Ana ODOROVIC”

Radulovi¢, Branko. 2020. Ekonomska analiza korporativnog
stecajnog prava (The Economic Analysis of Corporate Bankruptcy
Law). Beograd: Pravni fakultet Univerziteta u Beogradu, 217.

The importance of an adequate [corporate bankruptcy law] and its reliable
enforcement [...] is perhaps best appreciated when it is missing.t

A common, rather naive view of bankruptcy law is that it boils down
to a set of legal procedures that serve to facilitate the undesired yet
inevitable scenario of a firm’s demise. It is unsurprising that, outside the
legal or economic profession, people usually hope to never have to become
acquainted with its scope and consequences. The optimism bias inherent
in almost any entrepreneurial endeavor is likely to undermine managers’
effort to get to know bankruptcy rules at the time of issuance of debt. It is
at the later stage, often at the time of financial or economic distress when
the “nitty gritty” details start to matter a great deal. Is it worth making an
extra effort to make the project succeed? Does it pay to hide unfavorable
information from creditors? Would opting for a riskier investment reduce
the chances of being left emptyhanded? Is it better to file for bankruptcy
today or tomorrow?

Creditors, in contrast, are likely to price in the uncertainty surrounding
collecting their claims well before any contingency appears on the horizon.
Weak protection of creditors’ rights in times of financial difficulties can
lead to credit tightening ex ante, with far-reaching consequences for the
economy. Once a credit is extended, so long as bankruptcy rules affect the
debtor’s incentives, the creditors adapt. They have to decide how much
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1 These words are borrowed from Modigliani, Perotti (1997, 520), which use

them to describe the importance of a regulatory framework for the development of
financial markets. The same seems to hold true for bankruptcy law.
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effort to put into monitoring the debtor’s activities, aimed at minimizing
the risk of project failure. As it becomes evident that collection of their
claims is impaired, creditors also must make decisions on several important
issues, including whether to provide additional financing or whether to give
up a portion of their proceeds to enable the financial rescue of the debtor.
Diverging interests between different classes of creditors is yet another
concern that bankruptcy rules may sometimes attenuate.

The latest book by Branko Radulovi¢ sheds light on these important
matters by describing different trade-offs created by rules that are more
favorable to creditors or debtors. Focusing mainly on the rules in the US,
which have influenced bankruptcy regimes worldwide, the author provides
perhaps the very first systematic account of the economic analysis of
corporate bankruptcy law. He critically examines state-of-the-art theoretical
and empirical scholarship to reassess the merits of different procedures for
resolving financial distress. The reader of the book is likely to be particularly
drawn into the issue of how the optimal bankruptcy framework depends on
a wider legal and economic context, which the author uses to conclude his
investigation of the topic.

One should not feel overwhelmed by the number of questions announced
at the very beginning of this review, as the author makes smooth transitions
from introductory chapters and basic intuition to more technical formal
models. At the very beginning, the author explains the three core functions
of bankruptcy law: 1) preserving the value of the debtor 2) deciding on the
use of debtor’s assets 3) deciding on how to distribute the proceeds. The
second role is particularly important, as the choice between liquidation and
reorganization has to ensure that debtors in financial distress, i.e. those with
positive net present value, continue to operate, while those in economic
distress are dissolved, so the assets can be more efficiently utilized for
alternative uses.

One can ask why bankruptcy rules are fundamental for achieving these
roles; after all, in well-functioning market economies, creditors can always
attempt to collect their claims individually. To this end, the author explains
the most important normative theories on why bankruptcy law matters.
The most influential theory up to date has been the Creditors’ Bargain
theory. According to this theory, bankruptcy procedure serves to solve the
collective action problem among creditors who otherwise have incentives
to inefficiently liquidate the debtor in the race to collect their claims. The
debtor’s assets may be seen as a common pool problem, which not only leads
to substantial strategic costs of being the first in line but may also decrease
the total value of the debtor. Therefore, bankruptcy law serves to ensure the
outcome that the creditors would have agreed on among themselves, had
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they been able to negotiate ex ante, at the time of debt issuance. To use game
theory jargon, bankruptcy law prevents the inefficient Nash equilibrium.
Creditors’ bargain theory has been modified several times. The aim is to
revisit the original view that bankruptcy law should ensure that rules on
settlement priority during the bankruptcy proceedings do not deviate from
the applicable rules before such proceedings are initiated. The rationale for
certain deviations may lie in risk-sharing scheme among creditors, ensuring
that the debtor does not have incentives to take too much risk or to delay the
bankruptcy proceedings, protection of idiosyncratic investments, protection
of third parties’ interests, or solving liquidity issues due to debt overhang.
A somewhat different approach is taken in Casey (2020), emphasizing that
bankruptcy rules are there to enable real ex post renegotiations, instead of
simulating hypothetical ex ante negotiations among creditors. The reason
is that ex ante contracts are inherently incomplete, given the number of
creditors and possible contingencies. The bankruptcy proceedings allow
creditors to fill the contract loopholes ex post with the help of a judge.
In contrast to Creditors’ Bargain theory, the contract theory approach to
bankruptcy emphasizes that bankruptcy rules should not be mandatory,
as coordination failure among creditors is not that common, allowing
them to conclude ex ante contracts. Bankruptcy rules should instead serve
to facilitate bargaining between creditors and the debtor. The author also
critically examines a number of competing (traditional) normative theories,
which believe that the bankruptcy law should serve a much wider set of
goals. The author concludes this chapter by presenting two contrasting
economic models that examine the merits of bankruptcy law as a mandatory
regime for resolving financial distress, which are very much in line with
conjectures of Creditors’ Bargain theory and the contract theory approach
to bankruptcy.

Bankruptcy regimes worldwide differ substantially with regards to some
of their core concepts. One of the most debated questions in the literature
is whether and when it is desirable to deviate from the absolute priority
rule of settlement, i.e. to allow for a redistribution of proceeds from senior
creditors to junior creditors and/or the debtor. Such a deviation is common
in reorganizations. The rationale behind it is that it provides incentives
for the debtor to reveal information and timely initiate bankruptcy, which
otherwise threatens to impair the value of the company and create additional
procedural costs. Moreover, it also disincentivizes the debtor to make an
unrealistic estimation of the company’s value, which may eventually dilute
the share of creditors’ claims in the company’s proceeds. While these
considerations are important, so are the changes in the ex ante incentives
for both creditors and the debtor, as the author explains through a series of
formal models. The effect of deviation from the absolute priority rule on ex
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ante incentives is not unambiguous. The debtor may prefer to choose riskier
projects, as they can appropriate some of the company’s value even in case
of a failure. This in turn incentivizes creditors to ask for a higher interest
rate, which further aggravates the problem of adverse selection. However,
the debtor’s preference for riskier investments may reverse if the debtor
is already facing financial distress, as one of the models shows. Moreover,
redistribution of proceeds in the bankruptcy procedure may motivate the
investor to make idiosyncratic investments, such as investments in human
capital specific to the company or the project. Finally, deviation from the
absolute priority rule makes creditors more alert about debtor’s activities,
thus increasing their monitoring efforts. As the author explains, the tension
between ex ante and ex post incentives created by the absolute priority rule
and its deviations shows all the delicacy of designing the optimal bankruptcy
regime.

The author devotes much attention to the choice between mechanisms
(procedures) for resolving financial distress: liquidation, reorganization, as
well as out-of-court restructuring and hybrid mechanisms. The aim is to
maximize the value of the debtor while minimizing the direct and indirect
costs, including reputational costs for the debtor. Informal procedures
(workout or out-of-court restructuring) are usually attempted first as cost-
efficient and flexible alternatives, but they are difficult to implement when
information asymmetry or the hold-out problem is pronounced. The latter
refers to the situation in which certain creditors behave opportunistically
to extract a larger share in the distribution of proceeds, which is common
if there is a large number of investors. Hybrid mechanisms can attenuate
some of these concerns, as the involvement of the court allows to impose
the pre-packaged reorganization plan on dissenting creditors. Nevertheless,
liquidation and reorganization continue to be the most commonly used
procedures, and the greatest challenge in choosing between them lies
in the efficient differentiation between efficient and inefficient debtors.
Liquidation has the advantage of being fast and cheap, without redistributing
value between different classes of investors and the debtor. However,
the biggest disadvantage lies in the danger of decreasing the value of the
debtor due to the high costs of information gathering for potential buyers.
Reorganization suffers from a different set of weaknesses. In addition to being
administratively complex, it allows debtors to behave opportunistically as
decisions about the use and the distribution of assets are closely intertwined.
Moreover, the evaluation of the debtor’s value is done by the courts, which
are often neither equipped nor incentivized to do it properly. The last part
of this chapter is the most thought-provoking, as the author examines
alternative ways of estimating the value of the debtor. The idea is to allow
for a market-based valuation of the company while avoiding conflicts over
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the redistribution of proceeds, inherent in a joint decision over the use and
distribution of assets. The first alternative is an auction of a small portion of
a company’s shares (10%), which is done after all the debt is converted into
equity. The author emphasizes that this process is nevertheless imperfect,
not only because it is only applicable to listed companies, but also because
the estimation may not be correct in a situation in which the buyer in the
auction does not get control over the company. The second alternative
implies the use of options. The proposed solution entails several steps. First,
the claims of senior creditors are converted into equity, so they become the
sole proprietors of the company. All the junior creditors and the shareholders
of the debtor are given stock options to buy shares from senior creditors at
a pre-determined price. Depending on their estimation of the value of the
company, they can use their stock options, which would compensate senior
creditors in the amount corresponding to their former claims, while junior
creditors or the shareholders would appropriate the remaining value of the
company. The convenience of this alternative is that it allows the absolute
priority rule of settlement to be followed, without the need to determine the
company’s value beforehand. Some modifications of this solution also entail
the involvement of the court. The author also presents other alternatives
discussed in the literature, which are aligned with previously mentioned
contract theory approach to bankruptcy.

The following chapter of the book is dedicated to the empirical research
in the field of corporate bankruptcy. Before diving into a comprehensive
overview of the most influential empirical findings up to date, the author
explains in detail the key methodological considerations and challenges of
empirical investigations in the field. These include sample selection bias,
availability and reliability of data, appropriateness of most widely used
indicators, and most importantly, the issue of self-selection bias. Namely, the
decision to file for bankruptcy, as well as the choice of mechanism for resolving
financial distress (e.g., liquidation or reorganization) is endogenous, i.e. it
depends on the debtor’s often unobserved characteristics, which may be
correlated with the outcome of interest. The author also discusses potential
solutions for each of these concerns, and then summarizes the findings
of the empirical literature according to topic. Three topics have received
the most attention in the literature: the size and determinants of costs of
bankruptcy, determinants of procedure selection, and the determinants and
effects of deviations from the absolute priority rule. Another strand of fast-
growing literature focuses on the role of judges and determinants of biases
in their decision-making.
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The ultimate goal of the economic analysis of corporate bankruptcy law is
providing guidance on the optimal design of rules. In line with the theoretical
considerations above, as well as the diversity of empirical findings, it becomes
evident that one size does not fit all. Moreover, the choice of bankruptcy
provisions and diversity in national bankruptcy frameworks is in itself a very
interesting research topic, which the author examines at the beginning of this
chapter. One of the most heated debates has been what determines whether
the framework is more debtor-friendly or creditor-friendly. One explanation
offered in the literature is that a predominant corporate government
mechanism may play a decisive role. Countries in which concentrated
ownership is common, such as Germany and Japan, have primarily
developed ex ante mechanisms of corporate governance, and consequently,
have a preference for liquidation, or a creditor-friendly bankruptcy regime.
This stands in contrast to countries with dispersed ownership structures,
such as the US, in which ex post mechanisms of corporate control through
takeovers have become predominant, and therefore, created the need for a
more debtor-friendly bankruptcy regime. Another factor that received much
attention in the literature is legal origin. The second part of this chapter
examines how the optimal design of bankruptcy regime changes with the
ability of judges to make proper estimates of a net present value of the
debtor, as well as the degree of asymmetry of information between creditors
and the debtor. In sum, liquidation may be more preferred in jurisdictions
with higher quality judicial systems, and where banks are dominant
creditors and can effectively monitor debtor’s activities. In contrast, for
countries with dispersed ownership and developed financial markets, as
well as undeveloped countries with concentrated ownership, it is optimal to
have both procedures (liquidation and reorganization).

The very rich account of the most important discussions on the
topic of corporate bankruptcy, provided in this book, can be helpful to
different audiences. Firstly, the book is intended for law and economic
scholars interested in exploring research avenues in the field of corporate
bankruptcy law either from a theoretical or an empirical perspective. The
research gap seems particularly pronounced with regards to indirect costs
of different bankruptcy procedures, the merits of alternative (market-based)
solutions to financial distress, and other bankruptcy provisions not directly
linked to the absolute priority rule and its deviations. The fact that most
of the contributions in the field examine rules in developed economies,
primarily in the US, offers a wide array of possibilities for scholars to
explore jurisdictional divergences, including, as the author points out, the
importance of culture and informal institutions for the choice and efficiency
of different bankruptcy rules and procedures. Secondly, this book can be
very useful to economists and lawyers specializing in this area. It will allow
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them to fully grasp the economic tradeoffs behind certain legal solutions, as
well as the consequences of deliberate choices made during the bankruptcy
proceedings. Finally, the book may serve as a good starting point for
considerations on how to reform an existing bankruptcy framework, taking
into account the author’s meticulous explanations of key factors for a well-
tailored regime.

In the end, one may only wish that Radulovi¢ will continue to enrich this
book as the scholarship in this important field continues to expand, with
many more successful editions to come.

REFERENCES

[1] Casey, Anthony ]. 7/2020. Chapter 11’s Renegotiation Framework
and the Purpose of Corporate Bankruptcy. Columbia Law Review 120:
1709-1770.

[2] Modigliani, Franco, Enrico Perotti. 7-8/1997. Protection of Minority
Interest and the Development of Security Markets. Managerial and
Decision Economics 18: 519-528.

952 Annals BLR 4/2021




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages false
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages false
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages false
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




