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Past and Future of the Bankruptcy Law in Brazil and

Latin America

Abstract
This paper studies the Bankruptcy Law in Latin Arcerfocusing on the Brazilian reform. We start
with a review of the international literature arsl €volution on this subject. Next, we examine the
economic incentives associated with several aspédiankruptcy laws and insolvency procedures in
general, as well as the trade-offs involved. Aftes theoretical discussion, we evaluate empisical
the current stage of the quality of insolvency pihares in Latin America using data from Doing
Business and World Development Indicators, bottmfid/orld Bank and International Financial
Statistics from IMF. We find that the region isvgoned by an inefficient law, even when compared
with regions of lower per capita income. As theotie¢ical model predicted, this inefficiency has
severe consequences for credit markets and thetoapital. Next, we focus on the recent Branilia
bankruptcy reform, analyzing its main changes apskible effects over the economic environment.
The appendix describes difficulties of this processeform in Brazil, and what other Latin American
countries can possibly learn from it.
JEL classificationiG33; K40; KOO

Keywords:Bankruptcy; Financial Distress; Legal System; Llaawd Economics

| — Introduction

The modern economic theory recognizes more and thereelevancy of the legal and institutional
structures for the good functioning and developnwrthe economy. The present paper works spedifical
on the law that governs the bankruptcy procedureooporations, its characteristics and effects dker
economic environment, besides the recent reforaisabcurred in Latin America focusing speciallytie
Brazilian case.

Firms take debts for several different reasons. {Drmortant characteristic of this act is that such

firms wish to repay their debts with their futurgigs. But, there is always the possibility, for soreason, of



no fulfillment of such repayment promise. The baicy law is concerned with what happens in such
circumstances.

In the absence of a bankruptcy law, creditor haslegal procedures at his disposal. First, in dmec
of secured loan, creditors can seize the firm's@sthat serve as collateral for their loans. Seconcase of
unsecured loans, creditors can go to the courhgdhi sell some of the firm’s assets. However, thethod
of debt collection runs into difficulties when tleesire many creditors, and the debtor’s assets tdooner his
liabilities (i.e. when the firm is insolvent). Undéhese conditions each creditor will try to be first to
recover his debts. This uncoordinated race of tweslimay lead to the dismantlement of the firm’'sets
and to a loss of value for all creditors.

Given this situation, it is in the collective ingst that the disposition of the debtor’'s assetsaoeed
out in an orderly way, via a centralized bankrugioycedure.

In a perfect world, there would be no need of akbhgrtcy law because individuals could solve this
problem via contracts, i.e. the debtor could syyeasf part of the debt’s contract what would happgenease
of default (like the division and the procedure)itilg such contracts is in fact very difficultnsie debtors
may acquire new creditors and assets as time pamsést may be very hard to specify how the dossi
process should change as function of such adjBstsides, in practice contracts like this are nattem.
Therefore, the bankruptcy law provides a defauliompfor this problem of contract incompleteness.

To summarize the role of the bankruptcy law, we sag that it works to avoid problems of
uncoordinated debt collection and contract incotepless in a situation of no repayment of debts.Bwt
the bankruptcy law should look like? Most countries/e two bankruptcy procedures, one for liquidatin
assets of failing firms and another for reorgargzmling firms.

Bankruptcy-liquidation procedures are very simitathe most developed countries. When a firm
files for bankruptcy liquidation, the bankruptcyucbappoints a trustee who shuts the firm down seil$ its
assets. This could be done in different ways: shtbe business, or its productive units, or pieeahsale of

its assets, depending on the demand and whichropteximizes the value of the company's assets. The



Absolute-Priority Rule determines how the proceefisale are divided among the claimants. It spesifi
what claims are paid in full according to an ordefined by the bankruptcy law of each country.

However, when capital markets are imperfect, wisctiery common in developing countries, the
best managers may not be able to raise the cagssay to buy the firm. The firm may be inefficignt
dismantled, and its assets sold cheaply. ThereBoeganization provides a good alternative for ¢oes
that have problems in their capital markets. Anitimital explanatiohfor the loss of value in liquidation is
that when a firm in financial distress needs td assets, its industry peers are likely to be erpemg
problem themselves, leading the asset sales tespbielow value in best use. Hence, in cases wisset a
specificity and the correlation of returns acrdss firm are high, reorganization is likely to maxim the
insolvency return instead of liquidation.

An alternative solution for the liquidation proceeuespecially for firms financially distres$dalit
not economically inefficieritis the reorganization procedure, where there iaatoal sale of the company's
assets. There are different approaches to chodsedre both proceedings. Some countries (like Geyman
France and England) prefer to give the exclusivdrobof the proceeding to an outside official, winakes
the initial decision whether the firm will be ligiated or remain in operation while a reorganizaptam is
formulated. Other countries choose to supervise rtenager with an impartial and independent
administrator, who assumes complete power if mamagé proves incompetent or negligent or has engaged
in fraud or misbehavior. And finally there are ctnes (like the U.S.) that give managers the righthoose
between filing for bankruptcy liquidation or reongzation, together with exclusive power to propa@se
reorganization plan.

Once the reorganized procedure is chosen ovedhijon, there is a conflict between the secured
creditors' right to claim their collateral versusetgoal of reorganizing the firm. In order to remige

successfully, it must retain assets, which areialuo its operations, but secured creditors oftesh to

See Shleifer and Vishny (1992)
2 A firm is in financial distress when the valueitsfdebts exceeds the value of its total assets.



claim these assets. In some countries this condlicesolved in the firm's favor by applying artanatic
stay to secured creditors (like U.S.), making therganization process more appealing. This praiecti
varies from one country to another, with some rmtly@ng it, like the United Kingdom and Germany,
thereby weakening or even eliminating the poss$ybdf reorganization.

The next step is to provide the reorganization gleat specifies how much each creditor will
receive in cash or claims from the new firm. An mpiate majority of creditors should be required t
approve a plan. Assuming that reorganizing the tiamses it to be worth more than its assets waturgj in
liquidation, usually the reorganization procedurevimles a framework within which creditors and mgera
(with equity holders) bargain over the distributiohthe extra value and eventually adopt a reomgdin
plan, otherwise if there is no agreement the fgriguidated.

The law leaves the division of the reorganizeahgany's value to a process of bargaining among the
classes of participants. Each class of equity melded debt holders whose interests are not aligmest
vote to approve a reorganization plan, which shantdude a division of value. The outcome of this
bargaining process often diverges from the leggitsi of the classes since managers and sharehblalees
some bargain power. It should be noted that vioteti of absolute priority rule usually happen in the
reorganization procedure.

Ideally the bankruptcy law should provide a goodabee between liquidation and reorganization
procedures, in such a way that minimizes the sleda&liltering Failure problem. There are two different
cases of filtering failure problem: the first is &vheconomically efficient firms in financial dissse are
liquidated but should be reorganized (its value lvdae bigger in reorganization), which is call&gpe |
Error; the second is when economically inefficient andaricially distressed firms are saved in

reorganization but should be liquidated, which adlex] Type Il Error. Avoiding filtering failure problem

3A firm is economically efficient if the best use itd capital is the current use, and it is econathidnefficient if the value of
their assets is greater in some other use.



makes the efficiency of the economy higher sin@dbod firms will stay alive and the bad ones Wwél
closed, passing its assets to firms with highecieficy.

A good design of bankruptcy law’s procedures mdly@amce in different ways the establishment of a
healthy environment of business. From an ex-poStiaicy perspective, a Bankruptcy Law should
maximize the total value of the company. The pesigffect is over the cost of capital that is restlievhen
the bankruptcy procedure maximizes the pay-off thetlitors receive from insolvent firms. There [soaan
ex-ante efficiency produced ex-post the firm enbenskruptcy. From an efficiency perspective, whatters
is not only for the total bankruptcy value to belage as possible but also the division of itsigahmong
the participants. An ex-ante efficient bankruptaw lis capable to produce rights incentives overagars’
decisions, in both the initial period of firm'sdifand after the firm goes to financial distressnk®aptcy
procedures should penalize managers adequatelgnikriptcy states. Without any adverse consequénce a
all, there is very little incentive to work hardtime early stage of firm’s life to pay their debIis incentive
has implications in the portion of insolvent firtit is reduced when this incentive is well prodidim the
period post-insolvency, the management will tendyitee rise two inefficient bankruptcy decisiongsf]
undertaking excessively risky investments as a si@ravoiding bankruptcy; second, delaying filiray f
bankruptcy looking to extract pecuniary gains asmas possible. A good insolvency system reseive® s
portion of value in bankruptcy for managers andreth@lders to motivate actions in favor of efficient
investment and timing decisions.

Notice that all mechanisms cited above contribtaescrease the expected return of creditors, or by
raising the return in bankruptcy states or by dishimg the probability of bankruptcy, reducing ttwst of
capital in the economy. Since an ex-ante objeativ®ankruptcy law should be to maximize the project
option set that creditors want to finance, lowepita costs is fundamental to reach this goal.

La Porta et al (1998) study empirically the impattifferent bankruptcy laws in financial markets.
The authors found that countries with a bankruptgstem that give a higher protection to creditaseh

better and broader functioning financial marketantltountries where the legal system provides weaker



support to creditors. They argue that better Iggatections provide a high expected return in baptay
states, enabling the financiers to offer entrepenenoney at better terms. Levine et al (2000)ysty the
second-order consequence of changes in bankrugpicyfdund a strong link between financial developme
(that could be boosted by changes in bankruptcy éaw growth. Their results suggest that, for examp
Brazilian financial market increases in 10%, Bramuld grow 0.6% faster per year. The reason fa th
effect on growth comes from the reduction in thetad capital, promoting entrepreneurship by theation
of new firms and investments, and therefore fostetihe economic growth.

The severe economic crises experienced by Latinrisare countries in the early 80’s served as a
natural experiment to alert that most of them neeeform their bankruptcy system. Bergoeing €2802)
compare the recoveries of the Mexican and Chilean@mic crises in the early 80’s. Chile realized an
administrative reform of the bankruptcy managensawvice in 1978; the 1982 bankruptcy reform law
clearly defined the rights of each creditor andaeg public officials with private officials. Thddlaw do
not provide for an efficient and timely administoat of bankruptcy because it relied on poorly paidblic
officials and highly bureaucratic procedures. Imtcast Mexico had an obsolete and unwieldy banksupt
law from 1943 in place until 2000. The authors ¢oded that despite many similarities in initial daions,
such as appreciation of real exchange rates, lemgent-account deficits, inflation, and weaknesghe
banking sector, the reform of bankruptcy proceduresChile had effects both on the incentives to
accumulate capital and on the efficiency with whicht capital was accumulated. Both effects areiartio
explain that the differences in recovery paths ue do earlier Bankruptcy Law reforms in Chile that
generated a faster recovery.

An extra relevant function of the bankruptcy lawsige is to avoid, as much as possible, fraud.
Fraudulent actions have an important role in bgptikguiprocess mainly in Latin America. Mechanismet th
contribute to raise the role of creditors (likeaative participation in reorganization) and theentpd return
in bankruptcy, work to increase their incentive monitoring the bankruptcy procedure, making more

difficult fraudulent actions. Taking the former Bitan Bankruptcy Law as an example, due to the top



priority of labor and tax claims, creditors recei@gnost nothing in bankruptcy states, eliminatihgirt
incentive in participate of the bankruptcy proceduknother important source of fraud in Brazil vwadso
provided by the top priority of labor credit. Treructure of priority opened the possibility of ragers to
cheat the law by creating jobs to “friends” in swckvay to receive as regular workers (for the managf
the failing firm. Therefore the structure of priggs acts, besides to reduce cost of capital, eadavaud.

Nowadays there is not much to say about the dedigptimal Bankruptcy Law. However, there exist
two consensual points in this debate. The firstceams to the protection that Bankruptcy Law mustiae
to creditors and the second is about the goalasiivency procedure.

Evidences in the empirical field show that coumstneth strong legal protection should provide to
firms an easier access to external finance in dne fof both high value and broader capital markékss
happens because creditors expect to recovery arpggtion of their loans in case of insolvencytHis case
they will be more willing to supply credit, makinigcheaper and easy to get. Figure 1 illustratextix this
situation.

Figure 1 Effects of Creditors' Protection over inteest rate spread, private credit and creditors’ reovery rate.
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The other consensual point concerns goals-of-ieswly. Oliver Hart (1999) states the characteristics
of a good procedure. First, there is a strong asgurthat a good bankruptcy procedure should detivezx-
post efficient outcome, that is, it should maximike total value available to be divided betweendabtor,

creditors and possibly other interested partieg 3écond goal concerns ex-ante efficiency, and thaysa



good bankruptcy procedure should preserve the hgndole of debt by penalizing managers and
shareholders adequately in bankruptcy states; wibelit could exacerbate the moral hazard problEne.
third goal, concerned with the stability of prigriclaims, says that a good bankruptcy procedurelldho
preserve the order of the claims defined when trdgract was created, except that some portion lfeva
should possibly be reserved for shareholders. gjb&é have two advantages: first, it helps to ensoat
creditors receive a reasonable return in bankrugtate, which encourages them to lend; secondeansh
that bankruptcy and non-bankruptcy states arelmeatened differently. However, it should be remerad
that criticism can be made against the absoluteripyrirule: the management, acting on behalf of
shareholders, will have an incentive to avoid baptay even if this gives rise to inefficient bangtcy
decisions. For this reason, there may be a caseefmrving some portion of value in bankruptcy for
shareholders. Figure 2 illustrates the positivea# of goals-of-insolvency (computed by Doing Bess)
stated by Hart over the credit market.

Figure 2: Effects of Goals-of-Insolvency over integst rate spread, private credit and creditors’ recwery rate.

Interest rate spread vs. Goals-of-Insolvency Private Credit/GDP vs. Goals-of-Insolvency Recovery Rate vs. Goals-of-Insolvency
50 S 2.4 - 100
o K §°§
° 1 80 °
204 2.0
3 & 16 @ 601
S 30 g 4
e}
2 o 124 2 40
© o . G g
— o o
g 204 o % 8
o ° %o 2z 084 x 20
= o S0 © 0 o
4 00 o
10 o % %00 0.4 0-
oo
00 o&’%o":o“%o" % g
0 T T T T 2 0.0 T -20 T T T T
0 20 40 60 80 100 0 20 40 60 80 100 0 20 40 60 80 100
Goals-of-Insolvency Goals-of-Insolvency Goals-of-Insolvency

Using both measures its possible to perceive Bnatil and Latin America have a quite inefficient
bankruptcy procedure and that the bankruptcy laovides a low level of creditor protection, bothuks
with negative effect on their credit market, castapital and creditors’ recovery rate. Notice kable 1 how
poorly the Brazilian Bankruptcy Law was doing inttb@rucial variables, much worse than the averdge o

Latin American Countries.



Table 1: Bankruptcy Law Indicators

Creditors’ Protection [0,1] Goals of Insolvency]00]
Brazil 0.06 24.0
Mean of Latin American Countrigs 0.19 46.3
Mean of OECD 0.46 79.6

Source: Doing Business 2003

Despite these both consensual issues, the destgrsdaw still is a real challenge, which makesyve
difficult the process of reform. In the economitedature there is no convergence of opinions about
should be an optimal bankruptcy law, especiallyceoning violations of the absolute priority rulee(ithe
violation in the receiving order in case of bankoyp. This occurs due to trade-offs that exist ase of
violation or not of the absolute priority rule (frohere on APR). The APR specifies that claims aid m
full in the following order: first, administrativexpenses of the bankruptcy process; second, claikirsg
statutory priority, such as tax claims, rent clgiraed unpaid wages and benefits; and third, unedcur
creditors’ claims, including those of trade creditoEquity holders receive the remainder, if angu&lly*
secured creditors are outside the priority ordeliagause they have bargained with the firm forridpet to
claim a particular asset or its value if the firites for bankruptcy. Thus, they may receive a phyof
bankruptcy even when all other creditors receivthing. The APR violation occurs when the order #est
by the bankruptcy law is not followed, usually wheimare holders that always have bottom priority are
repaid when secured creditors’ claims are not paidll. This violation is very common in reorgaatmn
procedures like Chapter 11 of U. S. Bankruptcy Cdus chose the firms’ restructuring plan using a
bargaining process between interested parties.

Laws that do not offer the opportunity of reorgati@n to insolvent firms close viable business that
were just suffering temporarily of liquidity prolies, and therefore maximizes the type | errors;dessdo
not provide the opportunity of APR deviations. Inist case, the priority of creditors is maintained,

guaranteeing bigger returns in case of bankrupncl lawer cost of capital. Moreover, the no-violatiof

4 However, the bankruptcy law of some countries dm#snaintain this top priority, putting labor andtax and/or another claim
above claims of secured creditors (see Table Agpehdix A).
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APR offers the correct incentive to managers’ effarinimizing problems of moral hazard and therefor
raises the possibility of firms’ success. At theesthand, laws that provide the possibility of gagrization
reduce the chance of closing viable business (tyseor) and additionally, if they are like Chapier, APR
violations are possible. Despite its negative ¢fféc the level of effort choose by managers, stotation
inhibits investments in inefficient risky projeotghen the firm is in financial distress; encouragsidhble
investments in firm’s specific capital; and maksieathe transference of information to creditargyroving
the timing of filing to bankruptcy. Such benefient to increase the firms’ return in both bankrymsiates
and non-bankruptcy states. Sometimes this higherrren bankruptcy states may offset creditorsedir
losses of such violation (i.e. the part of the eallat is gave to managers and shareholders inrigatolg),
reducing the cost of capital.

Proposals of rigid legal structures that admit jiast liquidation as solution to insolvent firms wer
defended since the middle of the 80’s until theil@gg of the 90’s by auctions’ method. With theokition
in the literature of bankruptcy, theorists begandi&fend reorganization as an alternative method to
liquidation for economically viable firms. Bebchutdecame a reference by his method called “options
approach” that gives to the firm the opportunityre$tructuring without deviations of APR. Howeviris
view seems like to be changing again. Recentlyersévtheorists of bankruptcy law alert to bendditsught
by reorganization procedures that allow deviatidrsn APR (like Chapter 11) through the bargain
procedure between debtors and creditors.

It is observed that since the 80’'s many Latin Anaar countries, particularly in South America, have
found themselves in the process of bankruptcy ne$aio improve their system, looking to provide areno
attractive environment for business. In their m&orthe main change concerns the creation of the
reorganization procedure, allowing the survivalvable business in financial distress and deviatioh
APR. Besides, changes that reduce costs of therigaticly procedure were also the main target as aziBr

and Ecuador that simplify their legislations loakito raise the agility of the procedure, and treation of
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out-of-court reorganization procedure done in Br&olombia, and Bolivia. Reaching this goal, tmecaint
to be divided between creditors tends to increaskicing the cost of capital.

Chile was the first to reform its system at theibeigg of the 80’s. The new law clearly defined the
rights of each creditor and replaced public offeMith private officials. The first change worksimprove
the forecast of creditors’ return in insolvencytesa the second change reduces the bureaucracdyarmbs
time of the process. The reform diminished the adstapital, raised investments and the efficieranydl
fostered a large ratio private credit/GDP and ghpwtl factors very important to the economy. Mo@m a
good guarantee system, like mortgage for housind,am efficient enforcement procedure support teé w
functioning of Chilean bankruptcy law. However, [ehstill has many negative aspects in its insolyenc
system. The current law does not have the objetbiveep viable business alive (high possibilitytygge |
error); does not provide incentives to creditorsionitoring debtors (increasing the possibilityfraiud); the
average time of the procedure is (still) too loBgb(years); it misses specialized courts in barkggpetc.

All this problems motivates new recommendatfaisreform the Chilean bankruptcy system.

In 1994 the Mexican bankruptcy law from 1943 protetbe insufficient to respond effectively to the
problems provided by the economic crisis, and a nemmercial bankruptcy law began to be considered.
The new law was passed in May 2000. The main perpbshe reform was to encourage restructuring of
commercial debtors in financial distress and tovig® for an orderly liquidation of the estate, dogssary.
Both measures look to reach a higher return ofinkelvent firm. The first one gives the opportunity
efficient firms keep itself alive, improving thelbace between liquidation and reorganization ardetiore
reduces filtering failure problems, and the secone avoids the inefficient dismantlement of thenBr asset
caused by the uncoordinated debt collection. Sdmnigeanost important features of the reform weed:tthe
federal district court is given original and exdWasjurisdiction over bankruptcy cases; the Fedérsiitute

of Bankruptcy Specialists (“IFECOM”) was created siopervise insolvency administrators and establish

® See “Andlisis y Recomendaciones para una Refoeta ey de Quiebras”, by Claudio Bonilla, RonaisdRer, Rolf Luiders,
Rafael Mery, José Tagle.
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rules of procedures for insolvency cases (goodstdite); guidelines were established for the mdstration
and disposition of the bankruptcy estate; andrmaitgonal cooperation is facilitated by the adoptiwith the
reciprocity clause, of UNCITRAL Model Law on CroBsrder Insolvencies. The negative aspect is that al
process is too bureaucratic and very dependeihiedRECOM.

The Argentinean bankruptcy law, differently fromaBil and Mexico, suffered several changes in few
years. In a period of seven years three reformsiroed. The current legal framework for corporate
insolvency is concentrated in they de Concursos y QuiebréisCQ hereinafter) of 1995, which replaced
the previous bankruptcy system that ruled from 19321995. The more modern law provides both
liquidation and reorganization proceedings, allayihe possibility of rescue of viable business aloding
the inefficient ones. This change impacts posiival the aggregated economic efficiency and ireffittg
failure problem. Modified on several occasions, tilew law establishes a liquidation proceeding with
generally modern features, and a reorganizatioogeding that is reasonably modern and largely sterdi
with the best practices. These modifications tencetiuce the time of the procedure and its costeasing
the expected return of creditors and credit marketebruary 2002, under occasion of external sris@
emergency law was enacted in Argentina to helplstalthe corporate sector, where many firms whiee
indebted in dollar enter in bankruptcy and thenemgassing the control to creditors (usually Banké)e
main change is that such law imposed moratoria ifiereint enforcement actions and precautionary
measures of almost all kind of creditors. Despitthe attitude in preserve interests of corporaiioa period
of serious crises, this reform may bring seriousage on the reputation related to the bankruptey dd
therefore to the cost of capital. On May 2002, & meform was introduced which abrogated most of the
emergency measures.

The Brazilian reform was the most recent in theagn force since June 2005. The former law that
was enacted in 1945 was very fragmented. In pedtiie insolvency process always proved to be iowie
at maximizing asset values and protecting credights in liquidation (see table 1). Both forceskeaapital

costs very high. This could explain the bad sitratf Brazilian credit market (see figures 1 andT2je new

13



law improves on existing legislation by providing aption to reorganize in (inspired in Chapter 11he
U.S Bankruptcy Code) or out of court, and strikingreasonable balance between liquidation and
reorganization that reduces the type | error. Atd@mnges that look to raise creditors’ protectiod enprove
the role of creditors in bankruptcy procedure wewesued, making credit cheaper and easier to gét, w
positive consequences in the development of theaaeung. Additionally these measures pro-creditorskwor
against fraud of managers. This paper will focuscggly in the Brazilian bankruptcy reform, analygithe
main changes and difficulties of the reform, asdikis potential effects over the economy.

The remainder of this work is organized as follo&ection 2 presents how the literature of
bankruptcy theory evolves, and what the currentudision is. Also, macro direct and indirect conseges
of a successful reform that improves the bankrugioycedure are discussed. Section 3 begins with a
description of a simple model that captures econafiects and trade-offs involved in the bankrugtsy,
showing how changes in the system could impact éimés investment, effort and other choices. Then,
using data from World Bafiland IMF (IFS), in section 4 we take a picturehsf Latin American situation to
evaluate bankruptcy procedures by comparison witlerogroups of countries, in addition to testing
empirically the effects that come from this low-tjtyaBankruptcy Law. In section 5 we discuss theBlian
bankruptcy reform, emphasizing its main changesedfatts over the economic environment. In additio
the appendix presents the experience of one adutteors with this process, describing what he whtdelo
but did not succeed, policy lessons that the Beazitase provides, and what other Latin Americamtzes

have to keep in mind when they reform their bantaypaw. Section 6 concludes.
Il - Review of the Literature
Modern bankruptcy theory began with the recognibbthe collective action problem among creditdram

insolvent firm. Jackson (1986) stresses this “cammool” problem. He argues that despite the ohjeaf

maximizing the value of the failing firms’ assetseditors tend to act in their own self-interesgking an

® Doing Business 2003 and 2004.
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uncoordinated debt collection possible, which psovery costly to the value of the firm. This happen
because if unsecured creditors perceive that aisinmsolvent, they anticipate that it will not ble to repay
all its creditors in full, giving them an incentite race against each other to be first to cofieeh the firm.
When creditors act uncoordinatedly in liquidatidhge assets are sold piecemeal, disrupting the girm’
operations and probably forcing it to shut downrewhen the best use of its assets is continuedatipe’;
bringing social-welfare losses and not maximizihg firm’'s value. A bankruptcy system can avoid this
inefficient equilibrium by staying the creditorsbltection effort to give a state official time tcedde
whether the firm is worth saving.

A more recent approach tried to avoid deviationgfthe absolute-priority rule as well to cut thetco
associated with the bargaining present in the seorgtion procedure called Chapter 11. Some of the
economic view, such as Baird (1986) and Jensenl{19&s favorable to a market-auctions approaauto
costs implicit at reorganization. More concreta\state official would auction insolvent firms teetmarket,
free of current claims, distributing the proceenlgreditors according to absolute-priority ruldsedonomic
value would be maximized by a piecemeal liquidatithe highest bids would be for individual assdts;
continuing the firm as an economic entity would m@xe value, then the highest bids would be forftira
as a unit.

Bebchuck (1988) argues that reorganization caruoaat greater value than the liquidation process,
especially when the assets of a company are wantthmmore as a going concern than if sold piecenasal,
if there are few or no buyers with both accurafermation about the company and sufficient resautoe
acquire it. He therefore proposed an optional aggrathat homogenizes the interest of the holdeds an
follows the Absolute Priority Rule, keeping aliigetreorganization procedure without the burden BRA

violations and the cost of bargain.

"Webb (1991) shows that this is a classical caggisbner’s dilemma.
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Bebchuck’s idea received some significant supporsubsequent literature; for example, it was
adapted as the basis for bankruptcy reform in malsdy Aghion, Hart and Moore (1992), who combiited
with auction, and by Hart, La Porta, Silanes andoMo(1997), who suggested a new procedure using
multiple auctions. These procedures have also vedeits share of critical or skeptical reactionhieT
criticism is about the lack of liquidity (since thiems is in financial distress) that makes impbksito
shareholders exercise theirs options; and the isképtaction is due to the complexity that difficthe
implementation of Aghion et al (1992) and Hartlgt1897) proposals.

Early theorists held that bankruptcy systems shdoilldw absolute priority strictly. This requires
creditors to be repaid in the order that the firmdstracts were created. An implication of the ngléhat
equity holders should receive nothing becausedsiglual claim on an insolvent firm is worth nothing

Modern theory relates the results of a bankruptaycedure to earlier stages in the life of the
borrowing firm. An ex-post efficient bankruptcy s maximizes the pay-off that creditors receivarir
insolvent firms. Turning to the borrowing stage;ampetitive credit market would reduce the amotimas
lenders can require solvent firms to repay whenlénelers’ expected insolvency pay-offs increasausTh
interest rates fall as the efficiency of the apidle bankruptcy system increases. On the other, haadx-
ante efficiency of the bankruptcy system is reldatethe optimal division of the firm’s total valu€his point
of research is the main target of the current disicun. Much of the research on bankruptcy procedanel
reform had assumed that the absolute-priority was the optimal division and had focused on procsiu
that could secure this rule. One approach thatdcatiain APR and has received substantial attemsidmat
of conducting an auction as in Baird (1986), Jend®91) and Bhattacharyya and Singh (1999). Another
approach that attained APR was based on optiomsBesbchuck (1988, 2000), Aghion et al (1992) araitH
et al (1997). However, some substantial researstaliaady been done on violations of the absoltiteHy
rule (APR), highlighting that the ex-ante effectdaviations from APR are actually beneficial. Intgalar,
this line of research has shown that deviationsmf&PR encourage desirable ex-ante investmentsrm fi

specific human capital as in Berkovitch, Israel atehder (1997); that they facilitate the transfér o
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information to creditors and improve the timing a@dcisions to file for bankruptcy, to liquidate, tr
recapitalize as in Povel (1999) and Berkovitch &srdel (1999); and that they discourage excessske r
taking by financially distressed firms as in Ebetreand Senbet (1993). Recently Bebchuck (2002) sdow
that ex-post deviations from APR also have negatfiects on ex-ante decisions taken by shareholérs
argues that such deviations have an adverse @ffieek-ante management decisions made prior tortbeto
of financial distress. The presence of APR dewvistiaggravates the moral-hazard problem but thé fina
effect of such deviations is still inconclusive.

Also, direct and indirect consequences of a bartkydiaw improvement are being investigated in the
macroeconomic field. The first direct macro imptioa holds that reducing the cost of debt capitdl w
reduce the cost of capital generally. The equitg$ia call option on a levered firm because shdden® can
buy the firm by repaying the debt. The strike pifimeexercising the equity option is therefore finen’s cost
of credit. Reducing this cost — i.e., reducing skréke price — makes stock more valuable to owende, it
becomes easier for firms to raise equity capitahas country’s bankruptcy system becomes moreiefit.

The second direct implication of reducing the aafstapital by an improvement in the bankruptcy
system is the expansion of the credit market (reolucon credit constraint). La Porta, Lopez-de{%ais,
Shleifer and Vishny (1997) present an important iec® study about legal systems and their inflieent
finance. They show that a bankruptcy law and aonreement mechanism that protect the rights of twesli
tend to generate more financial development. Aramgd Funchal (2004) examining the same relationearg
that when the protection of creditors implies pesagion of debtors, an extremely high level of paiton
reduces debtors’ interest in demanding creditjfiggrossible consequenéeblotice that the supply of credit
IS increasing in creditors’ protection because lid moral-hazard problem, while on the other haral th

demand for credit is decreasing in creditors’ mttem due to the fear of punishment. So there sxast

® This is valid only if markets are incomplete. Qthise, when markets are complete, there alwayssettie asset of promising to
repay only in cases of success.

17



intermediary level of creditor protection (neitlieo strong nor too weak) that provides the maxilenag! of
credit in the economy.

However, this relationship is just a first-ordensequence of the bankruptcy law. The most impbrtan
impacts of an improvement of the law are secon@rthat is, the consequences generated by filancia
development. They are two-fold: one is the impddimancial development on growth, and the othethis
impact on income distribution and poverty.

King and Levine (1993) study the impact on growthpeically with a sample of 77 countries over
the period 1960-1989, using different measuresnaintial development and growth indicators. Theiltes
indicates a strong, positive relationship betweacheof the financial-development indicators andwgio
indicators. The authors confirm these findings gsilternative methods of robustness checks.

However, they do not deal formally with the issafecausality. It may be the case that financial
markets develop in anticipation of future economitivity. To solve the possible problem of simuédy
bias, Levine, Loayza and Beck (2000) use La Partal €1998) measures of legal origin as instrumenta
variables. They analyze 71 countries, using twierint econometric techniques: GMM dynamic-panel
estimators and a cross-sectional instrumental-bkriastimator. The results indicate a very stramgnection
between the exogenous component of financial dpwemt and economic growth. They use various
measures of financial-development and conditiomiigrmation sets. Furthermore the data do ajsct
legal origin as a good instrument for financial elepment. These results indicate that the stronk li
between financial development and growth is nottdugmultaneity bias.

With regard to the relationship between finandalelopment and both income distribution and
poverty alleviation, the theory provides confligirpredictions. Some theorists claim that a findncia
intermediary development makes financial serviegslable to a lager portion of the population, eatthan
restricting capital to selective groups. Thus, byekorating credit constraint, financial developmemay
foster entrepreneurship, formation of new firmsj asonomic growth. On the other hand, some argatatth

is primarily the rich and politically connected wh@nefit from improvements to the financial system.
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Especially at early stages of economic developnaatess to financial services, especially creslilimited
to wealthy and connected persons. Thus, it is @m goiestion whether financial development will oaror
widen income disparities, even if it boosts ecormgnowth.

Other theorists analyze the relationship betwassmntial development and income distribution as a
non-linear form. Greenwood and Jovanovic (1990)wshbat the interation of financial-intermediaries
development and income inequalities can give nsantinverted U-shape curve. At early stages @inionl
development, only a few relatively wealthy indivadsi have access to the financial market and heigbeh
return projects. With the aggregate economic gnayenerated, more people can afford to join thanionl
system, with more positive consequences on econgrowth. The distributed effect of financial depimg
is thus adverse for the poor at early stages, dsitipe after the turning point.

Using cross-country regressions, a very recertarel by Beck, Demirguc-Kunt, and Levine (2004)
examines whether the level of financial-intermadmrdevelopment influences the growth rate of Gini
coefficients of income inequality, the growth ratethe income of the poorest quintile of societyd dhe
fraction of the population living in poverty. Thesults indicate that finance exerts a dispropoéiely large

and positive impact on the poor and hence redunesrie inequality.

[l - Bankruptcy Law: Economic Issues and Trade-offs

[1l. 1 - The Effects of ex-ante financial distress

The relevance of a good bankruptcy law is not priesely when a firm goes bankrupt. It also hasrsjrex-
ante effects in cost of capital and incentive tospa projects that are as important as the exhavstruptcy
effects. The relationship between the performaridde bankruptcy system, a firm's cost of capitad &s
incentive and ability to pursue projects can beilatdd with a simple model that we describe asofef.
There are five important assumptions:

1- The borrowing firm is run by an owner/manager.

2- Creditors are imperfect monitors of actionstedao pay-offs that the firm takes after it borsow
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3- Capital markets are competitive.
4- Creditors can predict the mean of their pay-offthe default state.
5- Creditors and the firm are risk-neutral.

Assumption 1 is made because this essay is noeooeat with the corporative-governance problem.
Assumption 2 captures the asymmetric informatiotwben the firm and its creditors. Assumption 3 is
realistic. Assumption 4 rests on the view that @ssfonal creditors have considerable experienck wit
default and 5 is more accurate when applied tosfittman to individual persons.

The borrowing firm has a project that requires tm@f I, which the firm must raise externally. The
firm promises to repay creditors the skmrhe project can return a valuewhere the firm is solvent f> F
and insolvent ifv < F. There are two states of nature in the future, btigeifirm is solvent and other if it is
not.

The solvency and the insolvency state of natungrmstto the firmvsoy andvins respectively, where
Vsolv> F > Vins. The probability of solvency issoy and the insolvency probability is (). This implies that

the expected value of the projectE®) = p., Voo, T @— P )Vins,» the expected return conditional to

solvency state i€, (V) =V and the expected return conditional to insolvesteye is E; (V) = V-

solv solv?

The bankruptcy system cost$o run. A bankruptcy system can thus distributtheocreditors of an insolvent

firm at most the sumv,s — c. Therefore the repayment to creditorsHsif solvent andvi,s — ¢ if it goes

bankrupt.

Because the credit market is competititreis the largest sum that creditors can demandrid the
project. The risk-free interest rate is assumeletaero, so that a borrowing firm's interest rata function
only of the riskiness of its project and the projesrof the bankruptcy system that is in place.
Investment Problem

Creditors who lendl should expect to receiven return. This expectation can be written as:

I = psolv ‘:F + (1_ psolv)[vins - C]
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F - I B (1_ psolv)[vins _C]
psolv

1)

If the expected value that creditors receive comkl to insolvency increases (higherd— c]), F
declines, diminishing the interest rate chargedcisditors. Intuitively, the more that creditors egpto

receive in the insolvency state, the less credidghsrequire the firm to repay in the solvencytstaThe

. . _ E
firm's interest rate i§ = 7 —1

' that is increasing iR, which is the value that the firm is required ¢epay
in solvency state. Denoting Mins andc” the per-unit-of-investment € 1) counterparts ofy,s andc we also

have:

= P e

that is decreasing in the probability of succes¥@ in the return of insolvency states.
Proposition 1:A higher (lower) expectation of return in the insmicy state reduces (raises) the interest
rates charged by the creditors.

The bankruptcy system affects both elements thapose the return in case of insolvenewadc).
Agility in the bankruptcy procedure decreases & of the procedure and brings ex-ante gains. Menre

the return is affected by the procedure choicéhdfreturn in reorganization (liquidation) is gezathan in

liquidation (reorganization)Vr > (<)VL), the firm should be reorganized (liquidated). Thtre firm's
insolvency-state value is higher in a system tlhguidates economically inefficiehtfirms and saves
economically efficient (but financially distressdi)ns than it would be in a system that attemptedave
all firms.

Obviously,F, and thus, also will increase if creditors receive only adtion of the insolvency return
(Vins — €). Two characteristics of Bankruptcy Law may afféoe insolvency return in this way. First, if
reorganization is allowed violations of the Absehiriority Rule may occur, with some portion ofuealin

bankruptcy going to shareholders even when creddog not paid in full. The second characteristippgens
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when the Bankruptcy Law decree the priority of sad/or labor claims over secured creditors' clawvaesy
common in developing countries.

Suppose thdtis the value of claims that came before creditdasins, thus:
I = psolv EFI + (1_ psolv) ma){vins -C- I ’O]
Defining [Vins—c —1]" = max pins—c—1, 0] we have:

FI - l B (1_ psolv)[vins _C_l]+
psolv

Notice that creditors' return may fall in this sition to zero, increasing strongly the cost of @i
Proposition 2Violations in APR and priority of labor and/or talaims over creditors’ claims increases the
cost of capital.

An ex-ante objective of Bankruptcy Law should bertaximize the project option set that creditors
want to finance. Lower capital costs are fundasentthis objective.

Society prefers firms to pursue projects with pesiexpected returns. Denoting W as social welfare
a firm should therefore undertake a project thaatas value, i.e.

W = psolvvsolv + (1_ psolv)[vins - C] - l 2 0

W = psolvE (V) + (1_ psolv) Eins (V_ C) - I 2 0

solv

As there always exists a minimum conditional expiat value of returr(E,,,(v)) needed for social

solv

efficiency, letW = 0. Then

Esolv(\_/) = |- (1_ psgv) Eins (V— C) ,
solv

@)

always remembering thdt = =259 s jdentical to the right side ., (V).

Psolv

°A firm is economically inefficient when the valuéits assets is greater in some other use.
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Since (1) solves for the minimum-repayment prontieefirm must make to obtain financing and (2) sslv
for the minimum conditional expected return sogiatcepted, we have that it is socially efficiemt firms

to take all projects that creditors will financeotide that if there is an APR violation or clainigtze front of

creditors' claimsF would be higher and this equality no longer holish certain socially efficient projects
not being financed.
Proposition 3if creditors' claims have top priority and if theage no APR violations, all socially efficient
projects are financed.
Proposition 4if APR violations are allowed and/or other claimae before creditors' claims, there exists
a set of socially efficient projects that wouldrime financed.

Until now we have studied the set of projects tirat socially efficient, but it is important to sthe
borrowers’ incentives to invest. The interest rat@oses on firms the expected costs of failurehsd a

firm's expected return, when it borrows, becometeudPR:
E(R®) = Pegy[Veaw = F1+ (1= Pe,)(0) 20
E(R®) = Py (Escn (V) ~F) 20 (3)
Substituting forF from expression (1) we have:

E(RB) = pSOWE (V) + (1_ psolv) Eins(V_ C) - l 2 0,

solv

which is the expression that tells us that the qmtojs socially efficient. For the minimum conditad

expected returri,,, (v), this equation holds with equality. Therefore tloerbwer invests in all projects that

solv

creditors will finance and which are socially eiiat.
Proposition 5if creditors' claims have top priority and if theage no APR violations, a profit-maximizing
firm will pursue projects that creditors will finaa and which are socially efficient.
Moral Hazard Problem
Now let us introduce an asymmetric-information peob that refers to the effort level that firms

financing with debt choose when pursuing projetissimplify the analysis we will consider only twtates
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of nature: solvent and insolvent. As the varialffereis not observed by creditors, it is difficdtir them to

know whether a borrowing firm chose the optimabsdffevel. Until now we have implicitly assumed titiae

probability that the firm's project would succeddon, was exogenous, therefoPeon did not depend on

what the firm did. More realistically, when we cates effort in the problem we assume that the podiba
of success increases with the firm's effort leirelprecise terms, it is assumed tiain(€) is differentiable,
strictly increasing and strictly concave in effarriable €, that IMe.oPs(€) = % meaning that it is

efficient for the firm to choose a positive efftevel and thaPson() < 1 for the insolvency state is always
possible.

The effort level, despite increasing the probapibf the firm's success, is costly to the manager
(borrower). Therefore a problem emerges becausedbially optimal effort is different from the optal

private effort. From the social perspectives weeha

maxW = psolv(e) * Vsolv + (1 - psolv(e)) ° (Vins - C) -e—|

1
Vsolv — (Vins - C)

p/solv(eSOC) =

The socially optimal is that effort should be egdrin increasing the probability of project success
until its marginal gains is equal to its marginastc

From the manager’s perspective we have:

MeXW = Paon() * (Vo ~ F) + (1= Peon(®)) = (0) ~ &

1

/
€riv) = ————
psolv( P”V) Veoly — [=

The firm exerts effort until the point that its rgaral private gain is equal to its marginal costeT

difference between the social and private problppears because the firm divides its gain with ¢oesliin
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the success state while the marginal cost is thee $ar both. Therefore, sinde > Vins — C (otherwise the

firm is solvent)Pson(€priv) > Pion(€soc) , which implies tha€priv < €soc
Proposition 6Any bankruptcy system produces an effort lower tharsocially optimal.
Notice that some characteristics of Bankruptcy lcauld exacerbate sub-investment in effort. First

let us consider the case where the law puts tafoatabor claims before creditors' claims. As we sdove,

this diminishes creditors' gains in insolvencyesaimaking the payment in solvency states higRer> F ).

.. . ' ' * . . . .
This implies thatp,,, (€5;,) = —1— > ;=& = Py (€, ),and Spriv < €privs exacerbating under-investment in

Vo —F ! Vsov™
effort. Intuitively, closer pay-offs reduces theémtive in avoid insolvency states. In the secondon, let
us consider a bankruptcy system that allows viofatiof APR. Suppose that managers extlaict

insolvency states, thus:
meaX\N = psolv(e) |jvsolv - F I ) + (1_ psolv(e)) EQI) —-€

1
Vv F' -l

solv

! n —
psolv (epriv ) -

o . 1 _y . - , _
This implies thatp,,,(e,;,) =—L—> v F Pson(€priv): ang €piv < €oiv:  also exacerbating the under

Vso\v_FI_
investment in effort. Intuitively when managers ggtayoff in insolvency states, they have lessntice to
avoid it creating a moral hazard problem.
Proposition 7:Sub-investment in effort is exacerbated when thero@tcy system gives priority to tax
and/or labor claims over creditors' claims and payanagers in insolvency states.
Sub-investment in effort exacerbates the finangiraplem shown above. The probability of success
declines as the firm exerts less effort, makingrtiieimum conditional expectation value of returorgase

and shrinking the set of fundable projects.
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lll. 2 - The ex-post financial distress and ex-antéankruptcy effects

Now suppose that some firms have become financidikyressed, but have not filed for bankruptcy.
Managers of failing firms may incur two types ofeet: the gambling effect that occurs when managers
attempt to avoid bankruptcy and the delay effeatnmimanagers attempt to delay filing for bankruptcy.
The Gambling Effect

This refers to the fact that managers of firmsimaricial distress have an incentive to undertake
excessively risky investments as a means of awpitenkruptcy. If risky investment succeeds, itshhig
returns enable the firm to avoid bankruptcy, astégamporarily; if it fails, the firm goes bankraptbut
managers are no worse off since it would have damanyway without the investment, since managers
cannot get less than zero, which is what they alease of bankruptcy. Equity holders are alscawvof of
risky investments in this situation of financiaktiess, since equity is likely to be worth zerbahkruptcy
occurs. Losses on risky investment go to creditothe form of lower pay-off in bankruptcy, withelsame
pay-off holding in solvent state.

Let us consider now a multi-period model followithg model used in an earlier sectibrt timet
= 0 the firm borrowd > 0, and have to pdy (F = I(1+T1)) in solvency states. At tinte= 1 the firm enters

financial distress, but it still owns an amouht- 0 (Z < F) in cash that the manager will use to make a
choice between two projects, one risky and anatis&rfree. Finally att = 2, the firm's final outpuv is
realized, and this is divided between equity hadamd creditors. All the hypotheses of sectibd still

hold.
If managers choose the risk-free project, therfittad outputv will be Z, whereZ < F = 1(1+T1). |f
they choose the risky project instead, then thal foutputv will be YR whereR is the expected return,

which is positive, and a random variable with expected value equal toely be distributed discretely in

9 The model follows Bebchuck (2002).
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the intervalO,7], where7> 1. At t = 1 the equity holders obser®®and the range, but the value Yfis
realized int = 2.
It is assumed that given the information available= 0, the parties know but only the distribution

of Rin [0, R]. The risky project may offer a higher or lowemexted return than the risk-free project. The

moral-hazard problem is that equity holders mayoskathe risky project even & < Z. At t = 2 the final

output is realized and divided between equity heldad creditors. Assuming APRand that the cost to run
bankruptcy is zeroc(= 0), if the firm is solvent equity holders reaeivson, — F and creditord-. Otherwise,
if the firm is insolvent, equity holders will reeei maXVins — F,0] and creditorsmin[F,v, ].

Let us see how managers decide between projec¢ts d. Once managers observe Rend its

distribution, they will choose the risky projectihd only if:

E, ma{yR—-1(1+r),0] > maXZ-1(1+r),0] (4)

Let Rar(r) be the smallest non-negative valueRothat makes the left- and right-hand sides of (4)

equal. Equity holders will choose the risky projéemnd only if R > Rap.

If there exist any risky project with expected akgual taZ (R = 2) that does not always lead to

insolvency ¢Z > I(1+r) in some state of nature), it makes the left-hade strictly greater than the right-

hand side and it is preferred by the managers theerisk-free project. This happens because sircane
working with choices after the firm enters in ficé distressZ < I(1+r)and ma{Z-1(1+r),0] = 0,

therefore by constructioRar(r) = O. |t follows that for any given rRap(r) < Z. This inequality implies that

managers may choose the risky project evéd 4 Z it suffices to satishR >0 and )R> 1(1+r) in some

state of nature.

1 ater we will see the effect of APR violations.
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The equity holders may choose the risky projecfficiently, because they have more gain from a
favorable outcome of this project than they havies$e from an unfavorable outcome.

Proposition 8:If a firm is in financial distress and the BankroptSystem follows APR, managers will

undertake risky projects even if this produces entin costs { — R> 0).

Now suppose that the possibility of deviations frARPR is available. In this case equity holders will
be able to obtain some value regardless of howlsyalrns out to be. If the firm is in financial disss

(Z < 1(1+71)), equity holders will be able to obtaav (wherea > 0). Moreover, by using or threatening

to use the reorganization proceddrequity holders will be able to get more thanttieentractual right if the
firm is sufficiently close to insolvency, that iV exceeds(1+r) by a sufficiently small amouht For
simplicity, it will be assumed that the equity hedd will always be able to get at least even if their
contractual rightv — (1 +1) is less than that. On the other hand, debt holMi#rsiot get full payment but
only (1-a)v<I(1-r).Thus, if violations of APR are allowed, equity heid will receive
maxv — (1 +r),av] and creditors will receiv@inl(1+r),(1 - a)vl.

Let us see how managers decide between projetts dt They will choose the risky project if and

only if:

E, ma{yR—I(1+1),ayR] > maXZ—1(1+1),aZ]

Let Rvar () denote the unique value of R that makes left- ragift-hand sides of (5) equal. Equity

holders will choose the risky project if and orflyR > Ryap (- Comparing the project choicestat 1 at

two regimes:

2 The reorganization procedure provides the podsiloif APR violations.
13f the gains of bankruptcy reorganization are grettian solvency, equity holders will go or threetie go bankrupt to raise their
gains.
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Once the firm is in financial distress, we ha&e 1(1+1) thusEy max{yR—-1(1+1),ayR| = aZ.
The left-hand side of (5) is strictly greater thhe left-hand side of (4), sineeZ > 0. Furthermore,
with  Rap(r) =0, the leftt and right-hand sides of (4) are equal dan

E, maxyRvap — I(1+1),ayRvap] = aZ > E, max{yRua —1(1+71),0] = 0, the first equality holds with

Ruar () > 0 becauserZ > 0, and the second holds wiffe(r) = 0. Therefore, sinc&var (N > Rap(r),

the set of risky projects available to the equitiders decreases, diminishing the investment Ky isojects
relative to the system that follows APR. Noticetthader both regimes the equity holders capturefitsrof
favorable outcome of the risky project, however wiePR violations are allowed, safe investments also
provide gains for equity holders, and this redubesset of risky projects that they could investhvhigher
expected gains, decreasing the amount of riskysinvent when compared with the regime that follows

APR.
Proposition 9: Wen firms are financially distressed, the amouninhgéstment in risky projects is higher in

regimes that follow APR than in regimes that allR®RR deviations.

Now, to see the aggregated gambling effect in tumemy, let us denot& = Z—- K the economic
cost per failing firm. Suppose thék — Pson) is the probability that a firm is financially disssed andN the
total number of firms. Therefore the aggregated ljang effect is (1 - Pson) * N+ G. But notice that

(1-pson(€) is negatively related to the effoet by managers, since higher effort is less likelyo®in
financial distress. Therefore there is a tradeinffoankruptcy between the punishment effect and the
gambling effect. As we saw in the earlier sectimanagers have an incentive to work hard when ter@o
pay-offs in bankruptcy states (APR). This makeseiefirms in financial distress because oriten(€)
increases, the proportion of firms in financialtdiss ( (1- p,,, )N yeduces. However, once firms are

financial distress, this system gives the manadgeirtcentive to gamble to avoid bankruptcy, makigigh.
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On the other hand, a lenient bankruptcy systemuioddtes APR makes the effort smaller than thenfar,
thus increasing the proportion of firms in finaraistress. However, this system gives the manduer
incentive to gamble less than the hard system.fiflaé effect is ambiguous with a trade-off betwesfort
and the incentive to gamble. If we consider théesyshat gives priority to other claims insteactditors'
claims, the final result is no longer ambiguousanse it provides the negative effect in effproposition 3
and does not diminish the gamble of equity holdarse they still gain nothing in insolvency stadtesrefore
the proportion of financially distressed firms ieases and the gamble remains constant, therelaagicg
the aggregate gamble effect.

The Delay Effect

This refers to the fact that managers of finangidlstressed firms have an incentive to delaydilin
for bankruptcy, in particular if they are automatig replaced in bankruptcy.

To analyze effects of APR violations it is necegdar introduce one more source of asymmetric
information, where the two types of asymmetric infation are the manager's effort choice and at an
intermediate stage the manager alone receivingraalsabout the prospects of his project. The ideti
analyze the trade-offs between these two conflicinals®. On the one hand, creditors want a bankruptcy
procedure to be harsh on the borrower, followindRABS a severe punishment may increase the botsower
incentive to generate sufficient earnings to ref2y.the other hand, creditors want to prevent thsetevof
resources that takes place if a rescue is necebsargot undertaken in time. The method to obthis t
information is to reward for poor outcomes. Thiwaed should be bigger (or at least equal) to thmipary
gains that managers would receive during the de&iod in such a way to incentive them to declaee t
financial problems at right time. However, this W®against effort incentives aggravating the mbesdard
problem because it diminishes the punishment indbaigts of nature. Is not clear a priori whether ohthe

incentive problems is more relevant.

4 See the theoretical approach at the working pegrsion.
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The optimal resolution would depend on the paramseté the economy. A bankruptcy system that
allows APR violations rewards the entrepreneureifcooperates in a rescue by starting early. Thignek
violates APR because it must be paid even if sofmie firm’s debt is not paid in full. This procedu
allows an efficient rescue or an efficient earlyuidation, mitigating the delay effect. On the othand it
does not induce the firm to exert the right efloetause the firm receives a non-zero pay-off indiates.
Therefore the optimal procedure depends on whicénitive it is more important to the parties to emage:
optimal effort, at the cost of foregoing the oppaity of an efficient early intervention, or optihwisclosure
at a cost of reduce the incentive to effort.

To see the aggregate effect consider losses of delay per insolvent firrAs number of firms in

financial distress - p,,(€)) [N, the total cost of delay (- p.,,(€))(INCA. As like gambling, a

bankruptcy law with strong punishment to debtorsestheir incentive to work hard (L- p.,,(€)) LN) but

with negative effect in delay declaring bankrupft®). At the other hand a lenient bankruptcy systeadde
the opposite result. The final effect is ambiguaith a trade-off between effort and the incentivalélay. If
we consider the system that gives top priority tteeo claims instead of creditors’ claims, the finegult is
no longer ambiguous because it provides a negafieet in effort(proposition J and does not reward
debtors to incentive optimal disclosure, increashegproportion of financial distressed firms archaining
constant the delay, increasing the aggregate diedags.

lll. 3 - The ex-post Bankruptcy Effects

From an ex-post efficiency perspective, a Bankmyphiw should maximize the total value of the compan

There are three main elements behind this objectirst, as little value as possible should be ig@st®d

during the process (minimizing the c®8)), therefore it is desirable to minimize the tihehat the process

will take and the direct and indirect costs incdri@during this process. Second, when the reorganizin

5The part of time that is spent with delay tactitequity holders, rather than the time spent onglerity of claims.
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process ends, the company's assets should bedatdteeir highest value of use. Finally, whenrenfenters
bankruptcy the procedure should be chosen corremtigrwise the company's assets will not prodbee t
highest value.

There is also an ex-ante efficiency produced ex-pasfirm enters bankruptcy. From an efficiency
perspective, what matters is not only for the tb@hkruptcy value to be as large as possible Izat thie
division of its value among the participants. Téxspost division has important ex-ante consequerasese
saw in earlier sections. However, it is quite imdetinate whether the beneficial effects of deviaidrom
APR exceed the negative effects.

Filtering Failure

There are two types of firms in financial distresns that are economically efficient, i.e. thesbe
use of its capital is the current use, and firnag #re economically inefficient, i.e. the valuetlodir assets is
greater in some other use.

When an economically inefficient firm enters bankay, the best outcome is for its assets to be
liquidated, thereby releasing its capital to mowehigher-value uses. However, when an economically
efficient firm enters bankruptcy, the best outcoisidor it to continue operating, since its capitas no
higher-value use.

Therefore, there is an economic justification faving two separate bankruptcy procedures:
liquidation when the firms are financially distredsand economically inefficient and reorganizatimen
the firm is financially distressed but economicadfficient. However, while financial distress issavable,
economic efficiency depends on some unobservabiablas such as the earnings of the firm's asadisel
best alternative use, so it is difficult to telltivicertainty which type they are. This situationdurces the so-
called Filtering Failure in bankruptcy. There am®tcases of failure: the first is when economicatlijcient
firms in financial distress are liquidated but skioie reorganized, which is calldype | Error, the second
is when economically inefficient and financiallystiessed firms are saved in reorganization butldhosi

liquidated, which is calledype Il Error.
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Each country has its own means of assigning firdlycidistressed firms to a liquidation or
reorganization procedure, so the levels of typad type Il errors vary for each country. Countresere
reorganization is rare, like England, have highelswof type | error probably occurring. Conversaly,
countries where liquidation is rare, high leveldygfe Il error probably occur.

One important factor in filtering failure is who adées whether or nor to save failing firms. In
countries where the court appoints officials tcet#tkis responsibility, if their decisions are urdaid, they do
not influence the frequency of both types of erBut in countries like the United States, where aggns
have the right to choose between liquidation awodganization, it is implied that high levels of &/H error
are likely to occuf®.

As a general rule, ex-post efficiency may requireaaeful balance between these two existing

procedures in bankruptcy law. Let us suppose tHatamcially distressed and economically efficidinin
goes bankrupt. The optimal solution in this case@ganization that returds. But if type | error occurs, it

returnsVi < Vg. This eliminates ex-post efficiency and pyoposition lincreases the cost of capital. The
same logic is valid for type Il error.
Bargaining in Reorganization

First of all let us consider how the features afrganization process - like Chapter 11 - affect the
division of value. The model of Bebchuck and Ch&h@92) identifies three reasons why equity holders
might be able to extract value even when creditmes not paid in full. First, if equity holders dgla
agreement over a plan, there may be a favorabtdutes of uncertainty that would cause the val@i¢he
firm to exceed the value of its debt. These egodlgers have an option value, and to forgo it thmeyst be
compensated. Second, if equity holders delay agregrnthe company can be expected to incur durieg th
process of bargaining financial distress costsuliatissipate some of the value that debt holdens expect

to receive at the end of the process. Therefoqggaing these costs, creditors agree with a plaave these

See White (1994), whases an asymmetric information game to model whéih®. Bankruptcy procedure led to filtering
failure.
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costs, obtaining a share of these savings in rdturtheir consent. Third, which is valid only foountries
that give management the power to propose reorgmniz plans (like the U.S.), the bargaining power o
equity holders is enhanced, strengthens the bangajposition and obtains a bigger share of theaextr
value'’.

As a consequence, this bankruptcy design proviotegidlations of APR and the trade-off exposed in
earlier sections, with benefits in gambling andagletffects, but with negative result in effort intee and
maybe at the cost of capital.

The reorganization process under the existing lrdirgabased rules takes substantial fifnd@he
delaying tactics of equity holders and the compjesf the firm’s claims dictate the length of theopess.
During this time, substantial value might be diagol. Potential buyers may be reluctant to dedl wie
company, or may demand especially favorable terimgevinsolvency hovers over the company. Moreover,
the reorganization process involves substantialimidtrative costs, and more importantly, the conypan
under reorganization might incur substantial "iadil' costs from functioning throughout the reorgation

process. All these costs grow bigger as time passes
All these factors increase the cost in insolverteyes. If the return in reorganizationMs creditors

getV —C, wherec is the cost of procedure. A bankruptcy law thanimizes such costs{ < ¢), by either
diminishing the delay tactics of equity holdersreducing the cost of the procedure, diminishesbtirgain

power of managers"(< I), increasing creditors’ return in insolvency state " - I™

> v - c - ) and makes
(by proposition 1)capital less costly. Notice that a reorganizatwocedure that minimizes managers’
bargain power produces the same benefits of APRitioas at lower costs, since the payment to masage

tend to decrease. Slow reorganizations increases obshe process and raise its ex-post ineffigrentc

should be remembered that to reduce this time andeguently the cost of process, violations of APR

Y"See Franks and Torous (1989), LoPucki and Withfd®90), and Eberhart et al (1990) for empiricatlis.
85ee Lopucki and Withford (1990)
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induce the manager to act quickly, thus reducirgjlgalelays. The trade-off emerges again in thisasion

diminishing costs but giving part of the returmtanagers.
IV - Evaluating Bankruptcy Law in Latin America

Our challenge here is to evaluate the current st#gBankruptcy Law in Latin American countries.
Nowadays there is little to say about the desigromtimal Bankruptcy Law. However, there exist two
consensual points in this debate. One refers tprbiection that Bankruptcy Law must provide todii@'s,

and the other is about the goals-of-insolvency gaace. The measure of bankruptcy procedure goodness
coming from these two sources. The creditors’ mtaia variable tells us if the Bankruptcy Law isogo
enough to make loans attractive to creditors, pliagi the firms with easier access to external foearmhe
goals-of-insolvency procedure represents the causeabout the characteristics of an efficient baptcry
procedure. For a comparative analysis, we use sgnaips of countries: the OECD, Latin America & the
Caribbean (LAC), the Middle East & North Africa (M), Europe & Central Asia (ECA), East Asia & the
Pacific (EAP), South Asia (Sas) and Sub-Saharait®{iSSA). The data used is from Doing Business3200

and 2004, World Development Indicators 2004 anerivational Finance Statistics 2004.
IV. 1 - Creditors’ Protection

The literature of Law and Finance points to thet fdiat a good bankruptcy law has to provide legal
protection to creditors. In sectioil.1 we saw that better legal protections enable firaacto offer
entrepreneurs money at better terms, and to prédittcountries with better legal protections fogditors
should have a broader credit market.

Several forms of bankruptcy laws are being usedratdhe world. Some of them are too favorable to
creditors, giving them a strong protection, like tBnglish Law, where liquidation is nearly alwaysed.
This leads to the elimination of good and still lflafirms. On the other hand there are countiiles Brazil,
where the law provides a weak protection to cregljtgiving priorities to labor and tax claims befalaims

of secured creditors.
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It is possible to compare the creditor protectioaviged by bankruptcy law in different groups of
countries and rank the current situation of Latimekica. As a measure for creditors’ protection \se the
index constructed by La Porta, Lopez-de-Silaneseiféh and Vishny (1997) that summarizes creditors’
rights® in bankruptcy law computed by Doing Business 2568 World Bank iterated with a measure of
enforcemerff. This iteration between law and enforcement isdrtant because if rules and regulations are
not enforced, creditor rights will be inadequatgarelless of what is written in the bankruptcy-laswgedure

codes. The creditor-protection measure varieg) 4] interval.
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Figure 3: Creditors’ Protection in each set ofrdaes

Looking at Figure 3 that shows creditor protectiordifferent sets of countries, we notice that the
OECD has the highest level of creditor protectiwhile Latin America and the Caribbean have the kiwe
Latin America and the Caribbean protect their ¢oedivery poorly (even less than Sub-Saharan Africa
reducing the interest of creditors in the creditkes increasing the cost of capital and the ditfic for firms
to finance their investments with debt.

Looking more specifically at LAC countries (Figu4¢, Chile has the highest creditor protection
provided by bankruptcy law, with a degree similarthe average of OECD countries. However, most

countries vary between 0.05 and 0.17, which isrg Mav level in a measure ranging between 0 and 1.

19 Creditors’ right is the highest when: secured itoesl are paid first; the manager does not staganganization; there is no
"automatic stay" imposed by the court; and credituged to consent to file the reorganization jetiti
20 Rule of Law index computed by International CoyrRisk Guide.
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Figure 4: Creditors’ Protection in LAC countries

A common notion in the literature of Law and Finang that a good bankruptcy law has to provide
strong protection to creditors. La Porta, Silarfgddeifer and Vishny (1997, 1998) were pioneerstualy@ng
empirically the relevance of this relationship. ¥hehow that countries with a high level of creditor
protection have higher levels of financial develepm

Controlling for log (GDP), log (population), infoation-sharing' and quality of enforcemefit we
explore the relation between the credit market bgweent (measured by log (Private Credit/GDP)) and
Creditors’ Protection. We control for the total GBg (GDP)) on the theory that larger economiey ma
have bigger credit markets because of economiescalke in organizing the supporting institutions. We
control for population on the theory that countnéth large population tend to be poorer in peritzagerms
(log (GDP) - log (population) = GDP per capita) lwitegative effects on credit market. We use thesorea
of days for enforcement as a proxy for the efficienf legal system. Finally, we control for infortizan-
sharing to capture the adverse-selection probletinarcredit market. In Table 2 we see that thefmdent of
the creditor protection is statistically signifitaat the 2% level and reveal that the bigger ispiagection
provided by law to creditors the larger is the dredarket. According to the result if, for exampteg

Brazilian bankruptcy reform shifts its protectiohooeditors of 0.06 to the mean of Latin Americal@) or

%L This refers to data on the existence of publict private-credit registries in different countrisring the same time.
22 This measures the number of days it takes to eafaisimple debt contract.
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to the mean of OECD (0.46), it would increase dretirket in approximately 10% and 32% respectively.
Also, the GDP, GDP per capita, information-sharipgpulation and quality-of-enforcement controls alte
significant, the first three being positive and thst two negative, as we expected. The effeatfofmation-
sharing on credit market is considerably largeibig not important to Latin America once that epicéor
Jamaica, the rest of countries have the mechanisnfasmation on credit registry. If Jamaica implents
such mechanism it would increase its credit markemore than 70%. An increase in the quality of
enforcement also produces a relevant effect ontametket. The average time that Latin America tate
enforce contracts is the highest between regiodid,days. A falls of the average to OECD level (239s)
means an increase of 11% in Latin American creditket. Looking exclusively to Guatemala that has th
lowest quality of enforcement (1459 days), an improent in its mechanism that brings to Latin Ameeric

average means an expansion of 60% of its credkehar

Table 2: OLS regression of Private Credit/GDP ieditors’ Protection
Dependent Variable: log (Private G/&DP) — 120 observations (average 2000-2003)

Independent Variable Coefficients t-statistic
Constant -7.20" -9.00
Creditors’ Protection 0.70 2.53
log GDP 0.40° 9.89
log Population -0.25 4.40
Quiality of Enforcement -0.0005 -1.82
Information-Sharing 0.55 3.35
Obs 120
R-squared 0.66
Adjusted R-square 0.64

Note: a=significant at the 1% level; b=significatthe 5% level; c=significant at the 10% level.
Standard errors and covariance robust to heteraskieiy.

Regressing each sub-index of creditors’ rightshe measure of credit market development, we find
that creditors’ consent to reorganize and prionidye positive effect on credit market, with autamatay,
and the exclusion of managers in the process ofja@ation having no significance at all. Thisuless
aligned with theoretical claims in earlier sectidinat highlight: the negative effect when otherrokmsuch as
labor and/or tax claims have priority over creditoelaims, and the relevance of the role of credito
reorganization, mainly due to the provision of pation and incentive against fraud. According ®utes in

table 3 any country that reforms its bankruptcy tAwng top priority to secured creditors tenddrtorease
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its credit market in 28% in absolute terms. Alsmeddors’ consent in reorganization may expand itred
market in 31% in absolute terms.

On the other hand, no significance of automatig/,send exclusion of managers in case of
reorganization illustrates the ambiguity of viotats of APR, since these variables give bargainmgep to

equity holders. Using the same controls as thedagession their results are practically the same.

Table 3: OLS regression of Private Credit/GDP iochesub-index of Creditors’ Rights
Dependent Variable: log (Private Credit/GDP) — dB8ervations (average 2000-2003)

Independent Variable Coefficients t-statistic
Constant 7.3 -8.97
Consent of creditors 0.27 2.03
Priority 0.25 1.91
No Autostay -0.03 -0.22
Manager out 0.15 1.12
Quiality of Enforcement -0.0005 -2.26
Information-Sharing 0.57 3.32
log GDP 0.42 11.78
log Population -0.28 -5.10
Obs 120
R-square 0.65
Adjusted R-square 0.63

Note: a=significant at the 1%dk\b=significant at the 5% level; c=significanttae 10% level.
Standard errors and covariance robust to hetedasticity.

IV. 2 - Goals of Insolvency
Despite all the research on bankruptcy, today tdees not exist a consensus on the best procealadopt.
It is hard to design an optimal bankruptcy procedusm first principles, given that economists an at this
point have a satisfactory theory of why partiesncardesign their own bankruptcy procedures (i.dy w
contracts are incomplete). Frequently, suggestionsiew bankruptcy procedures emanate from differen
visiong>. However, it is possible to identify a consensnsertain issues, such as some characteristias of a
efficient bankruptcy procedure.

Oliver Hart (1999) states the characteristics gbad procedure. First, there is a strong arguntextt t
a good bankruptcy procedure should deliver an est-gificient outcome, that is, it should maximike total
value available to be divided between the debt@ditors and possibly other interested parties. Sdwnd

goal concerns ex-ante efficiency, and says thaba dpankruptcy procedure should preserve the bgndin
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role of debt by penalizing managers and sharewldgequately in bankruptcy states. Without any iagve
consequence at all, there is very little incentov@ay their debts. The third goal, concerned withstability

of priority claims, says that a good bankruptcygedure should preserve the absolute priority afhrda
except that some portion of value should possitdyreserved for shareholders. This goal have two
advantages: first, it helps to ensure that cresliteceive a reasonable return in bankruptcy stetéch
encourages them to lend; second, it means thatrigatic and non-bankruptcy states are not threatened
differently. However, it should be remembered ttidicism can be made against APR: the management,
acting on behalf of shareholders, will have an mi#e to avoid bankruptcy even if this gives rige t
inefficient bankruptcy decisions like the gamblal afelay effects. For this reason, there may besa t@
reserving some portion of value in bankruptcy feargholders.

Doing Business from World Bank computed a meashuse documents the success in reaching the
three goals-of-insolvency, as stated in Hart (19%9)s calculated as the simple average of thdé obs
insolvency (from 0 to 100, where higher scoresdat# less cost), time of insolvency (from 0 to 1M@Bere
higher scores indicate less time), the observafi@bsolute priority of claims, and the efficienttcomé*
achieved. The total Goals-of-Insolvency Index ranffem O to 100: a score of 100 on the index means
perfect efficiency, while 0 means that the insotyegsystem does not function at all.

Looking at the figure 5, we notice that LAC couesrido not have an efficient bankruptcy procedure,
performing better than Sub-Saharan Africa and Séuila alone, while the OECD has the best insolvency

system.

3 See section |I.
24 The efficient outcome is defined as any bankrupiogedure that results in a going-concern saleouitan interruption in
operations, or a successful rehabilitation.
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Figure 5: Goals-of-Insolvency Index for each setaintries

Figure 2, in the introduction, shows that an effiti bankruptcy system has a positive effect on the
credit market, making access to credit easier &edmer; both results being aligned with propos#titrand
3 respectively. This happens because creditorsnare confident in having their loans repaid whefirra

fails. Notice that figure 2 (third graphic) alscos¥s they are right to have this expectation.

Table 4: Effects of goals-of-Insolvency
Independent Variable: Goals-of-Insolvency

Dependent Variable OLS regression
Interest rate spread -0.18%
(2.58)
Private Credit/GDP 0.95%
(5.50)
Creditors’ recovery rate 0.83
(12.95)

Note: azsigcant at 1%.

t-Statiséire in parentheses.

Standard erramnsl covariance robust to heteroskedasticity.
R-square vabesween 0.16 and 0.67, considering all cases.

Table 4 reports results of regressions betweersgafahsolvency versus Private Credit/GDP, interest
rate spread and creditors’ recovery rate. The ssgye between the interest-rate spread and the-gbal
insolvency index is statistically significant ateti% level®, controlling for log (GDP per capifd) This

means that for each point increased in the insclvefficiency, the interest-rate spread decreagds 18%.

%5 To verify if outliers (two observations in the wgpeft-hand side in the first graphic of figurev@re driven the result we use a
guantile regression in the median. We find thatabefficient is still negative and significant.
26 We also regress against GDP per capita to coettietts of richness or poorness over the credikatar
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Private credit/GDP and recovery rate are positivelpted with goals-of-insolvency and both stataty
significant at the 1% level, also controlling byIGDP per capita). In this case, for each poiatgased in
the insolvency efficiency, private credit and reggurate increase by 0.95% of GDP and 0.83 centh@®n
dollar respectively. To exemplify the impact of iamprovement in bankruptcy efficiency, let us coesid
case where Brazil (24) increases its insolvenagieficy until the Latin American average (46).ilterest-
rate spread will fall approximately 3% (7% in rélatterms), and its private credit and creditoeavery
rate raises by 22% (credit market expands in 608d) /.6 cents on the dollar respectively. If théina
America average increases to OECD level (80) nitsrést-rate spread falls 4% (33% in relative tyits
private credit and recovery rate increases by 3h# 2.8 cents on the dollar respectively (bothease

approximately 93% in relative terms).
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Figure 6: Recovery rates of each set of countries
Recovery rate varies widely among countries, thetrdesirable being to have as big a recovery rate
as possible, because this increases creditorshretbankruptcy states, reducing the cost of ehpitigure 6
shows that the OECD has the highest recovery véth, creditors recovering more than 70 cents on the
dollar when a firm fails. The average in Latin Amgaris 26 cents on the dollar of recovery, highemt
South Asia and Sub-Saharan Africa alone. The wastlt among Latin American countries (Figure 7)

comes from Brazil, with a recovery rate of 0.2 seonh the dollar, and the best result is from Mexwbere
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creditors recover 64.5 cents on the dollar. Thédstyrecovery rate in the world is Japan, with @24dts on
the dollar.

Therefore, it would be interesting for Latin Amenccountries to concentrate efforts to reform their
bankruptcy systems in the direction of the charasttes listed by Hart (1999) to improve the eféiocy of

bankruptcy procedure and impact positively on tteelic market.
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Figure 7: Recovery rates of Latin American coustrie

V — Brazilian Bankruptcy Reform?’

In the last decades, a legislative reform has tgace in several Latin American countries, patédy in
South America where Argentina, Bolivia, Brazil, Gwibia, Ecuador and Peru have either reformed or are
engaged in reforming the legal framework for bapkey. The most recent reform occurred in Brazikin
process that began in 1993, concluded in June ZI0@IS.section will focus in such reform, explainitige
characteristics of the former law, its main changes effects over the Brazilian economy.

V. 1 - The Former Brazilian Bankruptcy Law

The former legal framework for corporate insolveninyBrazil was very fragmented, with the core of
legislation for bankruptcy proceedings having beeacted in 1945. Theei de Falénciagegulates both
liquidation faléncig and reorganizatiofficoncordata proceedings for merchants (i.e., a legal entiigt t

engages in commerce in its usual course of condstE)e-owned corporations and private-public jstock
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companies were excluded from bankruptcy proceedimgi$ 10.31.2001, when a modification allowed the
bankruptcy of private-public joint-stock companies.

Despite providing both proceedings and intendmgrevent or avoid liquidation of enterprises, in
practice the insolvency process has proven to bé#eictive at maximizing asset values and protecting
creditor rights in liquidation - bad to the costazpital (proposition 1) - or at salvaging viabisteessed
businesses incurring in type | error. The insolyepmceeding is very slow, taking ten years on agerto
complete the whole process. The average time ohiascy proceeding in Brazil is the slowest in winarld
and much higher than the mean of Latin America triesi® (figure 8). Liquidation is marked by severe
inefficiencies, and the reorganization process hsotete and excessively rigid to provide meaningful

rehabilitation options for modern business.
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Figure 8: Average time involved in the insolvencggeeding per region of countries
The process of disposing of assets is slow and@hhigeffective, due to court and procedural
inefficiency, lack of transparency and the so-chlleoblema da sucessiae. the transfer of liabilities,
notably tax and labor liabilities to the buyer abperty sold in liquidation, thus deteriorating timarket
value of assets of an insolvent company. In additibe priority given by bankruptcy law to labordatax

claims has the practical effect of eliminating @mgtection to other creditors (see propositionT2e process

?In Appendix A, the co-author, Aloisio Araujo, exjula the process of the reform in Brazil.
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has led to an informal use of the system to pronumesensual workouts. An insufficient legislative
framework otherwise hampers workouts.
As a consequence of shortcomings in the preseatiln legal and institutional system concerning
insolvency, it is possible to conclude that:
= creditors’ rights are only weakly protected andafinial markets are characterized by a relatively lo
credit volume and high interest rates (the rativd®e Credit/GDP is only 35% and the spread ofrege
rate is 49% in average for the period of 1997 020
» distorted incentives and the lack of effective na@gbms to support corporate restructuring result in
disproportionately high default rates of potenyiafiable companies,
= exit costs for non-viable companies are increased,
= productivity and employment are reduced.
In 1993 Brazil initiated efforts to update its corgte insolvency legislation. Since then, the aagjiproject
underwent several amendments until the House otitiepapproved its latest version in October 200&
project went to the Senate, which introduced samiér improvements to the new law, being apprawed
July 2004. In December 2004 the modified projeat tiad returned to the House of Deputies was apgrov
again, taking effect in June 2005.

V. 2 — Credit Market and Changes in Brazilian Bankuptcy Law

As we saw in earlier sections, the bankruptcy las b strong effect on the credit market, and #hisa
different in Brazil, whose credit market is not iatveloped, with scarce and expensive credit. akarthe
analysis more attractive, we will compare sevemdidators of the Brazilian credit market and bapkry
law against the mean of Latin American countries iach countries.

Table 4 reports credit characteristics in Brazdfih America and the OECD. We present the 1997-
2002 mean because it is the period that all camtnave observations for private credit and intesds

spread. At first sight we tend to think that Breanls private credit as a proportion of GDP is vl when

%8 Data from Closing Business computed by Doing Bess2004 of World Bank
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compared with the OECD, but it is not so inferiorthe mean of Latin America countries. Howevers thi
situation is even worse than it seems, since aifsignt part of credit came from a development bank
(BNDES) that is controlled by the government. ThevEBlopment Bank finances a large share of non-
housing investments at a subsided interest ratekihg at the interest-rate spread confirms thisotiha
situation. This rate is more than four times bigtan the mean rate in Latin American countries iaiode

than twelve times bigger than the mean rate in OEQItries.

Table 4: Credit Indicators

Private Credit/GDP (1997-2002) Interest-Rate Sp(@897-2002)
Brazil 35.00% 49.00%
Latin American Countries 44.23% 11.00%
OECD 102.748% 3.87%

Source: World Development Indicators 2004.

One important reaséhfor this situation in the credit market is the idasof the Brazilian bankruptcy
law. Using the same measures as section IV wens&ahle 1 (in the introduction) that creditors haesy
low protection in Brazil even when compared witk thean of Latin American countries. This exacerbate
the moral-hazard problem and inhibits the supplgreflit. Also from the Goals-of-Insolvency Index see
that the bankruptcy procedure is very inefficidrging long, costly and rarely achieving efficientame,
reducing the return in bankruptcy states and rgiiie cost of capital (see proposition 1). We oz this
return in bankruptcy states as the creditors’ recpvate in the case of bankruptcy, which is 0.2tc@er
dollar in Brazil, the lowest value in the whole \Wbrwhile the mean in Latin America is 26 cents dnel
OECD is 72 cents.

So the recent reform in Brazilian bankruptcy lancoming to improve the efficiency in insolvency
procedure, with positive effects on the credit neaarkilhe new law improves on existing legislation by
integrating the insolvency system with the courstirigroader legal and commercial systems, providing a
option to reorganize in or out of court, and strikia reasonable balance between liquidation and

reorganization, mitigating the error type I. It @alsvould significantly improve the flexibility of #h

29 Other factors not treated in this paper contribiaténis bad credit-market situation, such as momcurrency in the banking
sector, high yield of treasury bills, high bankwgts, etc.

46



insolvency legal system, by allowing the converssbnecuperation proceeding in liquidation, permgtthe
debtor’s application for rehabilitation during tipeocedural term awarded to respond in the liquidati
proceeding filed against him, and introducing a rmavi-of-court reorganization system for pre-package
restructuring plans.

The main changes inside the liquidation procedtee a

C1 - Limitation of labor credit (until 150 minimumages).

C2 - Credit with collateral above tax credit.

C3 - Unsecured credit above some of the tax credit.

C4 - Firms will be sold first, preferably as a wéohnd the constitution of the creditors’ list wihme
later, thus speeding up the process and increésingalue of the bankruptcy state.

C5 - New credit given in the reorganization stef be given first priority in liquidation.

Notice that C1, C2 and C3 have several effectshenlife of firms. In cases of ex-ante financial
distress they reduce the cost of capital (propmsi®), span the credit market and the set of dgad#iicient
projects that would be financed (proposition 4)J aeduce the sub-investment in effort that is exzated
when the bankruptcy system gives priority to tad/anlabor claims over creditors' claims (propasit’). In
cases of ex-post financial distress the proportdnfinancially distressed firms reduces, because th
investment in effort increases and despite the ¢mmabd delay effects remaining constant, the aggeeg
gamble and delay effect is diminished. The effécC4 is that the value of firms in bankruptcy ssavell
increase - due to better coordination - and theentbat creditors intuitively expect to receive het
insolvency state, the less they will require tenfto repay in the solvency state, reducing the cbsapital
(proposition 1). C5 is important for reducing timelirect costs in reorganization procedure, whetergal
buyers could be more reluctant to deal with the mamy or may demand more especially favorable terms
than if C5 did not exist. This factor increasesdtors’ return in the insolvency state, and thande of

success in reorganization.
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Notice that all these changes work to raise bothsuees of bankruptcy efficiency. C1, C2 and C3
improve creditors’ protection, while C4 and C5 dirsh costs and improve goals of insolvency.

Reorganization was inspired in Chapter 11 of th& Bankruptcy Code. Unlike the old process called
“concordata” that does not permit any renegotiabetween the interested parts and with only fewhef
being entitled to recovery, now managers make a&pging proposal of recuperation that should be dedep
by each one of the classes. Creditors will haveetgotiate and vote for the reorganization plan.réhe a
“stay period” when creditors cannot take any offth@’s goods, not even those given as collateoahs not
to disturb the firms’ activities. These changes rmpaymit more economically efficient firms to recoand
reduce type | error.

An extra-judicial procedure was also created, wischery important in Brazil since it saves thehig
court costs. The off-the-court reorganization fpr@-packaged” mechanism, where the majority impdke
decision to the minority. The private renegotiatlmetween groups of creditors and debtors avoidsragv
losses during the firm’s rehabilitation that is ebh&d in case of open renegotiation procedure.

Due to the relevancy of fraud in bankruptcy, impaottchanges were made in the new law to avoid it.
Changes in liquidation like C1 (limitation of laboredit), C2 and C3 (Credit with collateral abos tredit
and unsecured credit above some of the tax craslitike the important role of creditors in reorgation
provide incentives against fraud in bankruptcy prhae. The limitation of labor credit (until 150 mmum
wages) diminishes the possibility of the managestteat the law by creating jobs to “friends” in lsucway
to receive as regular workers (for the managetheffailing firm. Secured credit above tax and tatlaims
that make higher the recovery of creditors in cabdankruptcy and the important role of creditoms i
reorganization raise creditors’ incentive in monitg the bankruptcy process, mitigating fraudulactions.
The important role of creditors in reorganizati@so raise their incentive in monitoring the barmitoy
process, mitigating fraudulent actions. There vgeneeral reasons for indictment for fraud in thelalsl, but
these were not cumulative and each one stipulatetbamum of two years of penalization. Since the

judicial process was very slow, most penalties warescribed and as a result there was always the
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possibility of no punishment at all. Under the niewy, those two years of penalty are cumulative ted
judicial process is accelerated, hence the cosftranfd is expected to increase considerably. Another
important change in the new law is that all fraads remitted directly to the procedures of generiahinal

law, which is much more punitive than the spec@hlkyuptcy-crime law and the old special bankruptcy-
crime law. Moreover, since private creditors exgeaeceive more under the new law, they will beécheng

the judicial procedures of bankruptcy more closelg most likely they will be important allies infercing
fraud penalty.

Besides the reform in bankruptcy law, many otheanges in laws have been important to credit-
market development. Changes in mortgage law allowtlie house to remain in the possession of the
creditor, thereby circumventing the difficulty dfe judiciary not transferring property from the tiglto the
creditor in case of default due to an ideologicalsbThis has caused the collapse of mortgage aziBr
However, it is not clear that the situation willprove. Also, changes were made in contractual lnats

allow for fast collection in case of unpaid debt.
V. 3 - The Relevancy of the Judiciary

The role of judiciary is fundamental for the fuiflent of the law. If rules and regulations are paperly
enforced, even if the law is well designed it widlt attain its objectives in full.

There are two measures of enforcement that canfyalaé quality of courts. The first one is the
“quality of enforcement”, that is, the number ofydahat the court takes to solve a payment dispite.
second is called “rule of law”, which is the measof the “law and order” tradition of a country.allle 5
tells that under both measures, the quality oBtezilian Judiciary is inferior to the mean for imAmerica.

Contracts take more time to be enforced and thigiwa of fulfilling the law is weak.

Table 5: Judiciary’s Quality Indicators

Quality of Enforcement (days) Rule of Law [0, 6]
Brazil 566 1.50
Latin American Countries 440 2.35
OECD 230 5.33

Source: Doing Business 2004 and InternatiGoantry Risky Guide 2004,
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Castelar (2001, 2003) made a careful study oBttazilian Judiciary. Following his research, it is
possible to find explanations for the low qualifytiee judiciary in Brazil. Castelar reports an miew held
with entrepreneurs and magistrates. Entrepreneatsate agility as bad or worse in 91% of the casbde
even magistrates themselves evaluate it as regularorse in 86.4% of the cases. Like agility, tbev |
capacity to forecast judiciary decisions was pamet as an important feature of the Brazilian Giady.
Asked when the decision of the magistrate reflacdspolitical views, only 22% answeredrely or never
Therefore the decisions of the majority of magissaare affected by political views. Finally, magses
were asked how they would behave in the case oh#lict between (a) compliance with contracts abng (
the interests of less privileged social segmemntsy @9.7% answered option (a), that is, that theyubd
follow contracts.

Therefore, all these answers indicate an envirobhmatiavorable for credit, indicating why
expectations of recovery are low when a firm gaaskbupt and courts enter the process.

However, recent changes have occurred in the Baaziudiciary. Congress approved a law that
establishes the higher court’s decision as bindivigch means that if a superior magistrate’s conmkes
certain decisions, a lower court cannot make a#fit decision in similar cases. This change resltive
burden of the judiciary and decreases the courtig.t There is also a law in Congress that chaniges t
procedural code in order to eliminate several ptaces that contribute to court delays. Both changes

contribute to raise the efficiency of the judicianyd help to develop the credit market.
VI - Conclusion

As a theoretical basis, we understand that a bahkylsystem should seek ex-post and ex-ante eftigie
Ex-post efficiency means that the procedure maxamihe total value of the firm’s assets, providingher
return to creditor in insolvency states and coneatly lower cost of capital and larger set of ficad
projects in the economy. Ex-ante efficiency tretds optimal division of value in case of bankruptcy

Violations of APR have positive effects in situaisoof financial distress by providing incentivesréaluce
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delay and investments in inefficient risky projedist also have negative effects ex-ante finartigitess by
reducing the incentive of managers’ efforts. Thieafover the cost of capital is ambiguous. Thaeeits

optimality depends particularly on the country’'saccteristics that will determine which effect ion@

relevant. Priority of creditors’ claims over taxdaor labor claims proves to be more efficient tiotimerwise

because of the significant positive impact on botist of capital and managers’ effort, without nagat
impact. Additionally, it offers incentive to credis monitor actions of managers in bankruptcy, Wwiielps

to avoid fraud.

In practice, our empirical analysis tells that mwies of Latin America have a poor system of
bankruptcy with problem in both measures of bankymrocedure goodness. Their inefficient procedure
does not allow maximizing the firms’ value, redugsignificantly the creditors’ recovery rate andrgasing
the cost of capital. In addition, the protectiomn éoeditors is the lowest in the whole world, reidigctheir
interest in supply credit, and increasing the nggampact on the credit market.

However, despite the inefficiency of bankcy law in Latin America, this picture begandoange
during the last decade, when a series of reformthenbankruptcy system took place, mainly in South
American countries. The Brazilian case was empkdssince it is the most recent reform in the region
Improvement in liquidation and reorganization phoes, as well as the creation of an extra-judicial
procedure, should have a strong and positive impadhe Brazilian credit market. The new law worls
reduce the inefficiency of bankruptcy procedurekimg it less costly and faster, and providing a @joo
balance between liquidation and reorganization.ddeer the new law tries to increase both protecioth
the role of creditors in the insolvency proceduso, despite the performance of courts in Braailicating
an environment unfavorable to credit, efforts agmb made to change this picture.

Finally we conclude that these changes in Brazitiankruptcy law tend to improve the credit market
situation in Brazil, reducing the cost of capitaldathe credit constraint, fostering new investmeard

economic growth.

51



References

[1] Aghion, P., Hart, O. and Moore, J. 1992: “TBeonomics of Bankruptcy ReformJournal of Law,
Economics and OrganizatioB8:523-546.

[2] Andrade, G, Kaplan, Steven N., 1998: “How Cpstl Financial (Not Economic) Distress? Evidenaarfr
Highly Leveraged Transactions That Became Disti¥s3éne Journal of Finangeéb3: 1443-93

[3] Araujo, A. and Funchal, B., 2004: “How mucleditor protection?”, mimeo.

[4] Araujo, A., Lundberg, E., 2003: “A Nova Lei d&léncias: Uma Avaliacdo'Seminario de Economia
Bancaria e Crédito, Central Bank of Brazil.

[5] Baird, Douglas G., Morrison, Edward R., 200Bahkruptcy Decision Making”’Journal of Law,
Economics and Organizatioh7:356-72.

[6] Baird, Douglas G., 1998: “Bankruptcy’s Uncortegs Axioms”, The Yale Journal of Lawl08: 573-599.
[7] Bebchuck, Lucian A., 1988: “A New Approach toi@orate ReorganizatiohsHarvard Law Review
101, 775-804.

[8] Bebchuck, Lucian A. and Chang, H. F., 1992: rfiganing and the Division of Value in Corporate
Reorganization”Journal of Law, Economics and Organizati@253-279.

[9] Bebchuck, Lucian A., 1998: “Chapter 1IThe New Palgrave Dictionary of Economics and The,La
vol. 3, 219-224.

[10] Bebchuck, Lucian A., 2002: “Ex ante Costs abMting Absolute Priority in BankruptcyJournal of
Finance 57: 445-460.

[11] Bebchuck, Lucian A., 2000: “Using Options tavide Value in Corporate BankruptcyEuropean
Economic Reviewi4: 829-43.

[12] Beck, T., Demirglg¢-Kunt, A. and Levine, R.,(20 “Finance, Inequality and Poverty: Cross-

Country Evidence”, University of Minnesota (Carls®chool of Management), mimeo.

52



[13] Bergoeing, R., Kehoe, P. J., Kehoe, T. J.oSBt, 2002: “A Decade Lost and Found: Mexico amileC
in the 1980s”Review of Economic Dynamjd&s 166-205.

[14] Berkovitch, E., Israel, R., 1999: “ Optimal Bauptcy Laws across Different Economic Systenisie
Review of Financial Studiegol 12, n°® 2: 347-77.

[15] Berkovitch, E., Israel, R., Zender, Jaime EQ97: “ Optimal bankruptcy law and firm-specific
investments”European Economic Reviewl: 487-97.

[16] Bhattacharyya, S., Singh, R., 1999: “The Resoh of Bankruptcy by auction: Allocating the rdsal
right of design”,The Journal of Financial Economics4: 269-94.

[17] Bonilla, C., Fischer, R., Liuders, R., Mery, Ragle, J., 2003: “Andlisis y Recomendaciones paa
Reforma de la Ley de Quiebras”, mimeo.

[18] Brown, David T., 1989: “Claimholder Incentiv@onflicts in Reorganization: The Role of Bankruptcy
Law”, The Review of Financial Studiem|2, n°1: 109-23.

[19] Castelar, A., Cabral, C., 2001: “Credit Makét Brazil: The Role of Judicial Enforcement anteo
Institutions”, Defusing Default: Incentives andtitgions pp: 157-188, The Johns Hopkins Univergitgss.
[20] Castelar, A., 2003: “Judiciario, reforma e Bomia: A visdo dos magistradog’exto para Discussdo n°
966, IPEA.

[21] Cornelli, F., Felli, L., 1997: “Ex-ante effiency of bankruptcy proceduresgEuropean Economic
Review 41: 475-85.

[22] Djankov, S., Hart, O., Nenova, T. and Shleifer, 2003: “Efficiency in Bankruptcy”, working paper,
Department of Economics, Harvard University, JUJp2.

[23] Eberhart, A. C., Moore, W. and Roenfeld, R9Q: “Security Pricing and Deviations from the Ahge
Priority Rule in Bankruptcy Proceeding3he Journal of Finangevol 45, n® 5: 747-769.

[24] Franks, J. and Torous, W., 1989: “An Empiribalestigation of U.S. Firms in Reorganizatioddurnal

of Finance 44, 747-769.

53



[25] Greenwood, J. and Jovanovic, B., 1990: “FimanDevelopment, Growth and Income Distribution”,
Journal of Political Economy98, 1076-1107.

[26] Hart, O., 1999: “Different Approaches to Bangtcy”, working paper n° 1903.

[27] Hart, O., La Porta, R., Lopez-de-Silanes, i ®loore, J., 1997: “A new bankruptcy proceduré tises
multiple auctions” European Economic Reviewl, 461-473.

[28] Hotchkiss, Edith S., Mooradian, Robert M., 299Auctions in Bankruptcy’Journal of Corporate
Finance 9: 555-74.

[29] Jackson, T. H., 1986: The Logic and LimitsBankruptcy Law. Cambridge, MA: Harvard University
Press.

[30] Jensen, M. C., 1991: “Corporate Control andities of Finance”,Journal of Applied Corporate
Finance vol. 4, n® 2: 13-33.

[31] Johnson, G. W. and Alonso, D., 2004: “Revaisg Business Environments: Reexamining the
Foundations of Trust” World Bank Document of ForamInsolvency in Latin America 2004.

[32] King, R. G. and Levine, R., 1993: “Finance,tfepreneurship and Growth: Theory and Evidence”,
Journal of Monetary Economic82, 513-542.

[33] La Porta, R., Lopez-de-Silanes, F., Shleiferand Vishny, R., 1998: “Law and Financdurnal of
Political Economy 106, 1113-1155.

[34] Levine, R., Norman, L. and Beck, T., 2000: rf&ncial Intermediation and Growth: Causality and
Causes”Journal of Monetary Economic46, 31-77.

[35] Levine, R., 2004: “Finance and Growth: Theand Evidence”, NBER working paper 10766.

[36] Levine, R., Beck, T., 2003: “Legal Institutisrand Financial Development”, NBER working paper
10126.

[37] LoPucki, L., 1983: “The Debtor in Full Contrdbystems Failure under Chapter 11 of the Bankyuptc

Code?”, American Bankruptcy Law Journd7, 99-126 (part 1) and 247-273 (part Il).

54



[38] LoPucki, L. and Whitford, W., 1990: “Bargairgrover Equity’s Share in the Bankruptcy Reorgaiuzrat

of Large, Publicly Held Companig2Jniversity of Pennsylvania Law Revieh39, 125-196.

[39] Mooradian, Robert M., 1994. “The Effect of Bauaptcy Protection on Investment: Chapter 11 as a
Screening DeviceThe Journal of Financejol 49, n° 4: 1403-30.

[40] Povel, Paul, 1999: “Optimal “Soft” or “TougBankruptcy Procedures”Journal of Law, Economics
and Organization15: 659-84.

[41] Shleifer, A., Vishny, Robert W., 1992: “Liquation Values and Debt Capacity: A Market Equililoniu
Approach”, The Journal of Financejol 47, n° 4: 1343-66.

[42] Schwartz, A., 1998: “A Contract Theory Apprbaim Business BankruptcyThe Yale Journal of Law,
vol. 107, n° 6: 1807-51.

[43] Schwartz, A., 1999: “Bankruptcy Contractingviaved”, The Yale Journal of Lawol. 109, n° 2: 343-
64.

[44] Schwartz, A., 2002: “The Law and Economics A@xrh to Corporate Bankruptcy”, Global Corporate
Governance Forum, Research Network Meeting.

[45] Webb, D. 1991: “An economic evaluation of ihancy procedures in the United Kingdom: Does the
1986 Insolvency Act satisfy the creditors’ bargdirOxford Economic Paperst3, 139-157.

[46] White, M., 1994: “Corporate Bankruptcy as édfing Device: Chapter 11 Reorganization and Qut-o

Court Debt RestructuririgJournal of Law, Economics and Organizatidi0, 268-295.
Appendix A

Personal participation and comments of Aloisio Aoatin Brazilian Bankruptcy Reform.

30| would like to thank Eduardo Engle the invitatimnwrite this article and in special this appendetating my personal
experience with the Brazilian bankruptcy reforms atience and interest were particularly importawfiving me the energy to
write this paper such | hope will be useful for thech needed microeconomic reforms in Latin America
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Brazilian bankruptcy reform

History

The current Brazilian bankruptcy law is very ol@tidg from the forties. In 1993 the Executive send
the draft of a new law, which was viewed with skapi by specialists since it tried to save firmsak
costs. In 2001 the president of the Central BamkjiAio Fraga Neto, and the director of economidits,
Sergio Werlang, invited me to participate as a gtiast in a group to study the new law from botk th
economic and juridical points of view.

The first decision of the group was to choose betwgoing ahead for a new law, which would take
an enormous amount of work both in terms of cornmmand the intellectual effort of adapting thefgra
taking into consideration economic incentives, ionpdy mending the current one by eliminating itsima
distortion. With arguments such as that the old ¢antained jargon and concepts that were alreadlyen
domain of courts all over Brazil, which were evearenconvincing since business bankruptcy is untge s
rather than federal domain, and also that the dféfie new law was so bad in terms of its econamact.
This position also enjoyed the support of imporfamtyers like the eminent Luis Bulhdes Pedreirag \Wwhs
a high reputation for having written in the sixtesorporate law which at the time was quite adedrio
terms of economic reasoning. However, it was dlear Congress was going to pass a law which prederv
firms, or no law at all. So, the decision was m@merectly, in my view) that a new law should begued, a
difficult task taking in consideration that ther@sva strong anti-creditor political and juridic@d in part
due to the high real interest in the last few yearghe much higher returns on capital and to inadme
distribution (which, although due to differencesentucation, is not perceived in this way).

With this decision in mind, the group in chardetle project, which involved many lawyers and
economists as well as international consultantst werking and bargaining with Congress and inipaldr

with the staff of Congressman Biolchi, the authbthe original draft and an important figure in {hecess
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until the end. However, the old administration dat put the project to a vote, due to other priesisuch as
the independence of the Central Bank.

In the new government, llan Goldfajn and Henriqueirgles, the new director of economic studies
and president of the Central Bank, respectivelyjté#il me to remain as a consultant. Also, due ® th
positive influence of Marcos Lisb&athe project became high priority. The Lower Hoaperoved it at the
end of 2003. It contained some very sound prinsipgich as strengthening the creditors’ opinion on
reorganization and eliminating some of the fiscabnties in the selling of assets, as mentionetbwe
However, some very important elements were missing.

At that point many economists, executives and lag/yleought that it was better not to have a new
law since this would create even more uncertaintycfeditors than the old one. Fortunately, theagen
presented a much more positive prospective fornéw law. | happen to be a teen-age friend of the
influential Senator of the political opposition,SEa Jereissati, who gave me full access to alintipertant
Senators in the matter, including Lucia Vania, Ramebet (the head of the economic commission of the
Senate) and Aloisio Mercadante (the leader of theeiment in the Senate). | found a very positive
environment for the discussion of an important lalwe Senate withdrew the fiscal priority and lirditéne
labor priority in liquidation. Also, at considergbhigh cost the Senate allowed for an extra-jutlicia
procedure of the pre-packed type that exists irthieed States. Many other improvements were made.

The challenge now is how the Judiciary is goingterpret the new law.

The previous situation and the main changes
* Introduction: The bad mechanics of credit.
Total credit was scarce: just 26% of GEIFBut even worse, banks had low priority in casdigfidation.

Therefore, in the case of any bad signs as tod¢beamic health of a firm, banks would reduce credin

%1 Secretary of Treasury Ministry.
32 Data from Brazilian Central Bank.
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further since the recovery rate was so¥o\8o firms would finance themselves with a delapaying taxes.
Since tax authorities had the priority in caseigfibation that would scare banks even further, sman.
Credit would just collapse for many type of firms.
Banks do not have incentives to liquidate firmsreif they have no perspectives of recuperation. On

the other hand, few firms are successful in reatper. This is so due to the high priority of tax i
liquidation, combined with the Brazilian tax struiet, which relies too much on indirect taxes. Tiheason
could have been better if corporate taxes were nmopertant in the tax structure, since in this chsas
would not accumulate such a big tax debt: firmBriancial distress do not have profits. Hence, lsam&uld
not fear liquidation so much, increasing the bamksentive and recovery in case of bankruptcy.

e The reasons for optimism

As described above, the credit market in Brazil wadotal disorder. Certain changes seemed

impossible at the beginning of the process fiveryeago. The modifications obtained will introduce
incentive mechanisms that will enable the developgnwd credit markets in Brazil. The main changes
obtained were:

In liquidation:

- Limitation of labor credit

- Credit with collateral above tax credit

- Unsecured credit above some of the tax credit

- Firms will be sold first, preferably as a whodad the constitution of the creditors’ list willroe later,

which will speed the process and increase the w@#ltige bankruptcy state.

- New credit given in the reorganization step Wwél given first priority in liquidation.

33 See the data in the previous section
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In reorganization:

Inspired by Chapter 11 of the U.S Bankruptcy Cdaee might be found some of the well-known
problems, but it is certainly much better than #tternatives that try to save firms at all costat tivere
proposed initially in Brazil. Creditors will have wote for the reorganization plan. The alternab¥@ new
manager appointed by the judges was also rejeatsanplified version of it was adopted in Brazikving
some advantages in terms of the simplificationafrt procedure but missing some of the credit gtteby
making heterogeneous creditors vote together.

The adoption of extra-judicial procedure:

This is very important in Brazil since it saves thgh court costs.

The elimination of the provision on tax-inheritardsbt:

This almost eliminates any possibility of assethsglifor firms in distress, since the new owner Wbou
inherit all the labor and tax liabilities, even thielden ones. This change will speed up the prookpstting
the capital of firms to new use, giving new inceas for mergers and acquisitions.

What ideas failed in the Brazilian experience?

When | first started working on the new law, | thbtiit a good idea to have a very simple procedure
which would strengthen creditors’ rights, save onrt costs and at the same time avoid a possibke dn
the part of the judges. This last point is verylwlelcumented in Castelar and Cabral (2003). Onsilpitity
was to follow the suggestions of Bebchuck (1988) Hiart (1997). Their idea is simply to give thenfiin
financial distress to the senior creditor and altbe more junior creditor to buy from the seniar thoe price
of his creditor, and so on. Although ingeniousstiilea received much opposition from lawyers and
politicians in Brazil. Lawyers alleged that rigldkthe parties involved would not be fully presetva the
sense that the court does not have a prominentlrolgeneral, the justice culture is against soomarsary
resolution. At the political front the Congress laadias in favor of the firms’ owners. So | hadgtee it up.
Another idea was to try to follow a law of the tyipeEngland, where the creditor has more powerthack

is no effort to save firms as a whole. This couddimmportant in countries that are reluctant to €lbans,
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even those without sound economic prospects. Howéwe Brazilian Congress was in the mood to pass a
law where the emphasis was on saving firms, ang@hd1 fulfill this role, at least gives credit@strong
role in the process, although perhaps this is twoptex for a poor country.

One problem with the Brazilian law is that it isetdudge who appoints the clerk in charge of
liquidation, rather than the creditors.

Another problem is the solution found for tax li#tes under reorganization. As mentioned before,
firms under distress in Brazil tend to have many ltabilities. The solution that | proposed was toe
government to organize an auction of the tax lidd of firms that asked for reorganization. n this way
the auction would attract many new specialistsr@stied in reorganizing the firm. The owner wouldidv
having too many tax liabilities for the fear of ilog the control of the firm. This solution was qupad for
fear that it might be unconstitutional. The solotadopted was to give an automatic re-organizaifoime
tax debt in 8 years. This could give firms the moee to keep accumulating tax debts and to askder
organization within five years. This could alsovegy bad for credit.

Policy Lessons

The Brazilian Case

What | learned from the Brazilian experience istfof all that the main distortions that | foune ar
probably very specific to Brazil, at least | havevar seen them mentioned in the internationaklitee. The
first distortion is the priority given to taxes av&ecurity credit. In a paper by Araujo & Lundb€R903), it
was shown that only five countries out of thirtydishare this unfortunate property. Actually thigswan
important argument in convincing the Senators tange the law at a moment where everything looked
hopeless. The fact that the tax authorities weile &b collect the insignificant amount of less thaar
million dollars in a recent year makes one wondéy where was so much fighting over this, although
corruption could be an explanation. An equally atigbnal aspect of the old law was the labor and ta

inheritance provision. Again, when carefully expkd by a neutral party, Congressmen understood the
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economic argument and voted to create the righgnitinee, but this took time. Compared with this tygfe
distortion, the usual debate about bankruptcy sefam¢ess important. Countries, mainly the poorsne
create very distortional institutions, sometimegha attempt to solve other distortions. In thksaraple |
think the distortions were created just to avoid &vasion rather than to benefit any special group
particular.

Another lesson that | learned is that it is sdiesib separate the law itself from the judicianyhaugh
the two problems are to some extent related. Famele, it is good to have a simpler - even if more
imperfect - law in a less developed country. kisig mistake to think the entire credit problendi® to the
pro-debtor bias of the judiciary. | believe thak thery low recovery rates and the very long time of
liquidation, as shown in the World Bank data fomBF*, are in great part due to the lack of interest of
creditors in a liquidation procedure from whichyttee not going to benefit anyhow. With the chaimgthe
priority in liquidation, the whole governance afuidation is bound to change. However, the judycidays
a very important role. For example, | have beeringitalks to many audiences and many judges are
considering not calling for liquidation even if ditors vote not to accept the plan to re-organiee firm,
although the new Brazilian legislation## does nmtehthe figure of the cram dotrin chapter 11 of the
American Code.
Relations with reforms in other Latin America coiedg

Although countries do obviously learn from eacheothl think each country has its own

distortions. Brazil, for example, is in the top 4086s corrupt but in the bottom 5% with respectredit
according to the World Bank. So, the reforms havéake into consideration what the country hasaalye
achieved. | think the reforms should be conducgsdin Brazil, by a multidisciplinary group of lawge

judges and economists, mainly micro-economists Wee an intuition of the incentivsof the several

% Figures 9 and 10 respectively.

% This is a procedure whereby reorganization caadopted by the bankruptcy judge despite being vaoseh by one or more
classes of creditors.

% Some of these are described in section I11.1.
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parties involved. The main goal should be a betystem, since there is no agreement among ecorsomist

about what constitutes an optimal bankruptcy.

Table A- Priority order in bankruptcy (35 countjies

Countries Priorities
1 2 3 4
Australia Secured Credit Post-Bankruptcy Credit Wages
Austria Secured Credit Post-Bankruptcy Credit
Belgium Secured Credit Post-Bankruptcy Credit [Tax and and Social
Welfare claims
Bermudes Secured Credit Wages and Assignments | Post-Bankruptcy Credit Tax claims
Brazil Labor claims Tax Claims Post-Bankruptcy Credit| Secured Credit
Bulgaria Secured Credit Post-Bankruptcy Credit
Canada Secured Credit Post-Bankruptcy Credit Wages (bounded) Tax claims
China Secured Credit Post-Bankruptcy Credit Labor claims Tax claims
Czech Republic Secured Credit Post-Bankruptcy Credit Labor claims
Estonian Post-Bankruptcy Credit Secured Credit Labor claims Tax claims
Finland Secured Credit Post-Bankruptcy Credit
France Wages Post-Bankruptcy Credit Secured Credit
Germany Secured Credit Post-Bankruptcy Credit
Hong Kong Post-Bankruptcy Credit Secured Credit Labor claims Tax claims
Hungary Post-Bankruptcy Credit Secured Credit Wages Tax claims
Irland Secured Credit Tax Claims (bounded) Labor claims
Israel Secured Credit Post-Bankruptcy Credit | Labor claims (bounded) Tax claims
ltaly Post-Bankruptcy Credit Tax and Labor claims Secured Credit
Japan Secured Credit Post-Bankruptcy Credit Labor claims
Korea Secured Credit Post-Bankruptcy Credit
Malasya Secured Credit Post-Bankruptcy Credit Labor claims Tax claims
Netherlands Secured Credit Post-Bankruptcy Credit Tax claims Labor claims
Poland Tax claims Post-Bankruptcy Credit Secured Credit
Portugal Secured Credit Labor Claims Post-Bankruptcy Credit Tax claims
Russia Post-Bankruptcy Credit Labor Claims Secured Credit Tax claims
Scotland Secured Credit Post-Bankruptcy Credit Tax claims Labor claims
Singapure Secured Credit Post-Bankruptcy Credit | Labor claims (bounded)
Slovak Republic Secured Credit Post-Bankruptcy Credit
Spain Wages (last 30 days Tax Claims Secured Credit
and maximum of 2 mimimum w ages)
Sweden Post-Bankruptcy Credit Secured Credit Tax claims labor claims
Switzerland Secured Credit Post-Bankruptcy Credit | Labor claims (bounded)
Tailand Post-Bankruptcy Credit Secured Credit Labor claims
UK Secured Credit Post-Bankruptcy Credit |Tax and and Social Labor claims
Welfare claims
United States Secured Credit Post-Bankruptcy Credit | Labor claims (bounded) Tax claims
Vietnam Post-Bankruptcy Credit Secured Credit Labor claims Tax claims

Source: Araujo, A.,

Central Bank of Brazil.

Lundberg, E., 2003: “fowh Lei de Faléncias: Uma AvaliagcddNorkshop of Banking and

Credit,
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Appendix B

Table B- Data from countries

Country creditor rights rule of law Days to enforce credit information Goals of Insolvency Private Credit/GDP % Interest Rate
betw een [0,1] betw een [0,1] contracts registry betw een [0,100] 2000-02 2000-02
Algeria 0,25 0,33 407 0 45 0,08 3,25
Angola 0,75 0,50 1011 1 8 0,04 48,65
Argentina 0,25 0,25 520 1 43 0,20 12,43
Armenia 0,5 0,50 195 0 65 0,08 11,54
Australia 0,75 1,00 157 1 80 0,92 4,98
Austria 0,75 1,00 374 1 71 1,12
Bangladesh 0,5 0,17 365 1 25 0,26 7,83
B&H 0,75 0,00 330 1 51 0,39 8,17
Belgium 0,5 0,67 112 1 93 0,91 511
Belarus 0,5 0,67 250 1 40 0,09 10,03
Benin 0,25 0,00 570 1 33 0,12
Bolivia 0,5 0,50 591 1 53 0,53 11,05
Botsw ana 0,75 0,58 154 1 77 0,18 5,66
Brazil 0,25 0,25 566 1 24 0,36 43,73
Bulgaria 0,75 0,25 440 1 48 0,18 6,58
Burkina Faso 0,25 0,58 458 1 29 0,13
Burundi 0,25 0,00 512 1 8 0,26
Cameroon 0,25 0,33 585 1 44 0,09 13,00
Cambodia 0,5 0,00 401 0 25 0,07 13,74
Canada 0,25 1,00 346 1 93 0,83 3,38
Chad 0,25 0,00 526 1 11 0,04 13,00
Chile 0,5 0,83 305 1 19 0,73 3,96
China 0,5 0,75 241 1 51 1,29 3,33
Colombia 0 0,17 363 1 77 0,25 7,39
Congo 0,5 0,17 909 0 8
Cote d'lvory 0,25 0,42 525 1 44 0,15
Costa Rica 0,25 0,67 550 1 43 0,27 14,96
Croatia 0,75 0,83 415 0 50 0,47 10,95
Czech Republic 0,75 0,83 300 1 22 0,37 4,05
Denmark 0,75 1,00 83 1 79 1,45 4,70
Dom Rep. 0,5 0,33 580 1 37 0,38 9,52
Ecuador 0,25 0,50 388 1 24 0,29 9,61
Egypt 0,25 0,67 410 1 39 0,61 4,46
El Salvador 0,75 0,42 275 1 42 0,05
United Arab Emirates 0,5 0,67 614 1 23 0,60
Ethiopia 0,75 0,83 420 0 75 0,29 4,55
Finland 0,25 1,00 240 1 99 0,59 3,33
France 0 0,75 75 1 43 0,93 3,60
Georgia 0,5 0,00 375 0 69 0,07 22,02
Germany 0,75 0,83 184 1 61 1,25 7,04
Ghana 0,25 0,33 200 1 17 0,12
Greece 0,25 0,50 151 1 42 0,69 4,66
Guatemala 0,25 0,25 1459 1 40 0,20 9,95
Guinea 0,25 0,42 306 1 8 0,04
Haiti 0,5 0,33 368 1 42 0,17 17,43
Hong Kong 1 0,75 211 1 63 1,53 4,66
Honduras 0,5 0,25 545 1 17 0,41 8,95
Hungary 0,5 0,67 365 1 38 0,36 2,76
India 0,75 0,67 425 0 21 0,31
Indonesia 0,5 0,33 570 1 35 0,21 3,44
Iran 0,5 0,67 545 1 84 0,31
Ireland 0,25 1,00 217 1 88 1,68 3,73
Israel 0,75 0,83 585 1 67 0,92 3,86
ltaly 0,25 0,50 1390 1 46 0,82 4,34
Jamaica 0,5 0,17 202 0 63 0,19 9,93
Japan 0,5 0,83 60 1 93 1,06 1,83
Jordan 0,25 0,67 342 1 37 0,76 5,76
Kazakhstan 0,5 0,67 400 0 65 0,17
Kenya 1 0,33 360 1 47 0,24 12,97
Korea 0,75 0,83 75 1 91 1,33
Kuw ait 0,5 0,83 390 1 83 0,64 3,33
Kyrgyz Republic 0,75 0,00 492 0 61 0,04 18,90
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Cont.

Lao PDR
Latvia
Lebanon
Lithuania
Macedonia, FYR
Madagascar
Malaw i
Malaysia
Mali
Morrocco
Mexico
Moldova
Mozambique
Nepal
Netherlands
Nicaragua
Nigeria

Niger

Norw ay
New Zealand
Oman
Pakistan
Panama
Paraguay
Peru
Philippines
Poland
Portugal
Romania
Russia

Rw anda
South Africa
Saudi Arabia
Senegal
Singapore
Sierra Leone
Slovak Republic
Slovenia
Spain

Sri Lanka
Sweden
Switzerland
Syrian Arab Republic
Tanzania
Taiw an
Thailand
Togo
Tunisia
Turkya
Uganda

UK

Ukraine
Uruguay
USA
Venezuela
Vietnan
Yemen
Zimbabue

0,75

0,5
0,75
0,5
0,5
0,5
0,25
0,25

0,5
0,5
0,5
0,75

0,25
0,5

0,25

0,5

0,25
0,5
0,25

0,5
0,25
0,75

0,5
0,25
0,75

0,5

0,5
0,75

0,5

0,5
0,25
0,25
0,75

0,5
0,25
0,75

0,5

0,5
0,5

0,5
0,75
0,25

0,5

0,00
0,83
0,67
0,67
0,00
0,42
0,50
0,50
0,50
0,83
0,33
0,83
0,50
0,00
1,00
0,67
0,25
0,33
1,00
1,00
0,83
0,50
0,50
0,33
0,50
0,33
0,67
0,83
0,67
0,67
0,00
0,42
0,83
0,50
0,83
0,50
0,67
0,75
0,75
0,50
1,00
0,83
0,83
0,83
0,67
0,42
0,50
0,83
0,75
0,67
1,00
0,67
0,42
0,83
0,17
0,67
0,33
0,08

443
189
721
154
509
280
277
300
340
240
421
280
580
350
48
155
730
330
87
50
455
395
355
285
441
380
1000
320
335
330
395
277
360
485
69
305
565
1003
169
440
208
170
672
242
210
390
535
27
330
209
288
269
620
250
445
404
360
350

OFRr R R RPRPRORORRRRRLROORRRERERRLRRORRERERRORRRERRPRRRERRLRORRREPRRERRERRERORRRERORERRLRLERLR

14
92
31
54
34
25
40
52
32
36
61
49
25
35
95
58
45
37
99
90
29
63
36
46
67
38
70
66
39
58

53
50
73
99
20
71
41
68
35
84
59
37
65
68
62

50
51
55
86
42
67
88
67
33
47
52

0,08
0,27
0,84
0,14
0,18
0,09
0,10
1,37
0,16
0,55
0,18
0,14
0,08
0,30
1,48
0,40
0,15
0,05
0,95
1,18
0,38
0,28
0,99
0,25
0,24
0,39
0,28
1,50
0,08
0,17
0,11
1,26
0,56
0,19
1,34
0,03
0,40
0,22
1,12
0,29
1,44
1,61
0,09
0,05
0,98
1,02
0,15
0,67
0,19
0,05
1,40
0,14
0,54
2,35
0,11
0,42
0,08
0,31

23,33
4,73
5,55
5,15
8,80
13,25

22,46
3,19

8,58
4,44
9,32
8,72

1,19
15,84
8,10

2,08
4,48
5,66

5,62
15,80
10,54
4,53

5,93

10,75

4,98

4,46
13,93
3,60
4,93
181
3,95

3,50
5,00
13,15

4,90

13,53

17,42

7,58
2,61
4,71
18,10
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