value by providing both liquidation and restructuring
proceedings; (iv) facilitate quick and efficient liquidation of non-viable firms; (v) support
restructuring of viable firms; (vi) allow for cram down of dissenting creditors while securing
their fair treatment; (vii) establish clear and predictable rules discouraging strategic and
fraudulent behavior by the firm or its stakeholders; (viii) allow for out-of-court settlements;
(ix) provide guidelines for the resolution of cross-border insolvencies. It is striking that
these recommendations are to a large extent similar to the ones provided by the European
Commission, pointing at a similar understanding of scholars and institutions regarding
the optimal design of insolvency law.

UNCITRAL’s proposals have found their way into actual insolvency law-making providing
evidence for a strong interest by policymakers in the design of optimal insolvency law. In
Greece, for example, the 2011 insolvency law reform specifically aimed at aligning Greek
insolvency law with the above-mentioned proposition by the UNCITRAL. However, a
proposed one-size-fits-all design might not be suitable for all countries. Therefore, it is
up to each country’s policymakers to decide whether they consider the above guidelines
to be adequate. Policymakers may deliberately opt to alter the balance of power between
debtors and creditors in a specific direction according to their understanding and goals.
By reforming a country’s insolvency law, policymakers may specifically desire to trigger
corresponding changes in creditors’ and/or debtors’ behavior (Stiglitz and Weiss, 1981;

Fudenberg and Tirole, 1990; Berkovitch et al., 1997; Hart, 2001; Bebchuk, 2002).
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To better understand the past development of insolvency law, I research insolvency law
reforms enacted between 1985 and 2015 for the 20 countries in the sample. The sample
generation process is summarized in Panel A of Table 2.5 and described in detail in the
following. Together with research assistants I divide the sample into six country-clusters
and then successively research national insolvency laws and corresponding public govern-
mental resources for information on insolvency law reforms. For each reform I collect
information on its (i) name and number; (ii) date of enactment and date of effect; (iii)
main purpose; (iv) main changes to the former insolvency law; (v) relevance for the coun-
try’s insolvency law development; (vi) impact on the balance of power between debtors
and creditors. For reasons of robustness and consistency I validate the gathered informa-
tion in a two-step process. First, I ensure that each country cluster is researched by at
least two research assistants independently from one another. The respective results are
then compared and consolidated by myself. Second, where necessary, I require information
to be cross-checked with insolvency practitioners, insolvency guides provided by leading
international law firms and newspaper articles.

Insolvency law reforms that are considered relevant for the country’s insolvency law deve-
lopment are reforms that altered the insolvency law in a significant way, i.e., drastically
impacted debtor and/or creditor rights. For example, reforms that encompass minor ad-
justments in the insolvency law due to changes in other law texts or reforms that only
aim at increasing procedural efficiency without impacting debtor or creditor rights are
considered non-relevant and excluded. Panel B of Table 2.5 presents three examples of
reforms that were not considered of significant relevance to the national insolvency law.
Each reform is assessed with respect to its impact on the balance of power between debtors
and creditors. In most cases, the impact on the balance of power is clear, e.g., because
the reform explicitly strengthens secured creditors’ rights. In few cases, the distinction
between a debtor-friendly or a creditor-friendly reform is not straightforward because the
reform implements multiple provisions favoring debtors and creditors differently. In those
cases, | rely on cross-checks of the gathered information and assessments with insolvency

practitioners, insolvency guides provided by leading international law firms and newspa-
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Table 2.5.: Sample generation process.

Step  Description N

Panel A: Collection and validation process of insolvency law reforms

1 Collection of insolvency law reforms via national insolvency laws and correspon- -
ding public governmental resources together with research assistants in a total of
six country clusters.

2 Comparison and consolidation of collected insolvency law reforms in each of the -
six country clusters.

3 Cross-check of collected data with insolvency practitioners, insolvency guides by 224
international law firms and newspaper articles.

4 Elimination of non-relevant insolvency law reforms that do not alter the insolvency 42
law in a significant way.

5 Cross-check of collected data with insolvency practitioners, insolvency guides by 42
international law firms and newspaper articles.

Panel B: Examples of non-relevant insolvency law reforms

- Denmark - 2004 - LOV (No. 447) - Allowed for messages with digital signature -
to be considered valid.

- Russia - 2015 - On Amendments to Certain Legislative Acts of the Russian Fede- -
ration (No. 186-FZ) - Allowed employees to file for insolvency.

- Sweden - 2015 - No. 2014:1456 - Adapted insolvency law to EU cross-border -
insolvency provisions.

per articles. I end up with a dataset of 42 main insolvency law reforms considered to be
relevant for each country’s insolvency law development. To the best of my knowledge, this
dataset is unique with regards to the depth of the information gathered, the length of the
time frame considered and the number of countries in scope.

Table 2.6 provides an overview of the main insolvency law reforms that were enacted
between 1985 and 2015 within the 20 countries in the sample. Reforms are shown corre-
sponding to their year of enactment and their impact on the balance of power between
the debtor and its creditors. A graphical analysis reveals that, the enactment of main
insolvency law reforms seems to be concentrated in the years following the year 2000 and
the year 2008. This suggests that legislators took action and started to amend their in-
solvency regimes following the 2000 and 2008 financial crises. However, reforms were only
enacted a few years after the financial crises took place. This is consistent with usually

lengthy procedures of political discussion and parliamentary law-making procedures.
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In the absence of an urgent need for reform, political discussion and law-making procedures
may stretch over multiple years. In Germany, for example, the 2011 insolvency law reform
(ESUG) was enacted at the end of 2011 and brought into effect at the beginning of
2012. However, the parliamentary discussion that led to the enactment of the reform
already started in early 2010. In addition to these lengthy discussions and procedures,
policymakers might also deliberately opt to postpone the date of enactment of a reform.
An example of such a deliberate choice is the 1994 German insolvency law reform which
was enacted at the end of 1994. The reform aimed at introducing a new and unified
insolvency regime following Germany’s reunification. In order to provide firms and their
stakeholders with sufficient time to adapt to the new insolvency regime, the policymakers
decided that the reform should only come into effect with the beginning of 1999.

Table 2.7 provides a detailed overview of the main insolvency law reforms that were enacted
between 1985 and 2015 within the 20 countries in the sample. When studying the reforms,
I observe that insolvency regimes in the sample tend to converge towards a restructuring
regime that is similar to the one currently active in the USA (Franken, 2004). This is
most likely because the insolvency regime in the USA has been considered as a successful
restructuring system providing: (i) an automatic stay on creditor enforcement; (ii) for the
incumbent management to stay in place; (iii) the possibility to obtain new financing; (iv)
voting rights only to impaired creditors; (v) the option to cram down dissenting creditors
(Hotchkiss et al., 2008; Warren and Westbrook, 2008). Additionally, I observe that the
insolvency regimes present a trend towards the establishment of preventive restructuring
proceedings in order to avoid lengthy and costly in-court proceedings, e.g., Greece (2011),
Italy (2012) or Portugal (2012). This is consistent with the view that during and following
crises, creditors are inclined to prefer out-of-court to in-court proceedings (Laryea, 2010).
Table 2.8 provides a detailed overview of the main insolvency law reforms that aimed at
introducing or facilitating restructuring proceedings within the 20 countries in the sample
between 1985 and 2015. Findings from this table are consistent with the above-mentioned
trend towards more restructuring-centered insolvency regimes. Indeed, multiple countries

revisited their insolvency law in order to facilitate restructuring proceedings, e.g., Austria
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(2010), Germany (2011) or UK (2002) while other countries first had to overhaul their
insolvency law and introduce the possibility for restructuring proceedings, e.g., Brazil
(2003), China (2006) or Greece (2007).

In the future, both these trends towards restructuring and preventive restructuring pro-
ceedings will likely be further enhanced by propositions on optimal insolvency law design.
Indeed, the European Commission and UNCITRAL build their recommendations on op-
timal insolvency design on US-like insolvency features and out-of-court proceedings. The-
refore, I expect the trends to persist in the future and lead to a stronger convergence of
common law and civil law countries (La Porta et al., 2008). However, given lengthy proce-
dures in politics and law-making it is unlikely that insolvency laws will become perfectly
similar in the short-term. This is consistent with the intent of the European Commis-
sion aiming at providing a set of binding common rules on formal insolvency proceedings

without imposing a single common insolvency design (European Commission, 2014, 2016).

2.6. Conclusion

In this paper, I summarize the existing law and finance literature and interpret its theo-
retical considerations, main empirical findings, and substantial criticism. Furthermore, 1
include a review of insolvency law and its main reforms in 20 selected countries including
the EU15, BRIC and USA. I base this review on a new dataset providing information on:
(i) the status quo of insolvency law in each country as of 2015; (ii) 42 main insolvency law
reforms enacted from 1985 to 2015.

This study is particularly relevant for firms and their stakeholders when making decisions,
but more generally also for the overall economic system since insolvency remains an impor-
tant issue to governments and policymakers. In general, insolvency law aims at regulating
the competition among the firm’s stakeholders over its assets in the case of insolvency
(Aghion et al., 1994). Its two main goals are to minimize ex-ante and ex-post inefficiencies
by specifying the rights and the level of their protection assigned to the firm and its sta-
keholders (e.g., Hart, 1995; Cornelli and Felli, 1997; Hotchkiss et al., 2008). This results

in a balance of power between the firm and its stakeholders, determining the degree of

o8
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satisfaction they can expect in the case of failure (White, 2007), and thus defining their
ex-ante behavior (e.g., Stiglitz and Weiss, 1981; Hart, 2001; Bebchuk, 2002).

To get a more detailed understanding on the balance of power between the firm and
its stakeholders, I collect information on the insolvency law as of 2015 and on its main
reforms enacted between 1985 and 2015 for the 20 countries in the sample (EU15, BRIC
and USA). I end up with a dataset providing information for the 20 countries in the
sample: (i) on the status quo of insolvency law as of 2015; (ii) on a total of 42 main
insolvency law reforms enacted from 1985 to 2015. To the best of my knowledge, this
dataset is unique with regards to the depth of the information gathered, the length of the
time frame considered and the number of countries in scope. Descriptive analyses of this
dataset suggest three main results. First, insolvency regimes in the sample differ in their
insolvency law design and are nowadays still characterized by lengthy and costly insolvency
procedures. Second, main insolvency law reforms within the period of 1985 to 2015 show
that insolvency regimes in the sample tend to converge towards a restructuring regime
that is similar to the one currently active in the USA (Franken, 2004). Third, there exists
an observable trend towards the establishment of preventive restructuring proceedings in
order to avoid lengthy and costly in-court proceedings.

Overall, these findings are consistent with the view that insolvency regimes around the
world are expected to show a stronger convergence in the future (La Porta et al., 2008).
The above-mentioned trends might even be further encouraged and accelerated since pro-
positions on optimal insolvency law design typically build their recommendations on US-
like insolvency features and out-of-court proceedings (e.g., United Nations Commission on
International Trade Law, 2005; European Commission, 2016).

The paper adds to the literature of law and finance in general. So far, a vast majority
of scholars has relied on empirical proxies proposed by La Porta et al. (1998) and cross-
sectional analyses of the legal status quo to study the relationship between law and finance
(e.g., La Porta et al., 1998; Levine, 1998, 1999; Demirgiic-Kunt and Levine, 2004; Djankov
et al., 2007, 2008a,b; La Porta et al., 2008). Few scholars have then addressed the resulting

endogeneity issues by relying on the study of insolvency law reforms (e.g., Scott and
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Smith, 1986; Djankov et al., 2007; Araujo et al., 2012; Vig, 2013; Hackbarth et al., 2015).
In contrast to them, I present a detailed study of cross-country insolvency law and its
development by means of legal reform. By leaving empirical proxies aside and collecting
time series data, I am able to identify global trends in insolvency law and distinguish
policy effects on a more granular level. The collected dataset may serve as a basis for
future research empirically examining the existing law and finance theory from a more
detailed perspective of insolvency law reforms in a cross-country setting.

This paper has important implications for governments and policymakers, but also scholars
in the field of law and finance. First, it presents a summary of the existing law and finance
literature, its theoretical considerations, main empirical findings, and substantial criticisms
as of today. Second, it assesses the status quo of insolvency law in a set of selected countries
and provides insights on current trends and developments. Third, it provides an overview
on main legal reforms altering the insolvency law in a significant way. Overall, the papers’
findings are in line with existing research (Franken, 2004) and may be helpful as a basis

for future empirical research.
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3. The Balance of Power between Creditors
and the Firm: Evidence from German

Insolvency Law

Abstract
In 2011, German legislators passed the latest reform to German Insolvency Law (ESUG).
ESUG mandates that creditors of larger firms can exert more influence on the appointment
of the insolvency administrator, resulting in a shift of power from shareholders to creditors.
Based on difference-in-differences estimation, we find that larger firms reduced financial
leverage around this event, while firms below the size threshold of the law increased debt
levels. Furthermore, after the enactment of ESUG, larger firms spend less money on in-
vestment, while smaller firms invest more and benefit from lower cost of debt. Overall,
the evidence is consistent with the view that, in an environment where creditors are alre-

ady well protected, even stronger creditor protection does not necessarily foster borrowing.
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3.1. Introduction

Ever since the seminal work by Jensen and Meckling (1976) and Myers and Majluf (1984),
researchers have argued that information asymmetries and conflicting interests between
the firm and its creditors affect a firm’s capital structure. As a result of these agency
problems, creditors may need to fear expropriation through shareholders or management,
and thus they may be reluctant to provide firms with sufficient funds so that firms may
need to forgo investment projects with positive net present value.

To reduce agency cost of debt, many countries have therefore mandated laws to better
protect creditors, which is of particular importance when firms file for insolvency. In this
regard, recent literature has argued that, by shifting power from shareholders to creditors,
regulators have been able to increase the size of capital markets and private debt markets
in particular (e.g., La Porta et al., 1997, 1998; Levine, 1998, 1999; Djankov et al., 2007;
La Porta et al., 2008), which, in turn, is supposed to improve a firm’s external financing
possibilities.

In this paper, we exploit the German insolvency law! reform passed in late 2011 (“Gesetz
zur weiteren Erleichterung der Sanierung von Unternehmen”, short “ESUG”) to show that
a shift in the balance of power from shareholders to creditors can actually negatively affect
firm borrowing. Specifically, we posit that, when filing for insolvency in a strong creditor
protection regime, the firm and its shareholders may fear the extent of power attributed
to creditors. Therefore, firms may be reluctant to borrow in the first place.

Historically, Germany is a country where creditors were always relatively well protected.
For example, the German Commercial Code (“Handelsgesetzbuch”) is largely driven by
the so-called “caution principle” (“Vorsichtsprinzip”), which requires firms to prepare their
financial statements conservatively so that creditors’ assessment of a firm is not clouded
by inflated earnings and that the available mass for insolvency proceedings is maximized.
The strong German creditor protection is also reflected in a high value of the creditor

protection index by Djankov et al. (2007).2 ESUG may have even more benefited creditors,

In this paper, the term “insolvency law” is used as a generic term for corporate bankruptcy, insolvency
and restructuring laws.

21n 2003, the creditor rights index amounted to 3 in Germany, while the sample mean was about 1.81
(Djankov et al., 2007).
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which lets Paulus et al. (2015) conclude that in “Germany, like in quite a number of other
jurisdictions, one finds as the main purpose [of the insolvency code] the best possible
satisfaction of the creditors” (p. 3).

ESUG, passed in late 2011 and enacted in early 20123, intended to both update German
insolvency law and to reduce its lack of attractiveness relative to other European insol-
vency regimes. For this, ESUG implemented a set of new tools that aimed at strengthening
creditor protection and facilitating firm restructuring. Among other things, the law in-
troduced a preliminary creditors’ committee in the early phase of insolvency proceedings.
This committee is entitled to appoint the preliminary insolvency administrator that is
to become insolvency administrator once main insolvency proceedings have been opened
by the court. During insolvency proceedings, the insolvency administrator is entitled to
manage the firm’s assets while driving the insolvency procedure. In the case of liquida-
tion, he determines the insolvency estate’s value and its distribution to creditors. In the
case of restructuring, he develops an insolvency plan that is subject to creditors’ approval.
Consequently, ESUG resulted in greater creditor power and influence near and during in-
solvency proceedings since the insolvency administrator has considerable influence on the
outcome of the insolvency procedure.

From an econometric point of view, we can use the introduction of a preliminary creditors’
committee for identification. In particular, the appointment of a preliminary insolvency
administrator by the preliminary creditors’ committee is only required for German firms
that are at least medium-sized, while being optional for small-sized German firms.* Howe-
ver, anecdotal evidence from insolvency practitioners suggests that the voluntary summo-
ning of a preliminary creditors’ committee in small firm insolvencies remains unattractive,
and thus rarely used, due to its costs in terms of time and financial resources. Since there
is no other rule related to ESUG that applies to the same size threshold, we can perform
a difference-in-differences analysis and compare the development of financial leverage of

larger to smaller firms around this event. This allows us to identify the causal impact of

3 On September 1, 2010, the German Federal Ministry of Justice presented a first draft of ESUG, which
was later passed into law on December 7, 2011 and became effective on March 1, 2012.

4 According to the German Commercial Code, firms that meet at least two of the following criteria in
the respective previous fiscal year are considered to be at least medium-sized: total assets greater than
€4.84m, total sales greater than €9.68m, and average number of employees greater than 50.
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changes in creditor protection on a firm’s financial leverage.

For the empirical analysis, we rely on a set of 284 German firms over the 2009 to 2013
period. Unfortunately, the dataset is relatively small due to limited data availability on
small-sized German firms. Still, it allows to identify the effect of ESUG on a firm’s financial
leverage. After treatment, we observe that larger firms above the size threshold reduced
financial leverage relative to their smaller counterparts by about five percentage points.’
Further analysis reveals that the reduction in financial leverage can be explained by a shift
from debt to equity, and more specifically by the reduction of short-term leverage. The
results are robust to: (i) the inclusion of different sets of firm, year, and industry-year
fixed effects; (ii) robustness tests addressing threshold manipulation and sample firm size;
(iii) placebo tests where we rely on an alternative time window and different size criteria.
We also show that the parallel trends assumption is not violated.

Finally, we find evidence that smaller firms benefit from lower average interest rates after
the introduction of ESUG. We also show that larger firms reduce investment after the
introduction of ESUG. In contrast, smaller firms increase both leverage and investment in
the aftermath of the introduction of ESUG. Overall, the evidence is consistent with the
view that greater creditor protection results in a more costly insolvency procedure from
the shareholder perspective. To avoid further losses of control, firms try to avoid debt,
which, in turn, hinders investment and, ultimately, firm growth. In contrast, smaller firms
may have benefited from the introduction of a preliminary creditors’ committee, as it may
have increased available debt supply because demand by larger firms has decreased.

The paper adds to the literature on law and finance in general. This far, few scholars
have relied on changes in insolvency law as external shocks to examine the effects of
creditor protection on financial leverage. In this regard, based on international data sets,
e.g., Djankov et al. (2007), Haselmann et al. (2010) and Deakin et al. (2015) find mixed

results regarding the influence of changing creditor rights on credit markets.% In contrast,

5In order to work with yearly accounting data, we assume that ESUG was introduced during the ac-
counting year 2011, with yearend dates from July 1, 2011, to June 30, 2012. The fiscal year 2011 thus
encompasses ESUG’s parliamentary discussion, its adoption, and its coming into effect. In the following,
we show that results are robust to removing the treatment year from the sample.

S Djankov et al. (2007) as well as Haselmann et al. (2010) find that increasing creditor protection is
positively correlated to the size of credit markets. Deakin et al. (2015), on the other hand, show that
the strengthening of creditor rights can be negatively related to private credit growth.

65



we use the introduction of ESUG as means of within-country identification, which is not
affected by unobserved heterogeneity at the country-level, to examine the effects of creditor
protection on financial leverage. Furthermore, the paper contributes to the literature on
the determinants of capital structure. We show that changes in adverse selection costs as
a result of better creditor protection affect a firm’s capital structure. Thereby, the paper is
related to theoretical frameworks by Jensen and Meckling (1976), Leland and Pyle (1977),
or Myers and Majluf (1984).

This article has an important implication. Most of the literature on creditor protection
argues that better creditor protection increases debt supply (e.g., La Porta et al., 1997,
1998; Levine, 1998, 1999; Djankov et al., 2007; La Porta et al., 2008). In contrast, we
show that, even though credit supply may increase due to lower adverse selection costs to
creditors, firms may actually forgo debt capital because together with their shareholders
they may fear the extent of creditor power when creditors are too well protected. Overall,
the evidence suggests that there may be a optimal level of creditor protection, and that
beyond a certain threshold, debt becomes too costly for shareholders, which is why they
may become reluctant to borrow.

The remainder of this paper proceeds as follows. Section 3.2 shortly summarizes the theo-
retical background. Section 3.3 provides an overview of German insolvency law and ESUG.
Section 3.4 presents the empirical strategy and the data. In Section 3.5, we show empiri-
cal results for the effects of creditor protection on financial leverage. Finally, Section 3.6

concludes with a summary of findings and implications.

3.2. Theoretical considerations

Aghion et al. (1994) state that there is competition between stakeholders over the firm’s
assets during insolvency. They claim that if those stakeholders were able to specify the
repartition of a firm’s assets in a specific contract, a state regulated insolvency procedure
would be redundant. In the context of real external financing, interest conflicts between
debtors and creditors lead to economic inefficiencies (Berkovitch and Israel, 1999). First,

a debtor may prefer unreasonable continuation of business leading to liquidation ineffi-
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ciencies. Second, unreasonable business continuation by the debtor may lead to increased
creditor risk, inducing financing inefficiencies. Consequently, the two main goals of in-
solvency law should be to minimize these ex-ante and ex-post inefficiencies (Hart, 1995;
Cornelli and Felli, 1997; Hart, 2000).

Ex-ante inefficiency can be addressed by minimizing insolvency related agency costs of
debt arising from the separation of ownership and control (Jensen and Meckling, 1976).
Adequate penalization of management and shareholders (Fudenberg and Tirole, 1990;
Povel, 1999) or the incentivizing mechanism of debt (Grossman and Hart, 1982; Claessens
and Laeven, 2003) are two examples to achieve ex-ante efficiency. In contrast, ex-post
efficiency requires that the insolvency law generates the highest value from the perspective
of society (Hart, 1995, 2000). It should enable a quick and efficient liquidation of unviable
firms, but also provide a clear and structured process to restructure viable firms (White,
1994; Kaiser, 1996; Eger, 2001; White, 2007). However, creditor protection comes at the
cost of debtor protection and vice versa.

In the past, several researchers studied the balance of debtor and creditor protection. Spe-
cifically, they investigated the impact of insolvency law characteristics on the availability
and conditions of external financing. Most of these studies performed cross-country ana-
lyses using the idea of a creditor protection index as proposed by La Porta et al. (1998).
They find that poorer legal protection of creditors is positively related to smaller and
narrower capital markets (La Porta et al., 1997, 1998), and that it is negatively related to
the size of the private debt market (Djankov et al., 2007) or to recovery rates for creditors
(Davydenko and Franks, 2008).

The creditor protection index as proposed by La Porta et al. (1998) has led to considerable
discussion among researchers. Critics mainly focus on the choice of the right set of relevant
criteria (e.g., Graff, 2008; Deakin et al., 2015) and the ’home-country’ bias towards English
Common Law jurisdictions when weighing dimensions (e.g., Lele and Siems, 2007; Siems
and Deakin, 2010). Studies based on alternative definitions of the creditor protection index
have provided empirical results partially contradicting previous studies (e.g., Cools, 2006;

Ahlering and Deakin, 2007; Graff, 2008; Armour et al., 2009; Spamann, 2010; Buchanan
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et al., 2014; Deakin et al., 2015).

In order to address these criticisms, other researchers have started to approach the law and
finance theory from an insolvency law reform perspective. This new perspective allows
to test for better empirical causality when considering insolvency law reforms as external
shocks. Empirical evidence from these studies shows that increases in creditor protection
and debt enforcement positively influence the size of the debt market (e.g., Haselmann
et al., 2010), reduce the cost of debt (e.g., Scott and Smith, 1986), reduce indirect costs of
bankruptcy (e.g., Sautner and Vladimirov, 2017), and affect the distribution of debt (e.g.,
Vig, 2013).

These findings support past theoretical observations. Insolvency law reforms that decrease
creditor protection should lead to ex-ante monitoring costs thus reducing the availability of
debt while increasing cost of debt (Eger, 2001). In contrast, reforms that increase creditor
protection should increase the availability of debt and decrease the cost of debt. In other
words, higher creditor protection increases ex-ante efficiency via reduced agency costs and
thus mitigates the creditors’ fear of expropriation (Rajan and Zingales, 1995; Weber, 2005;
Armour et al., 2015).

Insolvency reforms that increase creditor protection should therefore lead to higher firm
financial leverage (Kraus and Litzenberger, 1973). First, as it reduces interest asymmetries
between debtors and creditors and thus agency cost of debt (Jensen, 1986). Second,
because lower agency cost and higher availability of debt increase the attractiveness of
debt in the firm’s pecking order (Myers and Majluf, 1984). Thus, we could expect that
ESUG’s improvements in creditor protection positively affected firms’ financial leverage
in Germany.

However, a shift in the balance of power from shareholders to creditors could actually
negatively affect firm borrowing. Specifically, we posit that, in an environment such as
Germany where creditors are already well protected, shareholders may fear excessive dilu-
tion of their investment in the firm under insolvency when, as a result of new regulation,
creditors become even more protected. Therefore, firms may be reluctant to borrow in

the first place, i.e., demand for debt is lower, resulting in lower leverage in the aftermath
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of ESUG. In this regard, it is worth noting that, historically, Germany is a country where
creditors were always relatively well protected. This is reflected in the German Commer-
cial Code, which is largely driven by the so-called “caution principle” meant to protect
creditors and the relatively high values for the creditor protection index by Djankov et al.
(2007).

Ultimately, we will test these competing hypotheses by comparing the behavior of larger
and smaller firms around the introduction of ESUG in order to learn more about the effects
of a specific part of ESUG that strengthened creditors’ power. While ESUG mandated
that larger firms must appoint a preliminary creditors’ committee, and thus strengthened

creditor rights, smaller firms do not need to appoint this committee.

3.3. Insolvency law in Germany and the introduction of ESUG

3.3.1. Overview of German insolvency law

Insolvency procedures in Germany can be initiated either by the firm or its creditors
by filing for insolvency at the insolvency court. The German insolvency law (“Insol-
venzordnung”) defines three options to file for insolvency: insolvency due to illiquidity,
over-indebtedness, and imminent insolvency. Illiquidity occurs when the firm is not able
to make due payments. Over-indebtedness arises when the firm’s liabilities exceed its as-
sets and there is only a small likelihood for business continuation. Imminent insolvency
occurs when the firm is at risk not to meet its obligations in the near future.

After filing for insolvency, the German insolvency procedure can be divided in two steps.
Preliminary insolvency proceedings cover the period up until the court’s decision to open
main insolvency proceedings. They primarily aim at determining whether a firm meets
the conditions to open insolvency proceedings, i.e., whether there is a valid reason for
the filing and whether the firm has enough assets to cover procedural costs. During
preliminary insolvency proceedings, creditors are prohibited to enforce their individual
claims and can be crammed down by a simple majority of creditors. In order to protect

creditors’ rights in this phase, a preliminary creditors’ committee is to be appointed for
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firms that are at least medium-sized.” Firms are entitled to file for protection scheme
proceedings, which are continued as self-administration in main proceedings. Protection
scheme proceedings allow firms to set up an insolvency plan and, correspond to debtor-
in-possession proceedings under the supervision of a trustee.

Main insolvency proceedings begin after the court’s decision to open insolvency procee-
dings and are handled by the insolvency administrator. The insolvency administrator
chairs two creditors’ meetings to decide between firm liquidation and restructuring. First,
an informational hearing aims to inform creditors and decide upon a potential firm liqui-
dation. Second, an examination hearing takes place to comprehensively gather creditors’
claims. During this process, creditors’ claims are subject to an automatic stay. Should
creditors decide against liquidation and thus, in favor of restructuring, the insolvency
administrator and the debtor can submit an insolvency plan proposal to the insolvency
court. The insolvency plan could, for example, foresee out-of-court restructuring, sale of
the firm as a going concern, piecemeal liquidation, and debt-to-equity swaps. Adoption
of the insolvency plan requires two conditions: a simple majority in every group of credi-
tors (e.g., junior secured, senior secured) and the acceptance by at least half of the total
amount of claims. Dissenting groups of creditors could be subject to a cram-down ordered
by the court if they are not likely to be placed at a disadvantage by the insolvency plan.
If the debtor is granted self-administration by the court, and there exists a supportive
majority of creditors, the insolvency administrator is replaced by a creditor’s trustee with
supervisory function. Termination of self-administration can be requested at any time by
a qualified majority of creditors.

Insolvency proceedings are terminated by public court order either when all proceeds of
liquidation have been distributed or an insolvency plan has been adopted. Early termi-
nation is possible in three cases upon the debtor’s request: if opening grounds no longer
exist, if all claimants consent to end insolvency proceedings, or in case of insufficient assets

to cover procedural costs.

7 According to the German Commercial Code, firms that meet at least two of the following criteria in
the respective previous fiscal year are considered to be at least medium-sized: total assets greater than
€4.84m, total sales greater than €9.68m, and average number of employees greater than 50.
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3.3.2. The 2011 German insolvency law reform - ESUG

ESUG - which is short for “Gesetz zur weiteren Erleichterung der Sanierung von Unter-
nehmen” (“firm restructuring facilitation reform”) - was passed on December 7, 2011, by
the German Parliament and came into effect on March 1, 2012. The German legislator
followed two main goals with the introduction of ESUG. First, reform German insolvency
law and address criticism of the current insolvency law in place (“Insolvenzordnung”, short
InsO). Second, increase the relative attractiveness of German insolvency law compared to
other European insolvency regimes.

The introduction of InsO in 1999 was considered a historical event in Germany’s insolvency
legislation, replacing the existing liquidation-oriented code with modern understandings of
insolvency. However, deficiencies of InsO became evident in the following years: high finan-
cial accountability of the preliminary insolvency administrator; cases with no reasonable
business continuation until the opening of proceedings; delays due to high creditor auto-
nomy over the insolvency administrator; almost non-existent use of imminent insolvency
filings; high financial knowledge requirements for courts; high complexity, bureaucracy,
and cost of insolvency plan proceedings; and complicated debt-to-equity swaps (Kran-
zusch and Giinterberg, 2001). Although InsO had achieved a complete modernization of
the previous insolvency law, it became clear that there was need for additional reform.
Following the enactment of the European Insolvency Regulation (EIR) on May 31, 2002,
German insolvency law had lost attractiveness relative to other European insolvency re-
gimes due to InsO’s deficiencies (European Council, 2000). In accordance with the EIR,
European firms are entitled to file for insolvency in any member state of the European
Union (EU) where they possess an establishment. However, main proceedings have to be
opened and held in the country where the firm has its Center of Main Interests (COMI).
In absence of proof of the contrary, the COMI is to be assumed at the location of the firm’s
registered office (Clifford Chance, 2015). This rather weak formulation has led firms such
as Deutsche Nickel, Damovo, or Schefenacker to move their registered office’s location -
respectively their COMI - to a foreign insolvency regime within the EU - specifically to

the United Kingdom. However, moving a firms’ registered office location is costly in terms
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of time and financial resources and might not always lead to the desired effect. Indeed,
the registered office presumption might also be rebutted as seen in the case of Eurofood
(Kaczor, 2010).

Kaczor (2010) explains that firms might have various reasons to shift their COMI to a
specific jurisdiction within the EU. These reasons may include a familiar restructuring
environment for the firm’s stakeholders, differences in the degree of control over the re-
structuring process, the appointment of administrators, and the availability of insolvency
pre-packs. In this regard, creditor-friendly jurisdictions are supposed to be attractive
to firms that wish to improve their financing conditions. Thus, the United Kingdom is
considered particularly attractive to European firms since it provides their creditors with
insolvency pre-packs, schemes of arrangement and voluntary arrangements. Even though
COMI migrations remained isolated cases, the German Bundestag wanted to address this
possibility of forum shopping with ESUG by focusing on InsO’s deficiencies.

On September 1, 2010, the German Federal Ministry of Justice presented a first draft
of ESUG.® The legislator pursued the goal to further improve successful restructuring of
firms by increasing debtor and creditor involvement. The reform focused on three key
aspects: increase and strengthen creditor influence, optimize insolvency plan proceedings,
and enhance self-administration.

Stronger creditor influence was achieved by establishing a stronger creditor position and
involvement during insolvency proceedings, especially for firms that are at least medium-
sized.? ESUG introduced the appointment of a preliminary creditors’ committee and pro-
vided it with decision and influencing rights during preliminary insolvency proceedings.
Specifically creditors are entitled - through the creditors’ committee - to appoint the pre-
liminary insolvency administrator that is to become insolvency administrator during main
insolvency proceedings. A unanimous proposal for the position of preliminary insolvency
administrator has a binding implication for the insolvency court to also appoint the pro-

posed person as insolvency administrator. The insolvency court cannot deviate from a

8 See Verlag C. H. Beck (2016) for an overview on ESUG’s historical development.

9 According to the German Commercial Code, firms that meet at least two of the following criteria in
the respective previous fiscal year are considered to be at least medium-sized: total assets greater than
€4.84m, total sales greater than €9.68m, and average number of employees greater than 50.
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proposal as long as the candidate provides sufficient business experience and his or her
independence is not to be doubted. Thus, the insolvency court is inclined to accept the
proposal for preliminary insolvency administrator. In the case of small firm insolvency,
there is anecdotal evidence that suggests that insolvency courts refrain from voluntarily
summoning a preliminary creditors’ committee due to its costs in terms of time and finan-
cial resources.

Optimization of insolvency plan proceedings was achieved by restricting the possibilities
for dilatory action by creditors. Before ESUG, creditors who had been disadvantaged by
the insolvency plan could delay or stop insolvency plan proceedings. Debtors now freeze
specific compensation funds for creditor satisfaction in case that the disadvantage of a
creditor is proved at a later point in time. Objections against the approved insolvency plan
are now only accepted if the resulting creditor’s disadvantage cannot be satisfied trough
the debtor’s compensation funds. A further significant improvement was the facilitation
of debt-to-equity swaps, which allow for the conversion of creditors’ claims into equity
shares. Both debtors and creditors are supposed to benefit from debt-to-equity swaps
since the debtor can overcome over-indebtedness and re-establish liquidity, while creditors
are awarded direct influence on the firm in return.

Self-administration was enhanced by the appointment of an insolvency trustee instead
of a preliminary insolvency administrator. Thus, situations where a strong insolvency
administrator hindered efficient firm management by the debtor can now be avoided.
Additionally, ESUG introduced protection scheme proceedings granting the debtor a three-
month period to prepare an insolvency plan, during which the debtor is protected from
creditor enforcement and is allowed to continue its business. However, protection scheme
proceedings come at the cost of a third party certification of the debtor’s solvency and the
need of positive prospects regarding insolvency plan success.

Overall, ESUG has both strengthened and weakened different creditor rights. In this
paper, we can exploit a certain aspect of ESUG that has clearly benefited creditors -
the appointment of a preliminary creditors’ committee. While this committee is now

mandatory for firms that are at least medium-sized, its appointment is voluntary for
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smaller firms. As there is no other rule related to ESUG that applies to the same size
threshold, we compare the behavior of larger and smaller firms around the introduction
of ESUG to learn more about the effects of this certain rule that strengthened creditors’

power.

3.4. Empirical strategy

3.4.1. Methodology

We rely on a difference-in-differences strategy (DiD) around the introduction of ESUG to
better understand the causal impact of creditor protection on a firm’s financial leverage.'?
We exploit for identification that, following the introduction of ESUG, small-sized German

1 are not subject to a mandatory preliminary creditors’ committee once they file for

firms!
insolvency. This setting ensures that, in larger firms, the appointment of a preliminary
creditors’ committee is not a voluntary decision by the debtor, i.e., the firms’ owners
or managers. As there is no other rule related to ESUG that applies to the same size
threshold, we use this setting for our DiD analyses.

On September 1, 2010, the German Federal Ministry of Justice presented a first draft of
ESUG. The reform was later passed on December 7, 2011, by the German Parliament
and came into effect on March 1, 2012. The legislator did not include any transition
period since there were no compliance requirements towards firms. In order to work with
yearly accounting data, we select the accounting year 2011 (from July 1, 2011, to June
30, 2012) as a proxy for the introduction of ESUG. Since yearend dates for the accounting
year 2011 run from July 1, 2011, to June 30, 2012, the accounting year 2011 encompasses
ESUG’s parliamentary discussion, its adoption, and its coming into effect. Additionally,
we analyze time windows of plus/minus one (2010 to 2012) and two years (2009 to 2013)

around ESUG’s introduction.

The treatment group comprises medium-sized German firms that are subject to the man-

0 DiD designs are frequently applied in empirical finance research. A detailed discussion of DiD designs
can, for example, be found in Atanasov and Black (2015) or Roberts and Whited (2013).

11 According to the German Commercial Code, firms that meet at least two of the following criteria in
the respective previous fiscal year are considered to be at least medium-sized: total assets greater than
€4.84m, total sales greater than €9.68m, and average number of employees greater than 50.
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datory setup of a preliminary creditors’ committee in the case of insolvency. The control
group consists of small-sized German firms which would not have to setup a mandatory
preliminary creditors’ committee in the event of insolvency and would refrain from doing
so on a voluntary basis according to anecdotal evidence. As suggested by Atanasov and
Black (2015), we use an identical number of size-matched control firms to reduce size

differences between treated and control firms. The DiD specification is as follows:

LEVERAGE; ; = a; + 7 + vt
+~ - TREATED;
+ 6 -POST;
+ - TREATED, - POST,
+7 - 21;,15

+ 65‘7,5.

LEVERAGE;; is the financial leverage of firm i in year t. «;, 7; and ~;; are firm, year
and industry-year fixed effects, respectively. TREATED; is a dummy equal to one for
each firm in the treatment group and zero for each firm in the control group. POST; is
a dummy equal to one in and after the 2011 accounting year, i.e., after the introduction
of ESUG.!2 ﬁ is a vector of firm-specific and time-variant control variables. ¢;; is the

error term.

3.4.2. Data

The sample we use for DiD regressions, contains data on private German firms. It is based
on data from Hoppenstedt GmbH'3, a commercial business data provider for German
firms. For sample construction, we use financial and non-financial data from their online
database, which contains data on the majority of German firms. An overview of the sample
construction process can be found in Table 3.1.

We start with all firms for which financial statements are available and drop financial firms

12 In the following, we show that results are robust to removing the treatment year (2011) from the sample.
13 See www.bilanzen.de for further details.
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such as banks and insurance firms from the sample. The assignment to treatment and
control group in our DiD identification strategy is based on the fulfillment of two out of
three size criteria: total assets with a threshold at €4.84m, total sales with a threshold
at €9.68m, and average number of employees with a threshold at 50. We check each of
the three criteria for firm-year observations in 2011. Histograms showing the distribution
of the assignment variables at this point of the sample construction process (Step 5 in
Table 3.1) can be found in Appendix C.

Firms that exceed the thresholds for at least two criteria are assigned to the treatment
group. Firms that are beneath the thresholds for at least two criteria are assigned to the
control group. Due to data constraints we only keep firms for which the assignment into
the treatment and control group is clear, i.e., information regarding at least two of the
above criteria is available. Finally, we drop firms with only partial data coverage from
2009 to 2013.

To alleviate concerns that size differences would bias our findings, we balance treatment
and control groups using nearest-neighbor matching as presented by Abadie et al. (2004).
As a result of size criteria and data availability, we face a limited number of small (control)
firms available for matching. Therefore we decide to reverse the matching procedure in
order to find a comparable larger (treatment) firm to each smaller (control) firm. For each
control firm we find a nearest neighbor in the group of treatment firms by matching on size
in terms of totals assets in 2011. Additionally, we require exact industry-matching based
on the Fama/French ten industries classification. We match with replacement. The final
sample covers 1,420 firm-year observations related to 284 firms between 2009 and 2013.
Because the sample is based on private firms, we rely on book leverage. Thus, LEVERAGE
is defined as total debt divided by total debt plus the book value of equity. Several control
variables are included in the DiD analysis. For each firm, we compute information on
ROA (return on assets), defined as net income divided by total assets, SIZE, defined
as the natural logarithm of total assets, and TANGIBILITY, defined as property, plant
and equipment divided by total assets. Finally, we base firm, year and industry-year

fixed effects on firm ids, year dummies and Fama/French ten industri