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ABSTRACT

What iseffective insolvency lawEffective insolvency laws play an important role in
the health of an economy, and particularly upon the framework of investment
decisions. Understanding how this works is particulealgvant duing a period of
financial crisis.Internationd Monetary Fund and World Bankigelines forOrderly
and Effective insolvencydws were intended to encourage law reforms that would
stimulate investment by improving returns to investors in the evennsbivency.

The guidelines were strohginfluenced by aefficiency approach to insolvencyl his
approachpositsthat absolute priority for secured creditorsaiocatively efficient
andthereforethe best meas to achieve maximum social welfar€he giidelines

also @ A Z AJoC }v 3Z % E]V ]%0 * Vv % E 3] < }( Z & ]3}a
seen by some as a paragon of efficient insolverByt how accurate is this appraisal

of English law or the impact of efficient insolvency?

The Enterprise AQ002 sought to develop a rescue culture by improving inclusivity
and increasing distribution of both control and returns amongst stakeholders.
Instead of reducingverallreturns, as an diciency model would suggestsearch
into insolvency outcomesuggests that the revisedministration procedure may
providebetter returns to all groups of creditorincluding secured creditorsThis
thesis uses empirical data to expldhee limitations of an efficiency approach to
insolvency, and explawhyin adeveloped legal regimimclusivity improves returns
by increasing the likelihood of effective rescue. The changes in English law are
reflective of an increased private sector investment in informal workouts and a
growing emphasis on reputational and rietenship concernsAn element of
redistribution andinclusivitywill provide better global returns to investors than a

slavish approach to secured creditor priority
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CHAPTER 1:ORDERLY AND EFFECTBANSOLVENCY

REGIMES

What makes insolvency law effectivahis question was explored by the World Bank
and the International Monetary Fund in their guidelines @derly and Effective
model laws, intended tencourage investment by promoting economic stability and
thereby reducing the cost of crediThese modks were strongly influenced by
English Law. The effectiveneg€English lawvas ascribed to the notion that it was a
creditor friendly systenwith a laissefaire approach to private orderinghat
providedstrong creditor control in the form of predigble outcomes and hd and

fast liquidation returns. This analysis in turn had clear links to the efficiency
approach to insolvency law, made influential by scholaesJéckson, Baird and
Rasmussen. The efficiency approagtréglicated on the beliefttat absolute priority
for secured creditors maximis&sth returns and social welfarand that as such the

only mandatory rules in an insolvency system should be those related to structure.

Both theOrderly and Effectivenodel and English law itselfearly gobeyond the

merely structural. Theindude a variety of redistributiventerventions from

protection for workers to prescribed parts in floating chargshe efficiency
approach is correcthen these compromises will reduce returns to credé¢@and in

turn welfare more generallyThis thesis challenges that view byexeamining the
notions of creditor friendliness, insolvency efficiency and how parties bargain in the
shadow of the law. Rather than a laest handsoff approach, English lawqvides

a forum for augmented negotiation. This offers stakeholders a wide rangetiohep
for seeking resolutiomlong with professional specialist support that allows them to
customise solutions according to their own needs and difficulties. Theiveyi

higher cost 6this approach is compensated for by greatggeegate returns to



creditors due to improved economic stability and likelihood of the business

surviving Whilst strong secured creditor righgsd efficient realisation of those
rightsare an importanfpart of effective insolvencyhe principles of insolvency
efficiency are not an ideal state against which any compromise inevitably reduces
returns and general welfare. Insolvency law which adheres too slavishly to the
principles of efftiency will be less effective, both globally and for secured creditors as

a subset, than laws which take into account redistrib&iissues.

This thesis seeks to advance this argument and make an original contribution to the
body of insdvency research itwo stages.First, bycombining and exploring the
empirical insolvency outcomeassearch of scholars including Frisby, Walters,
Armour, Mumford, and Katz, in order to get a clearer picture of how changes in the
Enterprise Act have impacted upon crediteturns and what this says about the role
of inclusivity and redistribution in insolvency law. This is then considettba in
broader context of the cost of credit argument and the changing ways in which banks
interact with distressed firmsSecondthrough an exploration of the behavioural
impact of business failure, starting with a history of failure as a egrase,

continued ina new experiment to illustrate the impact of information in business
failure on decision making, and then considering hosstas from mediation and

reintegrative shaming can help improve insolvency outcomes.

This reappraisal of the operation of English insolvency law is important because the
recent financial crisis has raised serious questions about some widely applied
principles of economic theory, in particular the fashion in which market pricing
mechanisms operate and the extent and limits of consumer rationality. Market
efficiency principles have proved pervasive in the economic analysis of insolvency

law, but their appltation by legal theorists has on occasion proved one dimensional.



The danger is that lawyers and legislators continue to apply outmoded approaches to
market theory just as they are being abandoned by economists, and in doing so
ignore the qualities of oulaws that are actually attractive to investorBistead it

should be acceptethat stakeholder rationality cannot be presumed and that part of
the service they require is assistance in achieving the best possible retOurs

growing understanding of threality of decision makg during business failuteelps

us to providemechanisms that improve insolvency outcomes in accordance with

creditor needs.

This thesis uses a variety of different methods, including quantitative and qualitative
analysis, ecoomicexperiment and theory. keeks to demonstrate alternative
approaches to empirically testing the behavioural impact of insolvency law that may
be more illuninating than simple reliance drmasic market models. It alsitempts

to show that the commomnderstanding of what makes English insolvency law
Orderly and Effectives based upon misconceptions about how negotiations in the
shadow of the law actually take place. It is hoped that thesstititions of method

will in the futureallowfor more sgcific, targetedempirical projects looking at

bargaining by parties tmsolvency

As he research involves human participaittsvas subject tanternal ethical review
and meets the standards of the ESRC Research Ethics Framiemrkonvenience
NZ v N Busedor all gendered pronouns whereorspecific gender is
involved. Mturally this should not be taken to imply that women arey less
capable than men of performings judges, insolvency prattiners, bankers,
bankrupts or economicalirational creditors Finally, mless otherwise noted, all

translations from French into Engliane my own as are any errors.

1 Economics and Social Research Council (ER&eprclEthics Frameworkound at
http://www.esrc.ac.uk/ESRCInfoCentre/lmages/ESRC_Re_Ethics_Framd 12816pdf (website) (Accessed 14th
December 2007)



The rest of this chapter will introduce the key themes and terms of the thesis. First,
the nature of insolvency and its ro#es a constitution of commerce is defined.
Secondthe IMF Orderly and Effectivasolvency model is introduced as an effort to
describe a virtuous insolvency law that will improve economic stability and
productivity. Third, thestrengths and weaknesse$insolvency efficiency theomgre
described Finally, the two pillars @drderly and Effectivansolvency are defined as
predictability and protection of value, clearly linked to the principles of insolvency

efficiency.
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1.1  WHAT IS INSOLVENCY?

Corporate Insolvency is defined in two watfse inability to pay debts when they fall
due (cash flow insolvencygr having liabilities that exceed assets (balance sheet

insolvencyY. Insolvency laws are

a series of legal rules and principles which detiee, in the first instance, the extent of the
corporate estate at the point of commencement of insolvency proceedings, in the second how
it might be inflated, either by exploitation of existing corporate assets or through claw back of
those disposed of jor to insolvency, and, finally, who, out of many claimants, is entitled to it

and in what proportior’

Insolvency law manages the settlement of debts from the insolvent personality. You
will note in this definition that there is no requirement that thensonality be
extinguished.English law makes the distinction between insolvent enterprises and

bankrupt individuals, where:

The ultimate objective of the bankruptcy process is to discharge the bankrupt from his
liabilities, so that he can begin again lwi clean slate, free from the burden of his debts, and
thus rehabilitate himself into the community. The ultimate fate of a company in winding up is

not discharge but dissolution, that is, the termination of its existehce.

Thisdistinctionbetween rehaliitating bankruptcy and terminal insolvency is
occasionallyinhelpful. It can giveahe impressiorthat insolvency does not
rehabilitate. Winding up and dissolution represent only one of many possible
outcomes from insolvency proceedings, and a businesg survive beyond the life

of the company that housed itachieving exactly the clean slate Goode reserves for
the bankrupt. Insolventdoes notmean unprofitable or unviable.sl ~ '} « v}$§ v

18 o( Vv}$ 0 I }J(u}v C}E ¢ SeY AZ § ¢ e Jve}oA VvV C %o

ZInsolvency Act 1986, s123(1)(e) and s123(2)

S&E]s C ~U ~ve}oA Vv C >A v /veloA wCWNEEP §]5]W U RIgE Ptoblems
64(1) (2011) 34897, p350

* Goode RCommercial Lap3® Ed, Penguin (London: 2004), p830

11



that the debtor has in some way spent or utilised the money of some other party
E 3Z E $Z v ip+d %dhisdeminitiopAthat insolvency concertie
]Jee}lopusS]}tv }( v}SZ E % ESC[e ¢+ SeU }po %0 %0 O | o o]

insolvent.

Indeed, nost ]vs Ev 3]}v 0 0]8 E SUE e » §Z S Eu MorvlI Ep%S C
both firms and individuals. B the difference is importantinsolvency law is

principally about managing the relationship between creditor and debtor, where

insolvency itself is by no means fatal to future profitable relations betwéen t

% ES3S] X dzZ A} Ehoweverligheskigith social meaning and the

implicaion of moral as well as financial failurddam Smith observed that

AN ankruptcy is perhaps the greatest and most humiliatatamity that can befall a

man® v Jv (E §[+ A}EI }v VIEu%S C <&jBppredable « EA « §Z 3
number of people believ * VIE W% S C ] Vv %S o & °<}v (}E&E }uu]
suicide © dZ ]ve}oA v C }( inevitahly\génetates dismay and, in many

cases, resentment, among a varietystdkeholders in the corporatiorf. This can

spread far beyond immediate stakehotde

failure may have wider implications. It may force customers and suppliers into insolvency; it

may, in causing job losses, tear the heart out of the local community; in the case of a major

bank or industrial company it may even affect the national @row, for example by

undermining confidence or by removing a key player from the export market. The community
$§0EP uC 0¢}ZA v ]vs €& 8 ]v §Z }vilvp % E(}EuU v }( 8z

. . 9
in public law.

® Dennis VInsolvency Law Handbadknd Ed, Law Society (London: 2007), p1

® Smith AWealth of NationsOxford University Press (Oxford: 2008), Bodktpter3, p204

T (E § ZU ~"dzZ A}ops]}v }( TheGEstigalSnduiries [iPLa2)(2006)36893 p379 treferencing

the National Opinion Research Center, General Social Survey20902Zurnlative Codebookavailable at
http://webapp.icpsr.umich.edu/GSS/ (last visited Jan. 12, 2004) (reporting that 4.4% to 9.6% of the respondents find
§Z 8§ VIEP%S C (Jo]JvP ]« v %S 0 & +<}v 8} v }v [+ 0]( X

8 Frisby §2011), p350

° Goode RPrinciples of Corporate Insolvency Law, 4th ed, Sweet & Maxwell (London: 2011), p68

12



The emotional and psychological ingb@f business failure will be an important

theme in this thesis because of its behavioural consequences. A creditor who is

angry or upset is less likely to be able to correctly identify the best commercial

outcome. A debtor for whom their business reprevse §Z J@E o]( [* A}YEI u C %o
unrealistic rescue outcomes or be too ashamed to admit that their efforts have

failed. These sentimentspact upon insolvency outcome#. we valuerational and

impartial decisiommaking it is not too much of a leap ¢onsider this impact as

unwelcome.

Insolvency lavemerges as a response to créfjjtist as itsmportance stems from its

role as the foundation of creditt *v.= +¢ E]JoC &]* « (E}u §Z AS ve]}v }
for without credit there canbe nodebt! 3§ ]« ~ o P 00oC V(}@&E o o] ]o]
whereby a party known as a debtor can be compelled to render what is due at the

Jveled v }( % ESC |v}A% It ean baBeeiiia) Gose thingsvhich

qualifyas credit can be extremely broad, encoasgingmnoney, goods or servicede

it a loan of cash or the arrangement for deferneayment The most influential

analysis of English insolvency AW §Z 1 &Il Z %}E3SU ] v3](] E 18 A
o]( o}} }( 8Z u} Ev ]v pe3EqCoddit alowg fopwagdxhinking

enterprises to achieve optimal investment decisions and directs capital towards

those who would seek to make productive use df and Goode observes 4A } E o

Al1sz}pus €& 13 Alpo ] u %o } +'¢ Insolvéricy] lawRdpiineéhe terms

of credit. Paulus describassolvency lavas the (o Z 3 % JESZA v]*Z] VP %o}]v$

1% Jackson THihe Logic and Limits of Bankruptey Beard Books (Washingtoh986), p7

" Goode RPrinciples of Corporate Insolvency Laled, Sweet and Maxwell (Londo 2007), p2

2 Dennis V (2007), p1

3 Frisby §2011), p358

*Insolvency Law and Practice: Report of thei®& Committee (Cmnd 8558, HM3@B2)U ~dZ }EI| Z %}ES_ U Z i
para 10

® A detailed explanation of the borrowing and lending as investment decisinhshe advantages of being able to
acquire credit can be found in Gravelle H and Reddidkoeconomics3” ed, Pearson Education (Harlow: 2004),
from p233, and in most undergraduate microeconomics textbooks.

' Goode R (2007), p2

" paulus CDerlnternationale Wahrungsfond und das international Insolvenzrecht, | R1899), p148
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which in a one point perspective drawing is the position from which all depth lines
are drawn. Falke translates thia ~ }v e« 3] 3%} #idse fundamental priciples
around which all other laws are definethsolvency law is the constitution of credit
because it defines the boundaries and fundamental principles within which one

borrows or lends.

There are two principal fashions in which laws are typicallyidensd to govern
behaviour. The first is the cornerstone of economic analysis of a law, neatly summed
H% C 3Z %ZE « ~ “(hicH is to %ay®e one will compare the cost of
obeying the law against the cost of disobeying the law and choose the option that
costs the least. The classic example, attributed to Gary Becker by Gneezy and
Rustichirf’, is that if the cost of a parkinfine multiplied by the probability of getting
caught is less than the cost of the parking ticket, then you will not buy the parking
ticket, i.e. where fine * probability of sanction < price, you will commit the

sanctioned behaviour.

The second fashionidZ] Z o A E]A Z AJJUE J» 8Z ]E v}Eu 3]1A .
ju 3Jue+s } AZ S0P 0 EHO *» *3]% M0 § *Ju%o& Thispe 3Z C
% E}A] ¢ v 08 Ev $]A AE%o v 5]}v }( 1811 ve[} 1v 1}(o
costs lessthancomplv 8} *Ju%o u $Z u S§] o0 ]v }u% S v U oSZ}ul
argument that economic analysis of law tends to focus exclusively on material

incentive$® should not be taken to imply that there is no economic analysis of the

behavioural impact of normative wgs. The application of insights from behavioural
economics to the law will form a significant part of the second half of this thesis.

Cross pollination between disciplines is slow however, and mainstream recognition of

'8 FalkeM (2003) p23
oy IC h v Zpes] Z]lv] U ~ Bhpdoymal olLEGRl Stud2S (2000) 118

2 |bid, 1

ZAaylsz ~ U AdZ E}EuU §]1A]30xpid WdERAofLegal StudRE2) (2011) 21242, p215

ZAE EoC o0 }v}iul JUvEe eepu 3Z 3 % E]JA S o A Jv(opv o Z AJJUE £ opue]A
Ive <p v e 8§} «% ](] SmitB BA/(011), p24B19
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behavioural economics is relativgl v AU $Zpue ~"u]3Z[s *uPP +8]}v §Z § §Z
majority of law and economics focuses on rational materialism as the determinant of
behaviour is persuasive. Even so, the study of the role of normative behaviour in
commerce is become increasingly importait.their description of the normative
E}o }(8Z Z>}v }Iv %% E} Z[ ]v vPo]eZssediimbre AZ] Z Aloc
detail in Chapter 5Armour and Deakin state that Aere once it was commonplac
to assume that laws take ondirectly pricelike charater in individual optimgation
calculations, it is nownderstood that norms malgypass (or substitutéor) law's
Ju% 3§ o03}PB FHeyEOftinue:
If the function of norms is to save on the transaaticosts of endlessly searchifay the
solution tocommonly recurring cordination problems, it may be satdat norms are a kind
of information resoure they embody information about Z 0]l oC ¢«SE& S P]In}( %0 C E-Y
the contextof the commercial transactions which we are considering here, in iatdid
numerous tacit and uncodified conventionbgete are many institutionaliseorms which

derive from the legal system, as wa#l from the activities of tradassodcations and

professional bodie8’

So insolvency laws can be described as determihi@gonditions of credit and the

conduct of business both through materialistic and normative factors. Whether the

impact on behaviour is principally materialistic or normative, that insolvency laws do

impact on investment and consumption is uncontrovatsithe IMF, effectively

expressing westerimsolvency orthodoxy, recognisasolvency lavs constitutional

E}o AZ v =« E] ]VvP ]38 "u i}E E}o |veedn@nicBEZ v]vP Juv
financial system® Inthe context of American law it has been argued that

insolvency law preserves the national economy by providingngortant safety net

S Z prevents secured creditors from collectively starting a downward spiral of

ZArmour J and DeakiftU "E}Eue Jv WE]A § /ve}oA v CW dZ >}v }Vv %% E} Z &8} §Z E <}
Journal of Corporate Law Studies 1 (2001521p21

#bid, p30

% IMF (1999)Foreword

15



foreclosures and bank failures that cduksult in the failure of the entire economy,
« 135 v EoC ]* Dihémguakties of insolvency regimes include the

following.

X They @fine the conditions for investment, as ies adjust their lending
and reorganisation practice in response to clges in insolvency lafy.

x They felp remove poor performers from the mark&tmaking space and
freeing up resources for more effective players.

X They imit the public cost of financial crisis by ensuring the participation
of private creditors?

X They ae thearbiters ofthe bottom line for social and political values,
such as the relative importangsaced on the protection of employees
§Z (uloC Z}u U u}uied@yAFestian il often be how to

(Iv 8Z  %o% E}% ] $ ov X

dZ % Z@E « Z]v}BZ(+35Z*is uked by both the IM&nd the World Bank
andrepeated in insolvency literatureThe phrase originates Mnookin and

Kornhausef¥ 1979 work on the impact of divorce law on marriage, which in turn
has clear links witkhe concurrentlydevedoping notion of territoriality. Territoriality

describeghe way in which use of space communicates ownership, authority and

% H((}E ~A>U ~MZ 8] EIPZS }us VIEU% S CWashindh Whiverdityd aj$@uadefig] » U

(1994) 829848, p836

T AC vI} A v &E vile :ZU A} VIEP%S C } o D 38 EM ASU C 3} ( pode |v &E

The Journkof Financeé3(2) (2008) 56508, p566

% ZIC VvV <0 %% E % E}A] Al Vv 8} *U% %}ES §Z luulv e ve }v ope]}v

% EJu EC E +}v (JE (JEUZ]B %%V Eov%No E >U "tZ} pdESHELE M % @EHi}v_U

Journal of Financial Stabili8/(2007) 264278, p270

Zz IMF (1999)2 - General Objectives and &®ires of Insolvency Procedure®% 6 U 2& ]o]S S]}v WE} HE «_U %ifi
Ibid, p13

% For examplehe IMF describe that rules governing insolvency légducf- JuES PE u vse JvP E Z Z]v §2

Z YA[ }( 3Z/&A~i886+U &}E AYE U v §Z th@Emal warkouts are riegotiad‘in the

AeZ YA }( 8 ZWarldBank2001),p5; an example in academiaRinch V,/Prepackagecadministrations:

bargains in the shadow of insolvency or shadowy bargaidg®rrnal of business [a{2006) 568588

*MnookinRHand KornhausetU » EP Jv]vP v §Z <Z }A }( $Z o AWe Y&&Lawdoujfal JA}E U

88(5) (1979) 95097

[0
N
ux

N9
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% }A EU u}es v}§ o CL3Rrodu¢tioddH|[ [=%o>°and the work

stemming from Foucauf Space, Knowledge ambwer*® dZ A}E Ze% [ ] ue

in its widest possible sense, including both space as a room or a gathering, and space

as a distance between people or objects. It encourages us to consider the law as part

of an interactive system where behaviour is jmflv C % }%0 [+ pv E+*S v JVvP

the law (whether accurate or otherwise).

When Mnookin v. <}EVZ pe E ¢S S 8§Z 8§ "SZ % & ( E Vv }( % ES
entitlements created by law, transaction costs, attitudes toward risk, and strategic
outcome will substantlly affect the negotiated outcomes” the application of the
principle clearly extends beyond divorce and is echoed, for example, when
Davydenko and Franks describe thgspu $]}v AZ E ~ vie «jRivh¢}l v3oC
lending and reorganigion practice in response to the coun@ pankruptcy code *®
dZ uv P uvs}(]Jve}loA v CJees v 3} Ju% 3 }v ]Jeep e ]v op ]v
contract and commercial law, the law dealing with mortgages and other types of
security, as well as tax and inheritance/éa employment and social security regimes,

v Av (uloC v u $§E]Ju}v] ¢ tnthe Boghsh ouris the
management of insolvenayan be observedepeatedly challenging our principles
and our legal mechanismspim pushing the boundaries ebnstructive trust¥, via
debatingthe rights ofcohabiteed’, §} }%0 E $]vP « 3Z 723§ «§]vP PE}uv (}(
types of intangible property*® Practical examples of the behavioural impact of

changes in insolvency law incluthe emergence of the use of hiparchase in order

% |_efepvre H,The Production of SpacBlackwell (Oxford: 1991), tr. Donald NicholSmith, first published as
Lefebvre HlL.aProduction @ I[ * %0 (Paris: 1974)

* &}y HOSE DU "% U <v}Ao The Culturel BAIdEs Rdadet’ Ed RoutledgéNewYork: 1984),
Chapter 10134-141,article first published in 1982

¥ Mnookin RHand Kornhausek (1979)p997

* DavydenkdAand FranksR(2008) p566

¥ FalkeM (2003) p113-114

% AG for Hong Kong v R¢i994] 1 All ER 1

¥ loyds Bank v Rosg§&0891] AC 107

“°BridgeM, Personal Property La\g® ed, OUP (Oxford: 2005), p7
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to avoid buyer in possession terfhand its subsequent role as a quasicurity
transaction, or the shift to asset based lending that occurred &eSpectrurRlus?
determined that security on book debts were a floating rather thaxedicharge.
&E]s C[* A}YEI }v Jve}oA v C }pus }u « (}pv o]Jvl 3A v o vP:
and uncertainty surrounding thBrumark?® decision regarding charges over book

SeU « =« (E] Clv %% E 3]3BV[E |R}SER] AA EYZ] % $Z
have been open from 1999 which, had it not beenBoumark would have been
over, and now, afteBpectrumJ A [A P}3 (ouEEC }( 8]A]SC P}]vP }v
$Z uf™High end commercial behaviour is demonstrably responsive to changes in

insolvency law.

Recognising insolvency laws do impact upon commercial practice, the theoretical
divide between normative and material incentives is crucial when evaluating how
insolvency laws impact upon behaviour. This is particularly the case if trying to write
laws toachieve a particular outcome, such as viable wesar increasing investment.
Byapplying a materialist economic analysis to developing insolvency laws you will, to
borrow the metaphor, simply seek make the parking fine cost more than the price of
the ticket divided by the probability of getting caught. Failure to take into account
both the normative and material incentives will lead to incorrect conclusions about
the impact of the law. Some people will choose to pay for their parking ticket even if
there is no chance that they will be caugfithe difficult question is to what extent

insolvency laws need to take these factors into account.

“ Tested iHelby v Matthew$§1895] AC 471

“2Re Spectrumf2005] UKHL 41

3 Agnew v Commisioners of Inland Reveja@1] 2 AC 710, declining to follde New Bullas Tradingril[1994]

BCLC 485 and subsequently followed by the House of LoRis 8pectrum Plus L2D05] 2 AC 680

* Frisby SReport on Insolvency Outcom@e06),
http://webarchive.nationalarchives.gov.uk/+/http://www.insolvency.gov.uk/insolvencyprofessionandlegislation{rese
arch/corpdocs/InsolvencyOutcomes.g@iccessed 30 November 2012), p28
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1.2 ORDERLY AND EFFECTBANSOLVENCWND THE ASIAN

FINANCIAL CRISIS OE997

Recognising the economic importanakinsolvency laws,Z Orderly and Effective

model of insolvency law reform was developed from a series of recommendations by

the International Monetary Fund (IM®and the World Barik to the transitioral

economies after the Asidinancial cisis of 197. The IMF report was drafted by

Sean Hagan from the IMF legal department representing a team of IMF lawyers and
consulting widely with academics and professionals. It was designed to build upon

§Z A< C WE]V %0 ¢« v & SUE « }P1G(Yrdjdtoithel®A v C Z

22 Working Group on International Financial Crisysidentifying the key issues

involved in the design and application of insolvency laws and the advantages and
disadvantages of different approachedagan described the work &s v Ju%.}ES v 3§
component of IMFsupported economic programs in many countries because of the

Ju%e & epu zZ & (JEU Vv Z A }v JUVSEC[e }Pamd v (Jv v ]
sizable IMF loans were conditional upon pursuing economic reforms that included

changes to insolvency lamtended both to help solve the problems that caused the

crisis and also to safeguard IMF resources by increasing chances of rep&yieet.

fact the loan conditions were built upon IMF recommendations suggests that this

wasnot v HWSE o } pu v38U pusS €& SZ E }v % E}%o}e]VP  %o}e]S]

00 }uvE&E] X _

“ International Monetary Fund Legal Departmefiirderly and Effectivinsolvency Procedures Key Iss(iddF:
1999)

“sWorld BankPrinciples and Guidelines for Effective Insolvency and Creditor Rights SgétertisBank: 2001)
“" Annex A, G22 Report of the Working Group on International Financial Crisis, 2 Oct 1998, found at
|http://iwww.imf.org/external/np/g22/ifcrep.pdff(accessed 12 May 2013)

® PV AU MWEIU}SIWPVKE( G]A /ve}oA v EInao&& Deyel@pme(ilarch 2000), 562,
p50

“9IMF, IMF Conditionalityinternational Monetary Fund Factsheet (IMfarch 2012), pl

*®Hagan S (2000), p51
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The Asian financiatisiswas a sovereign debt crisis that started in Thailand and
quickly spread throughout East Asia, collapsing currency values and sendragtin
rates soaring. It has been described as@& ]+]* }( ¢ |causeedlly & boom of
international lending followed by a sudden withdrawal of funds. At the core of the
Asian crisis were larggcale foreign capital inflows into financial systems that

b u Apov E o ¥}Neéw that developed nations are suffering their own
financial crisis, with European states seeking IMF bailouts amidst serious questions
about levels of sovereign debt apadnic in the marketsit is pertinent to ask whether

they should be following similar advice.

Financial crises can usefully be described fromlectien of five characteristics:
macroeconomic policy induced, financial panic, bubble collapse, moral hazard and
disorderly workout. Radalet and Sachs, whosekvwe@fines theseharacteristics

argue that the Asian Crisis was a panic followed by a disorderly wétkontthe
grounds that it was largely unanticipated and followed by a large number of
nominally good loans going badXhers focus on moral hazard igss in the Asian
(Jvv]ose+Ce3ue AZ] Z ~u Pv](] 8Z (]Jvv]oAupuov E ]Jo]3C
process of financial markets liberalization in the Q99 xposing its fragility vésvis

the macroeconomic and financial shocks that occurred inpéréod 199516 6 &,
while Krugman argues thathe Asian story is really about a bubble in and
subsequent collapse of asset values in general, with the currency crises more a

symptom than a cause of this underlying real (in both senses of the word) mafady.

7 08N~ v A Ze:UNdZ Kve §1}( §Zo EJe]=] U &} vO@E Ry Cvisitniversity of

Chicago Press, (Chicago: 20005162 p106

%2 |bid, p111

® JE. 3] 'U W + v3] WU Z}p Jv] EUAMZ § pe 87 ] VapatBE the Qlord &]v v ] o E]e]
Economyl1 (1999) 30873, p306307

Y<EUPU vV WU MZ § Z %% v [hthyiwed.mit.ed@idigman/www/DISINTER.htifilaccessed 30 Sep

TiifeU % ES iW ~dZ]vI]vP }us <] _
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The interdependency of finance is such thatesiare likely to contain elements of all
these characteristicanaking it difficult to forensically diagnose particular flaws in
any national economy or legal regim&he recent occidentatrisis hasncludeda
housing bubble collapse (triggering the crisis through bundled securities), the
exposure of vulnerable financial systems, market panics (the Northern Rock bank
run®® being the most obvious but certainly not the largest example), and moral
hazardissues (bankergpay, incentives and management structures beingipalarly
topical at the moment®® There are notable differences betweére credit crunch
and the Asianifancial crisis. For exampleitidrawal of breign credit during the
Asian disis caused soaring interest ratésvhereas occidental nations are currently
managing to maintain low interest rates (although these lower interest rates have
not entirely mitigated tightening credit conditions which are a symptom of both
crises). Itis agplly important to recognise that developed and developing nations
have different requirements regarding credit governance, as the World Bank

describes:

While much credit is unsecured and requires an effective enforcement system, an effective
system for seured rights is especially important in developing countries. Secured credit plays
an important role in industrial countries, notwithstanding the range of sources and types of
financing available through both debt and equity markets. In some cases eqaiikets can

provide cheaper and more attractive financing. But developing countries offer fewer options,
and equity markets are typically less mature than debt markets. As a result most financing is in
the form of debt. In markets with fewer options and hég risks, lenders routinely require

security to reduce the risk afon-performanceand insolvenq?f3

® €& A(JE <U ~Z} ES Whk $Hpw Pérceptipns of Risk, Failure and Insolvency Created the Northern
Z} | E]e]-_ Availalle ¥t SSRNttp://ssrn.com/abstract=1392686accessed 30 Nov 2012)

% For an overview of the current financial crisis a good place to start is StiglitaelBtiglitz Report: Reforming the
International Monetary and Financial Systems in the Wake of the Globa) Thisislew Press (New York: 2010),
from the United Nations report of the same name.

% Radalet @ind Sachs(2000) p115

*®World Bank2001),p4
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The fifth and final characteristic of financial crisis is disorderly workout, which brings
corporate insolvency law clearly into the equation. A disdgdeorkout is wherean
illiquid or insolvent borrowers driven into liquidation even though they an®rth

more asa going concernThus we mighdefine orderly workoutsas those that

prevent firms that are worth more as a going concermfrbeing drive into

liquidation, providing a key definition within tHerderly and Effectivenodel. Falke
suggests that the Asian financiaisis 4 %o } the iffadequacy of corporate

insolvency law regimes or their application in many of those economies. In times of
rapid growth the significance of functioning insolvency systems was largely ignored
because banks and other creditors could extend credit without repayment risk and
P}A GEvu v8e }luo ((}JE &} ]o *FThe(mptidation is thct AusiXg
economic downturns the likelihood of disorderly workouts increases, although it is an
open question as to whether this is because workouts are more likely to be
disorderly or because thie are simply more failures (or, indeed, both). Radalet and

Sachs expla that

disorderly workout occurs especially when markets operate without the benefit of creditor

}13E v §]}v A] VIEP%S C 0 AX dZ % @E} o u J* *}u 8Ju » Iv}Av o
essence, coordination problems among creditors prevent the effiqgirovision of working
capital to the financially distressdmbrrower and delay or prevent the eventual discharge of

bad debts (eg, via debtequity conversions or debt reductiof).

This may be interpreteth two ways. A first, stricapproach would b that in
conditions of efficient provision borrowers will never choose to liquidate a firm that

is worth more if it continues to trade. At one extreme this leads to the argument

®& ol DU ~fve}oAv C > A Z (JEU ]Jv dE ve]8]}v }Iviu]l +_ U } 8}E o dZ +]*U ,puu }o §
dissertation.det Verlag im Internet GmbH, (Berlin: 2003), available at
|http://www.dissertation.de/englisch/buch.php3?buch=21pAccessed 13 May 201@R5

® Radalet S and Sach€000), p109
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that all government intervention is inefficiefit but as Cartwright observes]§ ]

Al oC & }Pv]e 3Z S u El &+ E (E «pu P3pvenhmo E( 3 ]V %
otherwiseperfect marketthere will be occasions when users choose to liquidate

even thoughthey would make more maay by supporting a rescue. Furthermore

this decsion is likely to have more to do with the peculiarities of how people make

decisions and interpret daféhan any calculated model of the utility of revenge

excluding rogue directonseing greater than the monetary return of an effective

rescue.

A secaod approachwould be thatif in a perfectly efficient system creditors still
choose to make less money by liquidating a viable,famOrderly and Effective
system will support that choicdt is submitted that in English law this is not the
case. The extent to which English law pursues a business rather than a corporate
rescue approach will be considered@hapter Zout it is quite clear thait will

restrain creditor liberty of choice in favour of viable rescud¥e court has clearly
reinforcedthe aim of the statute (to preserve value) and the rescue culture
supported by government i.e. to save business as a going concern wherever possible
and to maximise the return to all creditors, even in the face of oftjmrsfrom a

u i}E E % Bp@Eés it seem to fit the definition of orderly workout that
requires orderly insolvency laws not to liquidate firms that are worth more if

rescued.

8 yelv >U A V(}E u vd }(WE]JA E§ WEI% ESC Z]PZ3+ v WETthpdJpdrnat} | 8] W > A

of Libertarian Studis9(1) (1989) 226

%2 Cartwright PBanks, Consumers aRgulation Hart Publishing (Oregon: 200414

¥ 1ZvD v E}He AU AZ <>> A}o] 18}EW K § Jv]vP v  upPajkdp@ SdkofKE E 3} &

the Business and Assets, inthe Fa} ( K% %0 }+]15]1}v (E}u $Z Dintér@aiiér@al Catporaie Besd2007)

4(4) 2181T1U % TTiU o o*} "dZ o PJ]*o SHE o EoOC ]JvS v §} %o E]}E]S]s SZ €& - p
Uelv seU }JA E %] U 0 E 0] 3]}vel}SSQE}I8ZK vQ[(]1S }(« HE E ]JS}E-X_ D}l o .
EulpE :U "dZ E A h< }E%IEtAZZ « wlvIVEE SUEE[+ usC Shteratibndl]}v ooC_U

Corporate Rescuyé(3) (2004) 1, p2
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Accepting it is policy that effective rescue sholddprepared tooverride the will of
creditors, the questin becomes what conditions encourage creditors both to
correctly identify whether a workout will provide better returns than liquidation and
if a perfect market is not enougthen what can be done to encourage creditors to
chooseviable rescue?Equally does such a policy make initial investment more

attractive?
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1.3 EFFICIENT INSOLVENCY

Efficiency modelling has had a profound impact upon the analysis of insolvency law,
both because of its important role in 2@entury economic theory and because it
provides a means to effectivetircumvent the problem of identifying the value of a
rescue outcome. It will be seen that these principles are clearly echoed in the
Orderly and Effectivinsolvency model, it are not slavishly followed. This tension is
rooted in a problem that both efficiency theorists and their critics are confronted by:

how we determine and equally how we perceive the value of a distressed enterprise.

Woolworths was one of the high profile
*moS]«}(SZ (Jvv]o E]]-X
o_Z o]Jv ]*e u]lte ]JvPX d

Time$*went }v 8§} « E] 38Z § ,]o }[*

offer included assuming £35 million

debt in return for ownership of the

Woolworths retail branch. For a lawyer

it is an echo of £1 per annum ground

rent paid by the widow imThomas v

Thoma$&®, and the contract law principle that consideration must be sufficient but

need not be adequatewhich]s v %oepo & Jv 8Z Vv}S]}v }( "% %% E }C
It would be hard to argue that the assumption debt was not adequate consideration

in itself, leaving the extra £1 an anachronism of English contra¢bilatit is an

anachronism that one frequently encountersthis typeof transaction. Does this

u v 8§z ~ai 0O_Z o0]v ]* *]Ju%eo i}pEV 0]*S] u]e Z] (u l]v

® Helen Power, The Times, 24 Nov, p37, "Woolworths' suitor set to sweeten £1 deal for shops."
% Thomas v Thomgd842) 2 QB 851
% poole JTextbook on Contract Lawlth Ed, OUP (Oxford: 2012), p121
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something moe to it? Is there something about selling a chaint$f o A } G shbp$

for the price of a bag of theipick and miXthat makes it stick in the zeitgeist?

One of the primary objectives identified by the IMF inGuderly and Effective

insolvency regime is} ~"u A£]BF A op }( §Z e+ §e Y (ThHeZnoses § X _
obvious way to measure value is price, and it is aaroftted principle of economics

8Z 8§ Aop <u S8} %E] W 7§Z }viul A op }( *}u 3Z]vP
someone is willing to pay farror, if he has it already, how much monkeg demands

for parting with it. °® Yet part of what the Woolworthgstory illustrates is an on

going concern with a perceived divergence between value and price. This has been

a long standing conundrum for#30A v C 0o P]eo SuE U (}E /£ u%o0 ~"}v
reasons for the reforms to the UK insolvency law as proposed in the Cork Report

(1982) and as partly reflected in the 1986 Act was to prevent a receiver (receiver

manager), representing the collection @ébentureholders, selling the business for

§}} o}A % Whis radses a significant sticking point: how do you know when the

price is too low? ¢ >}%pu 1] } « EA «U 2" Z}o E« ]Jv o AU (Jvv U v
long debated the best way to determine ]S E o« Ju% VvC[e A op Y
[accountants typical preferred method future cash flow valuatias beehfamously

referredtoasaZPpu ¢ }u%}puv C ¥°<«38Ju 3 [

It is widely accepted that the price of a firm and its assets drops when it becomes

JveloA vEV A VIEP%S C » Z}o E+ (JE C &+ z A Al A 38z
corporation as either to reorgangssconsensually in order to preserve goit@ncern

A op }JE Z A ]88+ ee 5o e}0 %o] C %o] (3 ®puckiE 3]}v }( &

and Dohery have demonstratedhe profound impact liquidationas opposed to

7 IMF (1999), 3- Liquidation Proceedingp16

%8 posnerRA 2007), p10

®Webb DG1991), p151

| opudi LM and Doherty JW (20078 p

TOJE ' v Z eupes v Z<U N Z % $ SHAnfdrd Eaw RS 72003) 67300, p691
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reorganisation Z « }v 3Z A op }( (JEUW ~ }u% v] ¢ *}o (}E v
book value but reorgased for an average fresstart value of 80% of book value and

an average marketapitalizaton valuev based on posteorganistion stock

tradingv }( 619 }( 1}}! A? apeikwork was controlled for differences in pre
filing earnings, limiting the impact of the argument that firms thagre capable of

being reorganied were simplyess overvalued than those that were liquidated, and

in a different context Espen Eckno and Thorburn have shown that even in an auction
environment (where one would expect a more effectively functioning market)
piecemeal liquidation significantly reducdsetachievable price of the assets of a

firm.”® This provides strong evidence that insolvency reduces price, but what does
that tell us about valueAre these collapsing bubbles or distorted values? How are

we to assess whether a rescue is worthwhileri€gs are unstable?

For some the best tactic is to avoid theoblem altogether. This can be achieved by

applying theories of perfect competition, inwhich % @E( 30C }Ju% 3]3]A v}
is allocatively efficient: resources could not be reallocated i E}A  vC}v [

A o( @ Als8Z}us & u JvP 3Z R Toig s ehCouraped aE X _

approach to markets where regulators try as much as possible not to interfere in the
decisions of private parties. The principle appears imbedded in the English la

principle of freedom of contracs described ifrinting and Numerical Registering

Co. v Sampdn

If there is one thing which more than another public policy requires it is that men of full age

and competent understanding shall have the utmost libelftg@ntracting, and that their

"2 opucki LM and Doherty J@®007) p3-4

" % v 1} v dZ}E BEw H U 0IEU%S C p §]}vJournaldiEinancal EcahomBs

(2008) 404422, p421

"vv WAHrto(EW &E}I /vIu 8§} too JvP_U]v Ae}v 'U [Ecdionsigsandd v v v W ~
Economic Change: Microeconomi©pen UniversityMilton Keynes: 2006), 2€@81, p222

" Printing and Numerical Registering. @&ampsor{1875) LR 19 Eq 462
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contracts entered into freely and voluntarily shall be held sacred and shall be enforced by

courts of justice”

Yet what here can be read as a social point about individual libaygrown into a
philosophy about optimathoice Iv Jve}oA v C o0 A *3Z P v E 0 %}0] C }(
to treat creditors themselves as beiigthe best position to decide what is in their

Jvs E s #eflectedin%e E]V %0 16 }( $Z t}Eo hel WE]V %0 SZ :
court/tribunal or regulatory athority should be obliged to accept the decision

reached by the creditors that a plan be approved or that the debtor be liquiddfed
Thisis(pooC & o] ]Jv §8Z e ES]}v S§Z § "§Z (]E+*S (pv S]}v }
unpaid creditors to seize thgve} oA v3§ §}EZe ¢ §eU » 00 3Z u v ]JVA
%0 E } « ]v }§z & ThAisphiloskphy of insolvency efficientthat creditors

are best placed to judge the best outcome and the law should operate to realise their
intentions tis embodied in there ]3}E+[ EP Jv §Z }EC AZ] Z PE A }us
i60i[« 0 A v }Jviu] * u}A uvs ]v 38Z h” v Z s+ }ulvs §Z
since®® The economic theory of law and tleficiency theory of the common law

shoud not be confused. Economic theory of laves to explain many legal

phenomena through ta use of economics. Efficiency theory of lagpothesizes a

specific economic goakconomic efficiency in the Kaldbfick$® sense®” Thus the

insolvency efficiency model applies the economic theory of pedempetition to

"® Printing and Numerical Registering. @Sampsor{1875) LR 19 Eq 462 at 465

"KeayAR andValton P(2008), p263, citingRe Crigglestone Caab Ltd [1906] 2 Ch 327

"®World Bank2001), i1

Brogi Rand Santella® "dA} E A D *pE * }( VIEPU%S3 C ((]]1v C U dZ uE}% v D}v C
Vienna: SUERSEURF Studie2004/6)(2004) found aghttp://suerf.org/download/studies/study20046.pdf

(accessed 30 Nov 2012), p9

% Keay ARINdWalton P(2008) p25

8 Kalda-Hicks efficiency is a modification of Par&ptimality where a move is permitted that reduces utility for one

party where the benefit to another party is sufficient that they could compensate the loser (eh#ihy chose to or

not). Kaldo-,] I« u}A « & o0} §]A oC ((] ] v8 AZ]o+*8 o00}A]vP P}A Gffu v §} u v P §;
between efficiency (the PE 3§} eepu%S]}ve v (E }u_U v v WU "t o( E }viu] » v 2} ] o
Simonetti et al (eds.poing Economics: People, Markets and Policy BoOkdn University (Milton Keynes: 2010),

161-210, p176. Utility theory will be explored in greatetail in section &.

¥ posner RA (2007), p26
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argue that reducing intervention and enforcing creditor agreements is allocatively

efficient and therefore provides the most welfare in society.

~

/S« ue 8Z §838Z & ] v]vid oo Sp 00 % SA N ZA ESI[-
efficiency goal holds that the object of business law, broadly speaigng maximis

} ] oA %B&Z &]v Z[*+ ¢ E]%S]}v §Z § §Z}* % %0C]JVP 3Z ]v
model conceive that* $Z %o E}% E (pv 3]}v }( Jve}oA v C baA v .
singk objective: to maximis §Z }oo $]A &E §p EWaximisiHg réfireE « X _

to creditors is not selévidently the same thing as maximising social welfare. The key

to understanding the argument is that for the efficiency theorist maximising creditor

returns is the best way to maximise social wealth.

le}vU 8Z ~u ]Jv Z}e%Z}v E ](3}E+[ EP ]Jv 3Z }JECU EPp
reason why disorderly workouts override individgadbility to achieve the best
outcome independently is because of a mdrkaelure. The IMF Iaout the exact

same contention here:

tZ v v ]veloA v C S}E[s e S E ]Jvep((] ] vs 8t u 318« 0] Jo]8]
E ]S}E[* ¢S *SE S PC ] 8} EGueZ 8} S| 8Z v e« EC 0 P 0o u -pd
assets (}JE }3Z E E ]8}E- Z A Zv S8} 81 eJulJo E S]}vX %o %00
dilemma paradigm, while such behaviour will appear rational from the perspective of

Jv]Alpo & ]8}E+U ep zZ ZPE € [ Aloo vipietksiof( 3U v 82
creditors; not only are the legal actions taken by creditors costly, but such a disorderly

piecemeal dismantling the entity will lead toass in value for all creditofé.

This leadgacksoro argue that the primary rationale of insolvency law is to force

E J3}E- 3§} ] C }oo 3]A % E} HE  5Z 5 Aloo }A E }u

8 Schwartz A (1998), p1813

#&Jv Z sU ~AdZ D <u@E + }( Oxidrd Aourna} obLelal$tudies (1997) 22251, p230
% Walton K and Keay A (2008), p25

% IMF (1999), 2t General Objectives arféeatures of Insolvency Procedures, p12
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dilemma® dz]e ]» §Z @E&p ] o (]JE*3 o u v ]v uv E*3 v JvP ~ Z/
that the only mandatory r@s in insolvency law should be structu¥aiThis de

minimus approach is fosed on mandatory stays and collective action sufficient to

overcome the grab race. Itis intended to achieve an outcome that mirrors what

parties would achieve from behind Rawsian 'veil of ignoranc®, where creditors

can achieve the outcome they would seek if not driven by fear of being betrayed by

the others,or as Jackson puts it himself:

VIEU%S C % E}A] « A C 3} A EE] 3Z E ]J3}Et0 %opEepu]s }( 8
ul 3z u A}E!I $§}P sugh,GEréfleets the kind of contract that creditors would agree

to if they were able to negotiate with eaaither before extending credit’
This approach leads to a very particular way of evaluating insolvency laws:

Whenone is dealing with firms, the question is how to convert the ownership of the assets
from the debtor to its creditors, not how to leave assets with the debtor. But the process is

costly. Bankruptcy law, at its core, is concerned with reducing the obstversion’

A bankruptcy law can help to achieve this doahximising social wealttgy reducing the
costs of debt capitaY Xhis instrumental goal, in turn, figcilitated by maximisg the
creditors' expected return when the firm is insolvent. Téfere, an eficient bankruptcy
system maximiss the value that firms have in, and as a consequence of, the system and

minimizes thecosts of realizing that valud.

Theefficiency model is deliberately fosad on the conversion of assets to satisfy the
creditor, and the minimisation of costs in the process of this conversion. Itis a model
of lawthat isheavilyfocused on the extremityof insolvency, on liquidation. This is in

the belief that given a clear vision of how things will be resolved in thene of

8 Armour J and Deakin(3001) R4
® Schwartz A (1998p1809

% Finch (1997) p231

% JacksomH(1986), p17

*! |bid, p5

%2 Schwartz A1998) p18131814
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liquidation, parties will have a clear incentive to maktional choices regarding

reorganigtion. The(} pe }v }eSe §] o | Jvs} sz & ]S}E[s &P v

being a means to ensure that parties either get what they bargained for or tbgt

would have bargained for, thus Schwartz suggests th@t &S] ¢« «Z}uo (E 8}
Z}le % E ( EE VIEN% S C «Ce*3 ue+ ]v¥3andRasmussdvP P E

that ~(}E §}} o}vP VIEP%S C « Z}o E+ Z A (]Jo &} E o]l §

E 00C % ES3 }(*}BEkEepisg mslldency laws as narrow as possible

efficiency proponents hope to create the minimum possible distortion of indiviquals

incentives to privately order themselves to their own advantage.

The natural extension dhis reasonings that questions of public interesho matter

how important they are in law or to societgre rot applicable in insolvendgw.*®

This is not, according to the insolvency efficiency model, a question of distributive
priority but rather e of efficiency;* /8 ]« Jv ((] ] vS &}irnds td @R jobs,
and society has better means than bankru@c3} *}oA SE ve]8]}v % E} 0 usY
bankruptcy systems should function only to reduce the costs to firms of debt

(]v v ®Xis argued that asmnmunities are better placed to judge if a business
should be supported, and investors are better placed to tietgtheir priority on
default, emphasis on efficien@gctuallyminimises the costs of business collapse
Insolvency efficiency does not ignore social welfare, but rather considers that the
benefits of redistribution within the insolvency framework are outweighed by the
costs of inefficiencyThis piece of reasoning is homsolvency efficiency theorists

are able to equate maximising social welfare with maximising the collective return to

creditors.

° |bid, p1810

% Rasmussenk1992) p121

% JacksomH(1986), p25

% Schwartz A (1998), p1819

%" Rasmussen RK and Skeel DA (1995), p85
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Taken togther this leads directly tperhaps the most famous characteristic of
insolvency efficiency: rigid adherence to the absolute priority fll&@he priniples
of allocative efficiency have been applied to insist thgbolvency state rights should
% E o EA v ]ve}&leffecthehsrestated by Goode in the notion that
the "o uE E ]8}E ] 1 E % E]}E]SC P Ape Z EP v

efficient insolvency law ensures that secured creditors are paid first.

The pinnacle of the use of the free market rationale in policy making was achieved
through the application of Efficient Market Hypothesis (EMH) to the operation of
financialmark $«U AZ] Z A « Jv ( 8 "ipg*S Vv % %o0] 3]}v }( €& §]}v
§Z % E] ]vP }(“anqi&R pxtknsion of the first welfare theorem that »

long as producers and consumers act as price makers and there is a market for every
commodity, the egilibrium allocation of resources is Pareto efficieHff EMH was
introduction byEugene Fama in his doctoral thesis in 1¢70He identified three

forms of informational efficiency in capital marketise weak, where past prices

cannot be used to prediduture security pricesthe semistrong, where publically
available information cannot predict future security pricasd the strong, where

security prices cannot be predictédf. Although the strong version can be rejected

due to the existence of thingikeé insider tradind®, the semistrong and weak

models proved extremely durable.

This then popularised the notion that prices in capital markets reflect all available

information, a as Ayer puit *]( $Z & ]+ (JA }oo E JooowC]vP }v §Z

% Goode R (2011), p71

*®Webb DC (1991), p139

1% Goode R2005), p59

' Mishkin FSThe Economics of Money, Banking and Financial Mar&#tsd, Pearson Education (2003), p697

%2 \organ W, Katz M, Rosen H (2009), p437

g u UM ((]1VS %]5 0D EI §+W E A] A h&JBumna ¢f Financabya)](@70)o A} EI_U
383417)

%% Milne A (2011)p31

1% bid
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Vv ]PZ JUEZ}} U «}u }v Z « oE “Qhiiflen wasshygeyX
influential on financial practice and investment stratédy. The most obvious
problem with it is that the tools that were its progeny failed to manage either the
dot-com boom in the early nineties or the current credit crunch. HjMHe
intellectual father of Northern Rockbecause models derived from EMH galve
markets confidence in securitised bundles of guime debtst and the financial

crisis has encouraged growing support for the criticism of the theory.

Two of the strongest criticisms are behavioural bias and cultural Biakavioural

Economists KZv u v. v dA E-+IC[+ ZW ¥ Yessonsirat:Z bpkaEGoural

bias by showing that standard utility theory behaves poorly under conditions of risk,

and cultural bias. Meanwhile an important proponent of the role of cultural bias,

Schillet®, has showrihe large impact on markets of social and cultural aspects,

u ] A EP v ~}Yulvvd] e ]v EZ Y StemminGfrofr JpEe X _

these two critiques the notion of rationality in particular has come under fire:

A"dl} (S v }vepu E %o lsedl dp tHe allégegly average consumer, who is in fact

Jup Alsz 5z 1A A E P <uo]d]l e} JvP ZE +}v 0oC A oo JV(IE
} o EA VS v ]JE pue% 3X[ dZ o A pe e §Z]e u} 0o Vv eepu e+ }vepu
information, rationally procss it and act in predictable ways. Vulnerable consumers are seen

as atypical consumers, for whom special protection measures may be needed, but whose

V e eZ}uo Vv}3 P $]vsZ AC}( €& Pupo 38]}v v o] & o]l §]}v 8} v

W e ®:UAdZ Zlo }( &lv v dZ }ECWYV0]ZGMelicEn Bankipckdsstifute Law Review
(1995) 5383, p55

©"Milne A, (2011), p30iU « D ol] 0o : ~dZ ((1]1VvE D EIl § ,C%}EZ ] v 18« E]8] +_U :}p
Perspectives 17 (2003) 82 , and Malkiel BJ, A Random Walk Down @iadlet: The Timd& ested Strategy for

Successful Investing, WW Norton (New York: 2007)

e zZvuv v dA E-IC U "WE}*% & dZ }JECW v Evom@eiricad{(2) (I979v hv E Z]+l_U
263291

19 5chiller Rrrational Exuberancerinceton (Nev Jersey: 2005)

"OMilne A (2011), p32
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consumer. Tatruth is that we are all to some extent vulnerable, because of the limitations of

the human mind"**

/8 1 % @E} o0C (]JE }uu v3 3Z § §Z]* A}YEI ~Z ev-35 «Z}Av v
[behavioural economics] effects prices?'It is also fair to say that markesse not

always clear and prices do not reflect all available information, especially under
circumstances where playef$ € $]}v o_  Z AJ}uE ]+ ]JvP }Ju% E}u]e
social factors or exposure to risk. Yet this critique of efficient markets profpund

impacts upon thedrderly and Effectivinsolvency model both because it questions

the effectiveness of the market mechanism through whichrudgectives are

realised. Mre fundamentallythis highlights the fact that users are not always the

best pla@d to judge whats in their own best interests. Thidrsdirect contrast to

the principle inPrinting and Numerical Registerifg

Even if the behavioural critiques are rejectedncentrating on attempting to
achieve perfect markets may not create maféective insolvency laws because

Pareto-optimal results in a free market may not meet policy objectives:

While private market choices may lead to a Parefficient outcome, ethical principles are
required if we are to choose between outcomes that disite economic benefits differently
between individuas. It is also difficult to see how you might indicate your preference for, say,

an integrated and sustainable transport system by walking into a shopayidg some

particular product%14

English law iprepared to override the wishes of major creditors in order to pursue
the overriding rescue objective® This might be justified on the basis of Kaldticks

Efficiency, an alternative model that allows moves that disadvantage one party

" 1A ooe 'U AdZ WIS vE] o v >]ulde }( }vepu E udeurAal@ uaw sndSotiet} Eu $]}v_U
32(3) (2005) 34870, p359

"2Myron Scholes quoted in the economist, 18 July 2009, p72

"3 printing and Numeril Registering Cov Sampsor{1875) LR 19 Eq 462

14 Anand P (2010), p166

"5 CohenM and Crooks (2007)p221
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} 116

and also known as potential Pareto superiority. However, prioritising viable
rescue above all other outcomes must inevitably lead to Pareto inefficient solutions
because it gerrides individual utility: the conclusion is that if Pareto optimality is at
the root of Orderly and Effective insolvenyia Insolvency Efficiency) then English

insolvency law is not idealrderly and Effective

However Pareto efficiency is baseflv =~ ~+ § }( A o unt$pha® are far from
innocuous.**” Two that are of particular note concernitigjs analysis ofhsolvency
law are the assumpticsof non-paternalism and process independendéon
paternalism is the assumption that individuale @he best judges of their own
welfare, which translates as the ability to make the sorts of calculations that
underpin EUT. Process independence sugdkatshe means by which allocations
are achieved is unimportant, which has been strongly refutedrbgedural justice
theory where preferences for adversarial over inquisitorial justiegardless of
outcome have been established because it gave a greater opportunity to put what
they felt was important in front of a judge® This problem might be oveome by
allowing that satisfaction with the procedure is part of the utility achieved in the

outcome, but this is not strictly part of the Pareto model.

Of course theOrderly and Effectivenodel of insolvency predates the financial crisis
and the currenexplosion in the popularity of behavioural economics. It is not
difficult to see echoes of both efficient market hypothesis and pertinently the
contractualists insolvency efficiency approach in the IMF motted centrality of

enforcing priority, emphas on efficiency, the importance of thgrevention of the

"8posner RA (2007), p13
"7 Gravelle H and Rees R (2004), p280

" 4zZ] u$ ;U tol E >U > §}uE ~U ,}uo v WU "Stafgrd aw®eie2f (£973) 127& |EV »-

1290
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grab mace and the link being made betweeaost of debt capital and returns to
creditors from insolvency proceedings. The following quote from the guidelines

shows how directly the IMRasapplied he theories of the contractualists:

As a general rule, if the assets of the estate are encumbered, the proceeds of their sale should

first be distributed to secured creditors to the extent of the value of their secured claim, plus

any compensation arisinfgpom the stay that has not already been paid during the proceedings

Y dZ ]Jv opellv }( }3Z E <3 SUS}EC % E]AJo P «U AZ]Jo $3Z C u C
social or political reasons, should be limited to the extent possible since they generally

undermine the effectiveness and efficiency of insolvency proceeditgs.

Insolvency efficiency is an elegant solution to the problem of determining and
comparing value in business failure, but one does not have to be particularly cynical
to identify another reasn why the efficiency model has provédth popular and
enduring. Is central conclusion is that the best means to promote global welfare is
to focus on protectingecured creditors, which for the most part meastecting

the interests of the rich andowerful. Warren articulates her frustrations with the

((J1VC %%E} Z]vzZE olp vd EJ&]p Y ]E [+ AYEI }

Baird sees collectivism as something of an intellectual yetdst tool that he can use to
determine whether a partidar bankruptcy proposal is good or badlelyby measuring

AZ 3Z & 15 % E}u}s  }E ]u%lpdEvisnii®mothiyblir a Yeil to conceal his
relentless push for singlealue economic rationality, an excuse to impose a distributional
scheme wihout justifying it, and, incidentally, a way to work in a damn good deal for secured
creditors. By focusing on an economic rationaiéthout defending this exclusive focuBaird

eliminates without discussion or proof any other valueattimay be servety bankruptcyl.20

Communitarian theorists, like Warren, challenge the basic premises of the efficiency

economic model of insolvencyhamely that individuals should be seen as selfish,

M9 MF (1999), 3t Liquidation Proceedings, p 34
2%\Warren E(1987) p800p803
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rational calculators'?

They argue thatisolvency law must weigh thaterests of a
broad range of different constituents and the wider communigmployees,

suppliers, government, consumers and neighbours. By considering a wider range of
constituent interests it takes on a more%. i 0] o A% (gdttampting to intervene

to balance the tensions that arise rather than leaving them to the market.

The oversimplification of thesingle value economitionality approach desnot

hold together well under scrutinyWhen Rasmussen argues that vIE pu% §SC o A

really part of contract law?* and thus only the initial arrangements should count,

Goode counters that thi¢ }JA Eo}}le §Z ( $ 8Z & @ES ]V %E} 0 ue }v(
0 Ju v8e }usSe] SZ }uu}lv %}}o & ]S5}Ee E]* *% ](] ooC

insolv v C v (}E v} }3§Z"EA@exanpleds that for claims of employees

wrongfully or unfairly dismissed the general law cannot prescribe priority as it makes

no sense outsie of the context of insolvencyWarren expands:

Contract law need not takecaount of the values relevant to sanctioning debtor default,
because these values are accounted for in the debteditor collection scheme. Without the
refined and balanced system of debtoreditor law dvhich includes a wellleveloped concept
of bankuptcy dontract law itself would look very different, and its enforcement would be
considerably more constrainedThe enforcement scheme in debtoreditor law
acknowledges values different from those central to contract law. Idiosyncratic factors
involved in the changed circumstances of debtors in extremenfirzd distress become

important.*®

The claim that insolvency law is properly a species of contract law seems
indefensible. Te insolvency efficiency apoach appears to be beset by this soft o

overwhelming desire for ideological purity. Its proponents are prepared to conduct

21 Finch (1997) p236237

22Keay A and Walton P (2008), p27
128 Rasmussen RK992),p121
*Goode R (2011), p73

2\Warren E (1987p779
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all sorts of acrobatic acts of reasoning in order to justify placing all needs secondary
to giving secured creditors what they contracted féferhapshis is betraying

deeper ideology.The principle of freedom to contract, described above as sacred
public policy irfPrinting and Numerical Registegii’, could in itself be described as a
communitarian interest: a policy choice that one could explichityose ahead of
greater returns. But such a policy choice would by definition be disorderly, as on
occasion it would result in firms that may have greater worth being liquidated in the

name of preserving freedom of contract.

Another likely element is that ideologidaklinations arebeing exacerbated by
methodologicalimitations. Abstraction is an essential part of economic modelling.
Economics is traditionally considered the study of the production, distribution and
Jvepu%3]}v }( P}} o v « EA] otheony $eduirdsvdnythat scarce
E *}uE  upes oo} § u} v P 1 ThgavaérivcBmps fro the
'"® | (J& ZZ}ue Z}o u v P u vspedwas dspecied obgophistryheT
modern discipline aspiseto a more scientific approach, bugliesheavily on
abstraction rather than empiricism. Posner defends this approach in his seminal

work on law and economics:

Abstraction is the essence of scientific inquiry, and economics aspires with some success to be
scientific... an economic thepiof law will not capture the full complexity, richness, and
confusion of the phenomenacriminal or judicial or marital or whatever that it seeks to

illuminate. But its lack of realism in the sense of descriptive completeness, far from

invalidating thetheory, is a precondition of theory. A theory that sought faithfully to

reproduce the complexity of the empirical world in its assumptions would not be a thieamy

explanationt but a descriptionl.28

26 printingand Numerical Registering GcSampsor{1875) LR 19 Eq 462 at 465
27 Benson BL (1989), p2
28posner RA (2007), p16
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Yet the obvious danger of abstraction is that it tenused to simply avoid issues

that challenge your thesisdZ E ]¢ Vv SHE 0 % E}% Vve]SC S} M"]vS E %o

cH%%}ES }v [« Jves]v §]A }%]v]}veY &} o] A Jv(}Eu 3]}V &2

Al A%}lvd v ]+ E ]85 Jv(}Eu ¥ CmBatsaliss mveloesn
frequently criticisedor building theoretical constructs without taking the time to
verify them by empirical evident® with Keay and Waltogoing so far as to state

Z 8 JVSE Sp o]+8¢[ veA-@ES E PS5 MWaren niBkes the point

X

very clearly:

If the central policy justification is nothing more than a single economic construct, specific
conclusions with systemwide impact followne&oC (E}u v 3E the %o E]v %0 Y

uncomfortable normative issues can be avaldeyplaying a narrow game of logit?

NZ  }v8]vp e 8} o (E] $Zuttedy BelEsferehtiat * attractive
% E Vv ]% 00 Csparesithe popdnent from nasty hours searching out
empirical evidence or trying to learn about what happemsdalborrowing and
lending decision¥** This is not even the bluntest critique of the school of thought.
Samuel Bufford, who at the time of writing was a Californian Bankruptcy Judge with
SVvC E¢[] A% E] vV § §Z v ZU }((ticEof a%&riespbo}A]JVP
papers written by some of the most influential contractualists of the day:

The central points of these papers ap@vely mistakerythey completely misunderstand the

character of the bankruptcy caseload and procedures, they ignore sop@rtant purposes

of bankruptcy reorganation, and they misstate the suess rate for reorgarasions.. they

29 HowellsG (2005) p360

¥ Goode R2011), p72

31 Keay A and Walton P (2008), p27
2\Warren E (1987p796797

%% |bid, p812

¥ bid
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recommend radical changes in bankruptcy law, and they are based on the thinnest knowledge

of bankruptcy practice. Incidentally, they also akdan economics approach to 1.

The problenis not thatinsolvency efficienctakes an economic approach to the law,

but rather that itoften pe ¢ }v}u] *SE S]}v[e ]o0]SC S} ¢Ju%o](C ]\
push what is esentially an ideological poiwvia 19th century notions of laissdaire
economicsythat rest on inarticulate gnping towards efficiency:>° Although

%o WE % }ES]VP &} A}] ]+3E] prcjusiongarefiphetheiesds Hiven

by normative alues and empirical assumption¥: the irsolvency law they propose

is redistributive fromthe weak to the strong

Bufford goes to some lengths to present actual data from the insolvency courts to

E puS SZ % v o[ EPpu vsSeX ] Z] (} i S]}vU % EZ %oe M
judge, is that thensolvency efficiency proponents are presenting their theories

without supporting evidence, or where evidence is used very limited examples are

taken to extrapolate to the whole:

This statemenfithat markets seem to be the only available devices whicliyem solve the
problems of financial distress because markets are efficient and bankruptcy procedures are
not] is simply incorrect. The empirical evidence shows that most markets are far from
efficient: we have bankruptcy law in large part because o pghoblem. Debtors need an
opportunity to suspend the rights of creditors becausarkets are so inefficientSimilarly,

markets do not solve thproblems of financial distred®

Nobody knows whether, on balance, the economy is better off because bawakrpprmits

debtors to try to wait out imperfect marketshe data has not been collectéd

¥ Byfford SI(1994) p829

W §3 § U ~>]ulstA prifciglefos e 21 v § 1 @Qrként Legal Problerd8 (1995) 128,59 p143

3" Warren E(1987) p812, in this case talking specifically about the work of Baird, although she makes it clear she
considers Is caconspirators, such as Jackson, equally culpable.

%8 Bufford SL (1994p846

% |hid, p847
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Warren argues for a multialue approach JE&SCU }lu%o AU o0 «S] U JvsS E
view of bankruptcy from which | can neither predict outcomes nor even neassar
(pooC E3] po 8§ 00 8Z ( 3}E+ E d*AVhie this Sorind%} o] C ]e
marvellously poetic it does not appear to be pauiiarly practically applicable. It
risksavoiding making decisions Baving all optins valid and nothing but adusion
for those who must actually draft and apply insolvency Iatvahe insolvency

((1]1 v C3Z }E]*Se[ }Iviu] Vv oCele }( 3Z o0 A %E}A] - o
which to base policyEqually, ommunitariansare no morammune to the
limitations andseductions of economic abstractidiman efficiency theorists, nor are
they | suspect any more or less lazy as a group itreames to looking for data or
considering context. It would be more reasonable tcogrtse that caducting law
and economicsesearch is replete with technical challengkeat lawyers are not
always best equipto manage*SZ u i}E]SC }( 15 % & S]S8]}v E- &E .
schools, and have not received any systemic training in either soialdgeory or
research methods *** This is not some inherent deficiency in lawyers: we have all
encountered otherwise wekducated and informed noetawyers who find law in
practice utterly mysterious and proceed to find everything but the right end of the

stick.

When it comes to insoéncy law in practicehowever, the progenitors of English

insolvency law recognised that an element of communitariarcgahould exist in

English law. #Aood insolvency lave defined « JvP }v §Z § ]« o 8§} "&E& }Pv
that the effects of insolvencare not limited to the private interests of the insolvent

and his creditors, but that other interests of society or other groups in society are

vitally affected by the insolvency and its outcome, and to ensure that these public

“O\Warren E (1987), p88l

I Finch V (1997), p242

2 yIE&2Z v dE A &+ DU > AU ~} ]}o}PC v D &Z} U]Jv VvIEZ v dE A E+ DL
SociolLeal Research, Hart (Oxford: 2005), p1, p2

41



interests are recognisedva + ( P @* If ¥e contractualists are correct this
would strongly imply that English law is less effective than it could be, because these
efforts to safeguard public interests will be reflected in higher costs of debt capital
and subsequently redied investment and lower aggregate welfais.this
perfidiousness on theart of English law, compromisitige principlesof efficiency

and associated greater welfare in order to address immediate social concénes?

both English law and th@rderly anl Effectiveu} 0 ¢Z % ]v A}oA <[ 0}3Z]vPM

“3Goode R (2011), p745
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1.4 THEORDERLY AND EFFECTWVREGIME: PREDICTABIOY

AND PROTECTION OF MAUE

The IMFexplains that regimes should l@rderly and EffectiveAs we saw above,

orderly regimes prevent firms that are worth neas a going concern from being

driven into liquidation, and effective regimes maximise the value realised through

the insolvency process. }J@¢]*S vS % %00] S]}v }( -plays &eciEcpl pE « ~
role in fostering growth and competitiveness and mayalssist in the prevention

and resolution of financial crisis: such procedures induce greater caution in the
incurrence of liabilities by debtors and greater confidence in creditors when

extending credit or rescheduling their clainté! Thus wo key objectives are

identified: predictability, and preservation of value.

1.4.1 Predictability
The IMF demansithat anOrderly and Effectivinsolvency regime ensure the
00} 38]lv }( E]el]Jv "% E ]38 o U «uls 8 Echoed§yE ve% E
the World Banks statement that’amodern creditbased economy requires
predictable, transparent and affordable enforcement of both unsecured and secured
E 135 o Feikher analysis reveals that thethree words-predictable,
equitable and trasparent- speak to the same underlying idea. Predictability is the
« 0A 3} pv ES ]edqed theZdniidence of all participants and undermines
§Z ]E& AJoo]vPv ¢¢ 8} u |l E 13 v }3§Z"'EEQuitAbiktydoess Je]}ve
not refer to equality but isa species of predictability asii particularly concerned

Al18Z "§Z % E} o u}((E p v ( AJuE]E]eu §Z & }(§ v E]e »

4 IMF (1999), % Introduction, p6

% MF (1999)2 - General Objectives and Feagsrof Insolvency Procedures, p8
“S\World Bank (2001), p13

7 IMF (1999)2 - General Objectives and Featurefdnsolvency Procedures, p8

43



(Jv v ] o ]<€@ErauedXnd favouritism undermine predictability by defeating
expectation, which iurn reduces confidence in investmend E v+ % EvitalC ]« »
to establishing public trust in the insolvency systém €all®ws the public to form
opinions on the insolvency system through the media and other outfétsit is

about ensuring partiekave enough information for them to exercise their rights,

both in terms of adequate guidance and ensuring that courts give sufficient

explanation of theirdecisions.

The World Bank askie legal system to make a difficult judgement call:

Where an enterpise is not viable, the main thrust of the law should be swift afiitient
liquidation to maximis €& }A E] « (}& §Z v (]S }( & 18}E&-Y Kv §Z }5Z &
enterprise is viable, meaning it can be rehabilitated... [it] should be promoted girdormal

vV JV(}E&uU 0 % E} HE Y D} Ev E * 4 %E} HE * SC%] o00C E
commercial expectations in dynamic markets. Though such laws may not be susceptible to
precise formulas, modern systems generally rely on design features tevadhie objectives

outlined above'*
Balancing the need for swift predictable judgement and evaluating this wide range of
comm E ] o A% S 5]}vihekegiee @fdiscvetion that the law gives to

thisinfrastry SPE AZ v 18 %o %5°0 Too Sidch disérétion and the system

becomes unpredictable; too little and it ceases to be commercially responsive.

In English law the question of how to manage judicial discretion has been part of a
long standing debate about the importance of legalcénas C X tZ S$Z E Jv ] CJ[-
rule of law protecting individuals from an arbitrary st&feor as principle of inherent

U}E 0]8C ]v &po o™ tHHe cojd@ptof egdl certainty has always been a key

8 |bid

“S\World Bank (2001), p59

%0 |hid, p5

1 |MF (1999)2 - General Objectives and &eres of Insolvency Procedures, p10

32 pjcey AVintroduction to the Study of the Law of the Constitutibéith E¢ MacMillan (London: 1968187
23 Euller LThe Morality of LawYale University Press (New HavE9i73) p262
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component of any discussion of the principles of projper making:>* Douzinas and

E EPP $Z § % E}% ESC 0 Ae Auped  iped](] C *3E] &
Pv & o Eupo « v [am] c&knai pfllilgé fanciful subjective

considerations™, while Slapper and Kelly describe the practical irtgpae of legal

certainty for promoting predictability as follows:

Lawyers and clients are able to predict what the outcome of a particular legal question is likely
to be in the light of previous judicial decisions. Also, once the legal rule has bebhsbstd
in one case, individuals can orientate their behaviour with regard to that rule, relatively secure

in the knowledge that it will not be changed by some later cdtft.

Two convictions are central to this notion of certainty. First, that presemviagule
of law protects us from the whims of the judiciary. Second, that predictability allows
us to safely order our actions according to the probable legal response, as famously

described by Oliver Wendall Holmes:

A man may have as bad a heart acheoses, if his conduct is within the rules. In other

words, the standards of the law are external standards, and, however much it may take moral
consideration into account, it does so only for the purpose of drawing a line between such
bodily motions ad rests as it permits, and such as it does not. What the law really forbids,
and the only thing it forbids, is the act on the wrong side of the line, be that act blameworthy

or otherwise™’

Principles like clarity, calculability and reliability are enabiéo European Latw?
and are all the progeny of the desire for legal certainty, as is the doctrisiuc
decisisn the common law*® In contemporary insolvency law there is a repeated

(} pe}v sz & SJ}vi( "o EU %E ]88 0o Vv SE Ve¥%o E V¢

%SeeW}% o] E WU ~> P o (ES [viC Burop¥a Journat ofLadv Refhi@)(2000) 321342

for discussion of the role of legal certainty in law makilinking both Fuller and Dicey to Européaw approaches

to certainty,contemporary problems and the notion of justified uncertainty.

R YT VA v E >U ~> A vin Law&nddHe tmage: The Authority of Art and the Aesthetics of
Law; edDouzinas and Nead, Chicago Press (London: 1999), p2

*¢ 5lapper G and Kelly Dhe English Legal Systefth Ed Cavendish (London: 2004), pSgt

" Holmes OWThe Common LawABA Publishing (Chicago: 2009), first published by Little Brown and Cq (7881)
%8 popelier R2000) 331333

¥ glappelG & KellyD (2004) p75
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which enables both debtor and creditor to calculate the consequences in the event
Jve}oA v C 3p 0@ @rgmotiEledal certainty in this form has been a pillar
of the advice given to developing nations by organisations like the IMF, the World
Bank and the OECH} The reasoning behind thistisat it is felt that,in a legally
certain insolvency regime, potentialegtitors will be able to better evaluate the risks,
vV JUE P]JvP }v}u] ]JVvA «3u vd v 3 o A 0}%u vEW ~D v
precisely formulated, give legal certainty to the parties and avoid litigation; they
facilitate the proceedings and reducesiih cost. Moreover, specific rules and criteria
provide for the predictability that is one of the overall objectives of an insolvency
o A% This reference to precisely formulated mandatory rules has strong echoes of

the work of thecontractualists, disased in Gapter 1.3.

Does this meathat the call for legal certainty by the IMF implies they agree that
only structural rules should be mandatory? There is a clear logic in operation, based
upon our expectations of creditor behaviour. If creditors axeg a predictable legal
system then they will privately order in the most efficient fashion possible; thus, in
vPo]*Z o AU §Z 7~ nE E ]8}E ] 1 E % ETIE]SC
and his ability to enforce his claim as a creditor reduitee risk of giving credit and
§Z & inGred&ses the availability of credit and the making of investment more
P v & '8'dtGs¥a virtuous circle founded on the rationality of the creditor. The
primacy of predictability is therefore somewhat underminé we discover that in
E o0]SC & ]8}E*s €& }(SVv]EE §]}voX dz t}Eo vi[e &E

of public trust and public opinidff suggest that predictability means something

180 EalkeM (2003), p38

®1 See, amongst others, WUNTRALLegislative Guide to Insolvency Lamited Nations (New York: 2005), 10
ZWE}A]]}v }( ES3 ]vEC Jv 3Z u EI 5]615% B uPXE } A¥Z {(RO0GHB o vl
ZWE ] § ]dNIECLPY9), 2 General Objectives and Reees of Insolvency Procedures

%2 |MF (1999), 2General Objectives and Procedures, p11

3 Goode R (2007), p59

54 IMF (1999)2 - General Objectives arfeeatues of Insolvency Procedures, p8

*World Bank (2001), p59
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more than a list ole minimus structural rules, and the IMF awbrld Bank
approach to Orderly and Effective insolvency goes beyond basic contractualism.
Nonetheless, the influence of contractualism and efficiency modelling is clear in their

discussion of predictability.

1.4.2 Protection of Value

The second objectiv } ( Jve}oA v C o A ] v3](] C 3Z /D& ]* "8} % E
maximise value for the benefit of all interested parties and the economy in

P v @ @n objective that is achieved not only through rescue of viable businesses

but also by the fashion in whiaimviable firmsare liquidated There is an implicit

recognition of the role of creative destruction in the economy here, a phrase

%0} %o 0 E]e « %}]31A (}@E C MZAsDahiga @Rd]v $Z {GAI[*X

Klapper observe:

All economies are marked bysom PE }( ZSUEVIA E[ ]v 3Z %o}% po S]}v }( 13
of new firms and exit of existing firms. This constant churning of the private sector plays a key
economic role by constantly reallocating resources from-gorviving firms to surviving

firms... Since the survivors are likely to be the better performing firms, the creative

destruction of poorly performing firms is central to innovation and growth in an ecori'8?'ny.

The availability of failure is essential in a predictable system, becausmitdglered

to weed out weak players)$Z ] ]%0]v ]85 Ju%o}e ¢ }v S}IE Jv &E -

competitiveness of the enterprise sector and facitthe provision of credit'®

dZ]e ]J* & (0 3 Jvi}Iv }( 35Z u}e3 Ju%o}E Howgerfornsande( Jve}oA v

%8 |MF (1999)2 - General Objectives and Feagsrof Insolvency Procedures, p8

7 Schumpeten, Capitalism, Socialism and Democrésgw York: Haper, 1975) [orig. pub. 1942],§2-85
%8 DahiyaSand Klappet. (2007262, 276

%9 |MF (1999)2 - General Objectives and Feagsrof Insolvency Procedures, p9
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is the primay reason for firm disappearance™ Thisis to say the most common

reason for a firm going bust is because it was not very good at what it did. Removing
bad firms from the market makes space for better firms to prosper, anatihich is

a cornerstone of capitalism as Hobsbawm explains in his description of the

development of the land commaodity:

Since the size of the earth was limited, and its various pieces differed in fertility and
accessibility, those who owned its moretflr parts must inevitably enjoy a special advantage
v 0 AC E v3 }v §8Z E «3Y €5Z & (}&E « vi ]Jos v }3Z E %E}Z] 13
which rested on noble estates had to be broken and the landowner therefore subjected to the
salutary penalty bbankruptcy for economic incompetence, which would allow economically

more competent purchasers to take ovEf.

dz]e ]+ Z] A C VepE]VvP 37 ScinailtbddaeteqoraiorPdfuhe »
value of their assets by providing them with @ams of v(}E JvP $Z TE o JueX_
Protection of first claim secudecredit, that is to sapaying secured creditors firdg

then correlated to the cost of credit in the broader economy:

The introduction of any measures that erode the value of security intenesjuires careful
consideration. Such an erosion will ultimately undermine the availability of affordable credit:
as the protection provided by security interest declines, the price of credit will invariably need

to increase to offset the greater risi>

A prosperous economy requires that poor busireedail, and theOrderly and
Effectivemodel points to the primacy of secured credit as a means to maintain this.
The empirical evidence for this will be dissad in much greater detail irh&@pter 4.

Theprincipleitself quickly runs into both economic and political difficulties. A

" pahiyaSand Klappet. (2007) p270 t expanded upon further in the text as follow®: & JopE 8§} *pEAJA ]
frequentlya manifestation of por performan Y XMelistings are frequently concentrated in the poorly performing

firms... Across all specifications, firms that delist have lower returnsen §¢« v 0}A € « 0 2BE}ASZZX_U %o
" Hobsbawm EThe Age of Revolution 178848 Abacus (Lorzh: 2008), p184 then p186

2 IMF (1999)2 - General Objectives and Featuredmsolvency Procedurep9

3 MF (1999)3 t Liquidation Procedures, p23
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relevantconcern is that, particularly during financial crisis, widespread insolvency can
pe ]PV](] vS Z EuW ~ (E ]S }00 %o ¢ ey Z o+ B8} v <]
of socially destructive bubbles but also (or even mainly) result in the destruction of
*} ] 00C % E} p Fi'AChangiggquediX requirementsr the failure of
customers or suppliergan render businesses temporarily insolvefitis may lead
to their liquidation regardles of their long term viability A liberal model assumes
rational creditors simply will not do this, but contemporary regimes seem Ilingi
to give them the chance. This may be exacerbated by the difficuttgtermining
who is meant by secured creditors.
vPo]*Z o A[+ (]v]8]}v }( + HE]ISC ]v8 E «§ ]« EPp oC E3](]1] o
such as hire purchase transactions, chattel leases, retention of title clauses and outright
assignments of debts when theskearly function as security (and, indeed, are often referred

§} o Zep JE]ISC Jv8 E ¢3[U % ES] po EoC u}vPeS 0o P o ul o« |

the counterparty any property interest imssets of the compar.1]375

The definition of who is a secured creditor is not as transparent as might initial

appear, as it excludes many types of people who are clearly holding some form of

secured credit.This makes it dangerous to assume that secured creditor priority is
simplyabout shoring up returns for banks at th&penseof smadl businesses and

employees. Bt even accepting that secured creditors include more than just the rich

and powerfulthe liberal economic model is a hard sell when people are losing their

jobs During the Asiarfinancialcrisistransitionaleconomie§ P} A € vwernes e

criticisedfor de-liberalising their system$} ~p3$]Jo]l 8Z ]Jve}oA v C «C+3 u 3}
JA EAZ ou]vP «} ] o v <Y which mhylsee@ ironic now that

European economieg@engaged itail-outs for failing bankand the automotive

industries Will the East now accusiee West } ( vicarious measures that will

™ Radalet S and Sach&000), p150
"5 Frisby S (2006), p32
"% Falke M (2003), p39
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involve extensive use of public funds and give beneficiaries a substantial advantage

over their lessfavoured compes ] § }'& following that welestablished historical
patternthat ~]Jv $Ju « }( }v}u] JAVSHUEVe Jve}oA v C %}0] C }v
promotion of enterprise reorganisation going along with the protection from mass
unemployment, whilst in times of booriglidation-favoured policies prevailed®?

dZ v EE}A %% o0] 3]}v }( 8Z Jve}oA v C ((J]]1v Cu} o EF
best interests to strip social intervention from their insolvency systems and allow

secured creditors the power to liquidatbeir interests as quickly as possibRy

extension compromises in English law regarding efficiency may be criticised as
similarlycrude political measwes that reduce effectivenessd ultimately reduce

social welfare Such a critique would be misguile An element of inclusivity and
redistribution improves economics stability and the likelihood of effective rescue.

English insolvency law is a living illustration of Ipawe efficiency isneither in

secured (E ]SBe&E difiterests nor is it actuallyhat they seek from an insolvency

regime, as shall subsequently be demonstrated.

T IMF (1999) 2 - General Objectives and Feagsrof Insolvency Procedures, p9

" Falke M (2003), p65
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CHAPTERZ2: ENGLISH INSOLVENCYAW AND THE

INTRODUCTION OF A R&ECUE CULTURE

21 THE LAISEZ FAIRE TRADITION ® ENGLISH LAV

If English insolvency law@rderly and Effectivewhat is it inended to effect?

Effective lanbased on the recommendations of the OECD and the World Bastk

the Asian financial crisias explored in Chapter 1, was geared towards impigpvin
foreign investment returns and consequently levels of foreign investmiEnglish

law was influential in the design of these recommendatioAge the objectives of
English insolvency latlierefore compatible with improving investment (whether
foreign a otherwise)?ls it effectively optimised for preventing the liquidation of

firms that would realise more as a going concern, and maximising the realisation for

insolvency procedures?

A common characterisation of English law is that it is laifEez inthatit *}%. & § -«
with a regard to those practices that deyeébe A]3Z]v 3Z }uu EahatioA}Eo _
§ZSuC § | 8} 18 E}}Se ]vsZ > A D E Zvs 8Z § "PE A
peStue Vv % E S] ¢ }%S CSE &« &Enrgthévs]v vS§ o pi
middle ageg.It is most iconically encapsulated in the principle of freedom of

JVSE 3SU AZ] Z o00}Ae 3Z 8 "u v }( (poo P Vv }u% 3 v§ pv

the utmost liberty of contracting, and that their contracts entered into freely and

Ao SE 18]}vv oo §3]3p U o PJo(S]EEi vRG PP E h 0 JwEE]<H » A 0} % %o
spontanément par le monde du commerée vs oo WUS_ >+ &Eplo]S ¢« —pv W}]vs S L,]*SIE]cp A~Ti
Communication au colloque « Faillite et concordgt ] ] ]/ iU & poS§ E}]S o[hv]A E-]3 §Z}o]«p
et Centre Jean Renauld, LouvsNeuve, 25 et 26 avril. found|http://www.oecd.org/dataoecd/8/9/12771090.pdf

(accessed 2 March 2010), p9

%Dennis V (2007), p2




A}louvs EJoC *Z oo Zo « E V +Z o0 ° Fiign® C JuE
V “pgeeu v EPHu VPo0]*Z Jve}oA v C 0 A[e %% E} Z u |l « |8
little more than the strict enforcement of the default clauses in the debt contract, as
negotiatedexante C $Z ov E v 3Z }JEE}IA EYX €% ES] o+ «Z}po A%
*SE] SoC Vv(}& 8z AE]-S]vP }vSE S E SZ E $Z v 8§} SCEC Vv Nep%

Ju% vGle 1((] pos] X

If correct this approach would find favour with American contradist insolvency

scholars like Schwarteho argued that* % ES] « *Z}uo (E 8} Z}}e % &E
VIEN%S C *Ce3 ue v §Z |E Y and]ReBmuBSEN whowberved

§Z § "(}E 8}} o}vP VIEP%S C * Z}o E+ Z A ylalds 3} E o]l

E 00C % ES3 }(°TheXxantrepianeAtbte contractualist theoryas

introduced in @apter 1,is that insolvency laws focus on enforcing the contractual

arrangements ofirms by ensuring that only structural rules are mandatéry

StrucSspE o Epo ¢« E& SZ}e SZ S "% E}S 8§ SZ ]JvsS PE]SC }(

}%0%0}e 3} §Z}e o AZ}e P} 0 ]e 8} upPu V3hdsza mandaBry %03 35 3

stay is a structural rule and acceptable because it enhances parties ability to contract

with certainty, whereas rules that require continued performance of a contract or

impose prices are not because they are consdamt to enhance esante efficiency.

For the contractualist the purpose of insolvency laws iallow market mechanisms

to ensure he most efficient allocation of resources and thereby maximise social

utility, and the means of achieving this is to provide the minimum interference in

privately ordered solutions.

® Printing and Numerical Registering. @Sampsor{1875) LR 19 Eq 462 at 465

“&E Vvle :Z Vv Apeeu v KU "&JV V] O Je8E o v vl Z «8CEpN SPE]VP }( "u oo 8} D ]
Review of Financg(1) (2005) 6596, p66

A ZA ES1 UM JVEE 8§ dZ JEC %% E} The¥pleLajndournabv (OSABH7C851)

p1810

®Rasmussen RK, "Debtor's ChoRed v % % E} Z 3} }E %o} Eekas Lawl Reyidal¥1692) 5121,

p121

" SchwartzA (1998), 1809

8 Ibid, p1839
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Priorto the Enterprise Act 200the (0} S]vP Z & Preetlphm toEdntract for
the right toappoint an administrative receivein order totake control of a
distressed compag pffairs led to UK law beingregarded as partial
approximation to this "contract bankruptcy" mod&l The implicit sugestion § that
modern English insolvencgw, and in particulareplacement of administrative
receivership with a new streamlined administration sysieepresents a retreat
from contractualismbecause it limits the freedom of secured creditors to contract
for cortrol of the distressed firm via a receiveh retreat from contractualism would
would be in keeping with the chaimg academic mood. As seen ima@ter 1, the
JVSE § VIEN%S C u} 0 Z ¢ ]Se E]S] X >}%p I] «5 § « oy
u} o N uysmaterially inconsistent assumptions and the proof reaches its goal
only through miscalculations from those » p u %o § 13 tis critique focuisg on
problems of unequal access to information aswhflicting incentives because of the
*Ju%eo ( $ Siforslendat different times or under different
]E pues ¥ Westbrook EPp « $Z &AbdlEidrZofthe British system in
TIT U}VeSE § ¢ U%]E] 00C SZ « E]lue A v ee ¥ }( e pnE
because of thdailure of the contract modeto take into account the importance of

control:

Control is the central concept in any persuasive model of the field. A lack of understanding of
the role of control explains the failure to recognize and analyze the crucial distinction between
an ordinay secured party and a dominant secured party and to see that the latter offers a

possible alternative to the bankruptcy trustée.

® EUlUE U ,op Ut o8 E+s U IE%IE & /ve}oA v CEV(3ZZ hwid EJEJuWs dZi /6%
European Company and Financial Law Re{26@8) 148171, p153
1% opucki LM, "Contract Bankruptdy:Replyto Alan SchwartzYale Law Journal09 (1999) 31:842, p319
11 i
Ibid, p340
2\Westbrook J, "The Control of Wealth in Bankruptdyxas Law Reviews2 (2004Y95-862, p796
13 i
Ibid, p861
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Contractualism gives concentrated lenders the scope to pursue their own interests
aheadof those of other stakeholders. thus does nothing to redress the power
imbalance betweemroups such as, on the one haffidancial institutionsandon

the other, unsecured involatary creditors. Mr does itaddress the belief that
‘procedures controlledby secured creditors may tenatresult in outcomes biased
against the continuation of the insolvent companlissiness and towards piecemeal

liquidation. ** Armour, Hsu and Walters continue that:

The prevailing international trend appears to be on the side of the critteat is, astrong
preference for collective formal rescue proceedings in which control rights are vested
(principally) in unsecured creditors. This is reflected in global and regional initiatives in the
context of transnational insolvency such as thdCITRAModel Law on CrosBorder

Insolvencyand theECRegulation on Insolvency Proceedings.

This may seem incongruous given tksults in the first chapter. HE World Bank

emphasised the important role of secured crédlind the IMF stated that

the introduction d any measures that erode the value of security interests requires careful
consideration. Such erosion will ultimately undermine the availability of affordable credit: as
the protection provided by security interest declines, the price of credit wilriably need to

increase to offset the greater risk.
The primacy of contracted security is an important part of the contractualist model of
efficiency and equally of the recommendations of the World Bank and the IMF. If the
Enterprise Act represents du@n erosion of the value of secured credit does this

mean that the law is now le€3rderly and Effectivéhan when it was inspiring the

models used by the World Bank and the 1f?F

* Armour J, Hsu A, Walters(2008) p154

bid

®World Bank2001),p4

7 IMF (1999), 3 Liquidation Procedures, p23

¥ ] EoC W v so] PZ 'U”}IE%}IE § t}EIIPSU §Z >} Fijanci&hStaliity Z v (Jvv ] o
Review(November 1999) 16183, p170
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This chapter, and the next, consider these questions by exploring tipogaiof

English insolvency law and whether this was changed by the Enterprise Actt2002.
looksat the objectives of English Las described ithe Cork Repol and why

these led to revisions to the 1986 law in 20@2e distinctionbetween corporate and
business rescue, and what difference the replacement of administrative receivership
with administration has made. Chaptenadll comprise of a closer examination of the
hierarchy of objectives presented in paragraph 3 of Schedulsf Bfe Insolvency Act
iodo v S$Z v SuE }( 8z ulv]eSE S}E[* ]e- cEedidiv ]Jv $Z
friendliness of the law, as well as a discussion of two important trends in modern
English law: the Administration and CVA as rescue devicethafiePack
administration. It will be demonstrated across theéa® chapters that the increased
inclusivityappears to have improved rather than eroded the position of secured
creditors, and that this remains firmly in keeping with the traditional ceereral

sensitivity of English law.

¥ |nsolvency Law and Practice: Report of thei®e Committee (Cmnd 8558, HM3@82)U ~"dZ }E|l Z %} ES _
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2.2 FROM THE CORK REPORIO THE ENTERPRISE AC THE

INTRODUCTION OF A RECUE CULTURE?

Insolvency Law in England is governed by the Insolvency986tand Insolvency
Rules 1986. These have been amended several 8imes they were passed in to
law, particular by the Enterprise Act 2002. One of the most irtgyd characteristics
of the Englisliegime is that the directors of an insolvent company have a dutieo t
creditors of that compang$’ Hopefully with this in rimd, the directors of an insolvent
firm have a range of options within thiegal framework to deal with debts they

cannot satisfy.

The first is to do nothing. This may seem trite but is actually rather important, not
least because it is h@nuncommonoption for directors of insolvent companies to
take. An insolvent company can continue as long as it wighegided none of its
creditors seek to enforce their debt. The danger in doing nothing, of course, is
exactly this. Creditorsanpetition the caurt to have the company wound up
appoint an administrator, or a properly qualified floating charge holder can move to
appoint a receiver.The holder of a floating chargeill be properly qualified ithey

meet the requirement of the grandfatheringgvisiorf* that the security was taken
before 15 September 2003, and the floating charge is over all or substantially all of
the assets of the comparfy Administrative receivershipas prospectively abolished
by the Enterprise Act 2002 in favour of a neweamlined administration procedure,
hence the requirement that floating charge holders meet the requirements of the
grandfathering provision, but where still possible it represents one of the most
dramatic examples of how under Eist)l insolvency law debtor who chooses to

delay dealing with their debtsan quickly lose control of their own business. The

2 \West Mercia Safetywear Ltd Liquidator of v D§te88] BCLC 250
2L 572A Insolvency Act 1986
22529(2) Insolvency Act 1986
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express powers d receiver will have been set out in the original debenture,
alongside powers set out under s1 IA 1986 under which the management are
replaced and the receiver can take possession and sell assets in order to satisfy the
debt. Importantly 3Z @&  JlityGs fe the floating charge holder and not to the
other creditors andthis dutyis limited only by a requirement of reasonable conduct

towards the company.

Alongside the danger that creditors will take matters into their own hands, another
important risk to the passive debtor is the aforemeorted shift, when the company
becomes insolvenfrom a primary duty to the company to a primary duty to the
creditors. This opens them up to the possibility of action for wrongful tr&tliagd

a requirement to catribute personally to the assets of the company, or fraudulent
trading?®, which imposes both criminal and civil liability on directors for acting against
the interests of their creditors, not to mention thésk of disqualification under
Company DirectorBisqualification Act 1986Thus while it is entirely possible for an
insolvent company to continue trading without making use of formal or informal
insolvency proceedings, there are significant risks both to the company and to the

directors.

The second ajon, therefore, is to attempt to make some sort of deal with the
creditors. At its most informal this can simply mean picking up the phone and
arranging to make a payment a few days Jated informal renegotiation of debt is

an extremely common part afay to day business. In addition to thiagksh law
offers two informalprocedures for insolvent debtors to renegotiate their debts. The
first is a Scheme of Arrangement under part 26 of @mnpanies ac2006. Tis

effects a reorganisation of a cormpy that, once it has the courts sanction, willdin

%5214 Insolvency Act 1986
#5213 Insolvency Act 1986
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both dissenting and unknown credrs, but it is &@pensive and requires the

involvement of the court

Theother informal procedurés a Company Voluntary Arrgement under ss¥
InsolvencyAct 1986, whih is a written proposal by the directoirswhich they
nominate an insolvency practitioner to supervise the plan, skete the business
will be run during the CVAjvea summary oturrent financial information anthe
financial projectionsandmake a omparison withrecoveries for credors under
otherinsolvency outcomesH particular winding up If the proposal is passed by
vote then it binds all creditors who were given notice or who would have been
entitled to vote, dthough secured and prefereiai creditors[rights to their priority
cannot beaffected without their onsent. N further court involvement is required.
Management remains in place, making reports to the supervisoninated in the
original plan The Insolvency Act 2000 introducadnoratorum from companies in
paragraph 2(1) of Schedule 1A, which includes small companies but exchrddésg
and insurance businesses, athis alongside lower costsas made the CVA a

preferable option to the more expensive Scheme of Arrangement.

The third option for directors of an insolvent company is to put the firm into
administration themselves. The directors may make an application to tine: tmo
appoint an administratgrwhich the court will do ifthey consider it reasonably likely
that the administraion will achiee its purpose. fie Enterprise Act 200also

introduced a new oubf-court procedure for appointing an administrafar Either

way, the administrator takes over the management of the company and is appointed
to fulfil the three stace tests under Schedule B 3(IJhese stages are aimed at

maximising returns to all creditors, and the first of théso attempt to rescue the

% Schedule Bl paras 22 Insolvency Act 1986 allow a qualified floating chargderdb do so, paras 234 allow
the company/directors to do so.
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company as a gogiconcern. He has wide ranging powers to carry on the business of
the company, take posseion and dispose of property of the company, raise money
onsecurity v. A& 4SS } HuUu vSe v *JvsSZ }u% vC[e v u X d
appointment of administration creates an immediate ratorium on enforcement

action, and vithin eight weeks of appointmerthe administrator circulates their
proposals forachievinghe purpose of the administration to Companies House, the
creditors and the shareholders. Peditors[meetingis then usually heldithin ten

weeks of appointmento consider the proposals and remmnendchanges, although

the court may make interim orders whegreditorsdo not agree, and the

administrator may also make use of the CVA procedure if they consider it
appropriate. Their appointment is automaticairminated after 12 months,

although t can be extended once byrdonths with creditor agreement. he

ultimate outcome for the companynd often more appropriately the underlying

businessis a question for the good judgement of the administrator.

The fourth and final option for the diregtE e« }( v Jve}oA v C }u% vC ] E
Voluntary Liquidation (CVL). Ttempanyconvenesan extraordinary general

meeting at which ipassesesolutions to approve the CVL (84(1)(c) and appoint a

liquidator. This must be advertised in the Gazetithim 14 days. A creditors

meeting is then convened within 14 dagkthe advertisementwhere the directors

set out the companies affairs and the creditors can vote for the appointment of their

own liquidator, or elect a committee from which the liquidaimust seek approval

when attempting to exercise certain of his powers. The liquidstan agent of the

company andnustc}oo § v & o] S Zassets Memag $eek to

challengevoidable transactions or sue directors for wrongful or fraudulent trading, or

disclaim onerous property, but neeggrmission of the committee (if there is one) or
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the court if they wish to commence legal proceedings or carrguoning the

business. As$s are then distributed in the following order of priority:

x

>]«u] S¢aBtwith relation tofixed charge assets

X Fixed charge creditors

X Liquidators costsvith regards tdfloating charge assets

x Preferential Debtstypically concerning employees orrtan occupational
pension funds

x Theprescribed part of the floating charffewhich is50% of first £10,000 then
20% thereafter up to a aximum fund of £600,00(o be distributed amongst
unsecured creditors

x Floating charge creditors

X dZ o]«u] S}sEvfthregardéo "(E _ ¢+ S v SZ PesofE 0 A% Ve
winding up?’

x Unsecured creditord ordinary trade creditors andrown debts

X Interest on unsecured and preferential debts

x Payments to shareholders according to their class of shares.

Thus Enggh law might be characterised by the way in which it offers alternatives for
the directors of an insolvency firrdoing nothingdoing a dealinformalprocedures,
administration, orvoluntary liquidation These options in turn are characterised by
the way in which they change who controls and manages the firm, and the outcome

being sought.

So how did the Enterprise Act operate to change this landscapelPwhere how

comfortably does it sit with th@rderly and Effectivenodel or as the paragon of

%5176A Insolvency Act 1986
75115 and s156 Insolvency Act 1986
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insdvency efficiency? The Enterprise Airt not introduce the notion of rescue to
Englishlaw. Z VvPo0]*Z Z&E « u poSuE [ A« }EvV 3A v3C C
§ AJSZ 8Z %op o] 3]}v }( Ad&gové@ed coanmissioned review

into the reform of insolvency law that led to the introduction of the Insolvency Act

1986 and

Yundoubtedly remains thenost influential review of therinciples and aims of UK insolvency
law to ever be produced. Its aldy, completeness, and profundity is consistigrremarkable
and it thereforecomes as no surprise that it continues to\seas a point of reference for

insolvency scholars aridsolvency professionals alike.

dZ /ve}oA v C 3§ id&éan ds thfirst wave of rescueriented insdvency

law reform in the United Kingdomi® As Lord Brown&Vilkinson observes iRowdrill

v Watson” § Zescue culture which seeks to preserve viable besses was, and is,
fundamental tomuch of the Actofi6 8 It A « o0+} }ve]alEsic dbjective

of the law to support the maintenance of commercial E o STiXnotion of
commercial morality is an integral part of the assessment of commercial vialAlity
example of how English insolvency law attemptadbieve this is in the
contemporaneousCompany Directors Disqualification Act 1986. Section 6 demands
that upon application the court will make a disqualification order or betwedrs 2
years where it finds that the conduct of the director of an insolvéhtEuU ~u | « Z]u
pv(]s §} }Jv. &v ]v 3Z u v P u ¥ Jhe(resullis thattl@é is

n every insolvency proceedingn initialoverview of the conduct of directors*

% |nsolvency Law and Practice: Report of thei®e Committee (Cmnd 8558, HM3@82)U ~"dZ }EIl Z %} ES
* Frisby $2011) p358

% Armour J, Hsu A, Walters(2008) p150

* powdill v Watson1995] 2 AC394,442A444A, cited by

Armour J, Hsu A, Walters(2008), 149

2adz }EI ZParha@®i_U

% Company Directors Disqualification Act 1986, s6(1)(b) and s6(4)

% Risby §2011), p382
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This is very different from simple strict contractualist enforcemefito S} E- |

contracts.

The Enterprise Act was not, therefore, written to introduce a rescue culture into a
contractualist English law but rather to improve the one that haday been

introduced in 1986. A & E]* C %elEhterpsis@st pioneers nmew dogma,

therefore, but rather seekto apply an existing ideology} @  (( 3 {°At soQoKt_

S} E ¢+ SZ }v Vv SZS " "E - *d %E} HE ° JVSE} p Jv ¢
i660 A E Y puv Epuslo]e v EPu oC ( ]o corpprate JuE P U
E » I®*xdz ~(}E u}+3 F aBachieving the rescue culture was considered

5} 8Z +Ce*35 u }( U]V]*3E S]A E JA E+Z]%U AZ] Z A + "%
overused by lenders and to have creazbnomic recessionary pressuré ThHsis

E u]v]e v8 }( M((}E [+ EPpu v3 3Z 8 JveloA v C 0 Ae /]3>

prevent secured creditors from causing an economic downward spiral.

The Enterprise Act sought to redress an imbalance between the use of

administration, @As (Companyoluntary Arrangemers) and administrative

receiverships.The key quality that distinguished administrative receivership from

the other available remedies was thaii]e ~ C ]S v SpE % E}% E] S}E] 0
remedy, possessed by one creditor, as ofgub® a collective remedy available to all
creditors “° Its principle Z E 3§ E]*3] ]+ §Z & JA E[* %E]Ju EC } o
is to the appointet: 4imited obligations do not prevent a receiver higssly

promoting the interestof his appointer, ad, in doing so, he owesrduty to

B$QE]* C AU ANVA EZY Z-e+u ZPlu WMalgn Lay REAEEH2) (2004) 24272,0247

* Dennis \(2007), p4

¥ Frisby S (2004) 251

% Dennis \(2007),p201

¥AKV }(8Z pvE IPV]l %}ol ] e} VIEH%S C o A ]e 8§} % E}A] c (8C v & (JE 8
secured creditors from collectively starting a downward spiral of foreclosures and bank failures that could result in

the failure of the er8 | E IviuCU « ]§ v EBufford]SL](19948}836

“ Bufford SL (1994p836

“IRE B Johnson & Co (Builders) [1953] Ch 634
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consider the position} ( pve p@E E ]3}E- }(*This confétsed & X _

PE & 0 }( %}A & 8} 3Z Z}o & }( underscérpdfheZ EP U AZ] .
common perception of the United Kingdom as a "bank frienjisisdiction ** Not

only could secured creditors appoint receivers to act on their behalf, butadlsey

Z o %}A E }( A 8§} }JA & §Z %% }]viu vs }( artofu]v]*SE 3§}
the explanation for relatively low usadief administrationand] Ycame under

increasing scrutiny in policy circle$. In essence the power of appointers was

undermining the collectivity in insolvency proceedings.

Concerns about foaed control allowing abuse of process by stronger parties are

E u]v]e v }( t e&rit@ge}dfeontractualisn?® Mokal goes so far as to
EPu $Z 8§ 8Z (o} 8]vP Z &P J¢ ~E ¢ JpouM P uvs ]e%

AZ}e A op ]e]v 38Z 815 o00}Ae 3Z Z}o @& 8} "3 1 }Jv3E}o }(
% % }]vE]vP “@d the]dvelEthat thg believe the business has become

economically distressefi. This led to two key complaints that administrative

receivership was contrary to the rescue objectives described in the Cork Report: first

that it inhibited corporate rescue, and second thatlisenfranchised unsecured

creditors®®

The first concern, that administrative receivership inhibited corporate rescue, was
based upon the evaluation that the powers it granted to receiverse §

incentives for opportunistic behaviour and the prematuraildption of insolvent

“2Frisby S (2004251, citingLathiav Dronsfeld Brog1987] BCLC 321.

43 Armour J, Hsu A, Walters A (2008), p155

“|bid, p158

5 WestbrookJ (2004)

6 Mokal RJCorporate Insolvency Law: Theory and ApplicatuP (Oxford: 2001a), p194

“"Mokal RJ (2001a), p195

“8 Meaning that the business has become no longer viable, as compared to financially distressed due to difficult
acquiring further credit (which may be independent of the underlying economic viability of the firm, for example
when cash flow insolvent due twver-leverage).

“*Frisby S (2006), p65
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}u %o Vv ]°%TFhe root of this argument rested on the notion that théo %0} ]v3 E |
interests might not always be best served by the rescue of the firm:
Ifthe inteE ¢33+ }( 3Z %% }]vd E (Ere-«+6 [ XEAZ riGesiad®ither the

receiver is dutybound topursue this strategy, notwithstanding that better realisations or a

less terminal otcomefor the company could be accomplisheid a different approacﬁ%

The existence of incentives not to rescue where resoight be available leads to

certain natural conclusions:

[the] receivership system had leéd excessive liquidations and inflated bankruptcy costs:
senior claimants lack incentives to maximise recoveries and minimise costs in cases where the
(1Eu[e+ areyorth more than the face value of the senior debt. Secured creditor control,

it was thought, therefore tended to reducecoveries for junior claimanté.

The receivership system was considered responsible for introducing perverse

incentives that droveup costs and liquidated businesses that would have produced

better returns if they had continued trading-heseconclusions are not

HV% E} o u 8] X tZ & E ~ &£ ++]A o]cu] 8]}ve_ v Z}A v (
number is excessive? How do you detarenif costs are inflated? These questions

were approached through empirical work after the introduction of the Enterprise Act

(which will be considered in the second half of this chapter), but at the time of the

revisions such analysis was unavailabbfestead, the notion that perverse incentives

were causing excessive liquidations (essentially that economically viable firms were

being liquidated when a better option was available) gained strength during the 1991

recessior’ due to the impression that thavailability of a quick exit route for

%0 ¢ UArv }viul A op 8]}v }(/ve}oA v C WE} uUE ]v §Z hv]s <]vP }uw }
A §le(C 8Z (€ ]3}@®xford EeEdhohvidPap3(1) (1991) 13957, p152

*! Frisby S (2004p252

2 EUIUE :U ,»p Ut od Es UAdZ }e8e v v (8« }( " uUE E ]3}E }vEE}o |v
h<_U VSEE (}E pe]v ee Z+ E ZU hv]A E+]3C }( u E] P t}EI]VP W % E E} iit ~"
%% Frisby $2011) p360
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appointerswas aggravating the poor economic climafeThe incentive was

considered to be a particularly large problem where secured creditors Vieete-

securedU e Z 8Z 8 8Z Ju% VC[e <« 3ewhsthadienpt aShuctA E
e §Z « uE E ]3YE S Jv 38 pAritits®Eked, did a receivieave

to pursue a going concestrategyif the breakup value of the assetsould be

enough to repay the debt owintp the appointing creditor andover the receiver's

}es M

The second concern, disenfranchisement of other creditors, is not just about
unsecured creditors receiving lower returns. Collectivity and inclusion are seen as

important parts of an improved insolvency regime:

The Governmes [+ A] A Jendhe grounds of both equitgnd efficiency, the time has
come to make chages which will tip the balandemly in favour of collective insolvency
proceedings proceedings in whichll creditors participate, under which a dutyowedto all
creditors and irwhich all creditors may look to an office holder an account of his dealings

Al53Z 32 }s%sset[

This leads Frisby to suggest that even if administration were not any more likely to
increase survival rates than adminidive receivership them® }o0]5]}v }(

E JA E<Z]% ]* v A E%ah the basisithat] ielceivership disenfranchised
creditors. Collective responses are seen as a salve to the potential perverse
consequences of handing control to one interestedtypaand more broadly to
improve both fairness and effency. This is a bold claims ghall be seen in section
2.3 of this chapterreceivership was both cheaper and faster than-preerprise Act
administration, and the efficiency argument is moreitglly the province of the

contractualists.

% DennisV (2007),p201

*® ArmourJ, Hsu A, Walters A (2008159

% productivity and Enterprise: Insolvent Second Chance (G234, Insolvency Service 2001), para 2.5
* Frisby S (2006), p65
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Nonetheless, it was considered th&ietchanges in th&nterprise Act 200Zherald a
new era of corporate insolvency later the United Kingdon¥Y ]JvS v §} 88 ]v §Z
goals ofa superior corporate rescuenvironment, a better retun for creditors and a
generallyfairer system}( Jve}oA v C ]+¥@Ehepechhphésis on rescue
*Z}uo Vv}S§ S§1v S8} Ju%oC $Z § 8Z vVvS E% E]-" § eluPZ§ &
ii] MOSUE <]Ju]Jo & 3} §Zawmpfithe Uhikeg StatesUS law essentially
offers two main routes for dealing with distressed firms, Chapter 7 with a focus on
liquidation orChapter 11 court supervisedamanisatiort’ AlthoughAmerican
literature emphasises choice and market efficiency in insolvency as the route to
redistributive justic&’, applying American commentary to English law is problematic
because it is obsessed with Chapter 11 refdrth A Z &8 iddvélknown, the
S}E[* uv PuvsS pgepg 00C & u Fivm]duringtBeE}o }( $Z

proceedings®? With the possible exception of France, no other major western legal
system does more than Chapter 11 to take choice out of the hands of the
stakeholders and put it into the hands of the courts, in favour of the detfors.

U}HUEU ,ep v t 085 Ee<[ Jukeo] S]}v SZ S n¥afe strimgent C Jv E
contracts regarding the provision of finance to firms in Chapter 11 proceedings
combined with the weakening of control rights through the abolition of
administrative recaiership is bringing the two jurisdictions closer togethshould
not cause the reader to forget just how far apanety began. Chapter 11 is foeds

on the debtor, whereas English law is and alwayslieen foceed on the creditor.

%8 Frisby S (2004) 247

%11 U.S.C. Bankruptcy, Chapter 7 Liquidas®@01784, Chapter 11 Reorganisation ss 11074

0 "Emphasis on efficiency, far from ignoring the consequences of a business collapse, seeks to minimize the costs
imposed by such eventsZ eupee v Z< v ~l o U ~dZ bt Carporate BaheB 1 %S C > A_U
American Bankruptcy Institute Law Revig(l995) 85115, p85

'AS]ESH 00C 00 §Z E V3 0]8 E SUE v ~08e VIEP%S C v (Jvv <« ue 8} }v
(1995), p6364. Little has changed in American coverageesier wrote this.

®2 Armour J, Hsu A, Walters A (2006), p2

¥ See La Porta et als scale of creditor rights in insolvency, in La Porta Rdé@enes F, Shleifer A and Vishny RW
(1998)

% Armour K, Hsu A, Walters(2006) p2
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dZ (}puE ~u ]¥ 6kdloe Ehterprise Act were:

x Abolition of administrative receivership

x Reformation of Administration, toward$ « $ E  u §japproach granting
greater powers to the administrator

x Aboalition of Crowrf Preferential Status (s251)

x Creation of a ring fencefdind from proceedings of assets of a floating charge

to be distributed amongst unsecured creditors (s252).

Thecumulative intention behind th&nterprise Act reforms was therefore clear. The
imposition of wideraccountability on the insolvency practitioneas designed to increase the
realizable value of the company's asseysaddressing the problem of perverse incentives; the
streamlining of administration was designed to make the procedure more flexible and easily
accessible, and to reduce costs. Thpestation of policymakers was that this twin approach
would promote corporate rescue anlly increasinggross realizationand reducing theosts

of formal rescue, produce betteret outcomedor creditorsacross the board’

The focus is on getting thereditors as a whole better incentivised to pursue viable
rescue, a tweak towards collectivity and the elimination of perceived perverse

incentives. The pressing question is, did it work?

®® Frisby S (2004p247
% Fiisby S (2006), p74
" Armour J, Hsu A, Walters(2008), 161

67



23 IS ADMINISTRATION BHTER THAN RECEYERSHIP FOR

IMPROVINGRESCUE?

There have been significant recent efforts to quantify and empirically explore the
impact of the change in the English regime and the introduction on insolvency
outcomes. & E]e C[* Ti110 *Z %} ES }v /v osksa cOmKipatiohwfea
databaseon administration outcomes and interviews with practitioners to show how
practice has changed in response to the.laArmour, Hsu and Walters 20p&per™®
uses a similar data set to explore the theoretical question of the virtue of secured
creditor contrd in the context of shifting behaviour in tlehadow of the Enterprise

Act. In both of these papers statistics are used primarily descriptively but in
combinationwith the qualitative evidence to provide a convincing picture of the
changing approaches insolvency practiceMore sophisticatedstatistical analysisf

the same data was performed in 2006 by Armour, Hsu and Walters to consider the
costs and benefits of secured creditor control, and Katz and Murfffarsedrecord

of appointments from Londoand Edhburgh Gazettes in autumn 2004 in order to
explore changes in the use of administration and look for evidence of abusive
behaviour. As these papers look at data from the same period they can be usefully
triangulated. One of the central contributig of this thesis is to attempt to combine
the results from these papers to explore the effectiveness of English insolvency law

at achieving returns for creditors.

The two immediately evident trends following the introduction of the Act were a

small movein choice of procedure from liquidation to administration and a large

% Frisby S (2006)

% Armour JHsu A, Walters £2008)

Katz Aand Mumford MU 228 C }( u]v] - SEEPUMES §} §Z /ve}oA v C ~ EA]  ~K § iioeU
http://www.insolvencydirect.bis.gov.uk/insolvencyprofessionandlegislation/research/corpdocs/studyofadmincgses.p
dffaccessed 17 dv 2012)
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move from receivership to administratidhPerhaps countemntuitively the decrease

in the use of liquidation is not held to imply an improvement in rescue rates;

‘administrations do nbresult in any significantly greater incidence of continued

trading or goingconcern sales than did receiverships, indicating that the new

% E} HE ]* v}S % E « EA]vP % Erisby@agmeticaly OhseneX

that this should not be much of auE %o E ] U « 237 } A]}pe A %0 v 3]}v (
the same practitioners act as both receivers and administrators, and will tend to

U%O}C 8Z e+ u +&E 3§ P] X

The second trend isquallyunsurprising given that the Act sought to abolish
receivership in favour of administration, but within this data is the interesting

]+ }A E Cledders with grandfathered security, who are still entitled to appoint
E JA EU E UUIE }(3vVv 3EZvVv VvISU Z}}e]vP 8'A%0 % }]vs
Keay and Walton observet«}u AZ § JE}v] ooCU (}oo}A]JvP 8Z Z vP
Enterprise Act 2002, administration is quickly taking over from administrative
E JA EeZ]% * 35Z %E ( EE ]JveloA v C % TEVven uE (}E
where secured@ditors have the power to instigate administrative receivership and
claim the perceived advantage there seems to be a preference for the ostensibly

weaker position in administration.

Why would those with the possibility of having more control througtereership
choose administration insteadAdministration has proved to be significantly faster
§Z v u]v]*SE §]A E ]6n aEerdddea littl§ ovpy Ralf'the timé®

They are also more expensive, having been fouhil e} ] With higher

" Katz A andlumford M (2006), g

2 ArmourJ, Hsu A, Walters £2006),030

8 Frisby S (2006), p65

™ Armour J, Hsu A, Walters A (2008), p164
*Keay AR and Walton P (2008), p90

® Armour J Hsu A, Walters 2006), 29
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direct costs than receivershigg in spite of the efforts to streamline access. Frisby

predicted that this would be the case in 2004:

The procedure remains vemuch ether court or creditordriven,and in this regard will
almost certainly genate more expense and delay thaministrative receivership. The fact
that the pah into administration has beesmoothed will not, it is submitted, drastically
reduceeither. Proposals to creditossill still have to be formulated, meetings still eall
information still provided,voting still completed and noticeddd with the court. Inclusivity,
whilst anarguably laudable aim, is a doul#eged swod and one that may, on balancstrike
at those it was intended to guardrlhis is noto mention the increaed burden on the court

system’®

The increase in costs leddmour, Hsu and Walters to concludetha8 Z G ]+ v}
compelling statistical evidence that creditors as a whole do better out of
administration than theylid }us }( & ]A”® Ghedhdkebart bew compares
their findings on net payments/face valoé the claim in administrative receivership

and administration during the sample period:

Average Returns to Creditors
Receivership m Administration
61%
55%
36%
25%
0.20% 0.60%
Secured Preferential Unsecured 80

" Armour J Hsu A, Walters £2006),p30

8 Frisby S (2004p267

™ Armour J, Hsu A, Walters A (2008)68

% Graph drawn from table Armour J, Hsu A, Walters A (2008) 148, P169
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These results do appear to show an improvement in returns for all classes of

creditors. The shifts ireturns to preferential and unsecured creditors may,

however, be better explained by the reprioritisation of HMR®@an thestreamlining

of administration. Because the changes are expressed as percentages it is difficult to

tell how the 11% increase inttgns to preferential creditors compares to the 0.4%

increase to unsecured creditors. Itis suggestedthatz Jv E « & }A E] « Jv
administration cases may have been eaterbyjncreased costs, which inference

supported by the general lack of anstatistically significant increase in net recoveries

to creditors under the new administration procedu¥?

Vanishingly small increases in net returns may not seem much of a victory, as the
increase in gross returns is cancelled out by the predicte@aser in direct costs.

Costs are, however, likely to be higher during a transitional period and it is
reasonable to predict that costs will decrease as changes begvien if the

increases in returns are excluded as statistically insignificant achign@rsame

returns in a significantly shorter time period represents an improvement in the
procedure, an assertion supported the fact that those security holders who have the
choice post Enterprise Act often appear to be choosing administration ahead of

receivership.

Frisby considers another way of measuring the improvement of returns that might

help explain a preference for administration:

8 Enterprise Act 2002 s251
8 Armour J, Hsu A, Walters A (2008)70¢
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Proportion of 100% secured creditor
returns

36.80%
29.90%
22.60%

Administrative Receivership Pre-EA Administration Post-EA Administration

83

This bar chart shows the proportion of procedures within the Frisby database where
the secured creditors achieved Q% returns. It will be recalled that all three

datasets were from the same time period as those measured by Armour, Hsu and
Walters, and Mumford and Katz. Administration appears to have always provided a
greater level of 100% returns and this improvedstantially after the Enterprise Act.
The difference préenterprise Act may be due to a preference for administration in
cases where higher returns were expected, but this does not tallythvith
expectationthat receivership was attractive to the oveecured. Perhaps the

decision by some secured creditors to push for asset sales through receivership was
based upon an erroneous perception of the typical returns received (bearing in mind
that empirical analysis of returns data was either limited or-ecistent), and that

one impact of the Enterprise Act is that it has led to more enlightenedrgelfest

amongst secured creditors?

The increase in podEnterprise Act 100% returns might more simply be ascribed to

over-secured creditors that would haveatised their assets through receivership

% From data presented arisby S (2006p44, where the proportions of secured creditors paid in full are from the
718 out of 950 cases that recorded both debts owed and payments made.
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moving to administration, and thus inevitably increasing the average. This does not
fit the picture described by the meamaserages for secured creditor returns

described abovegiven that preEnterprise Act admistration was more effective

than receivership, but merits further scrutiny as preventing perverse incentives for
the oversecured was a key objective of the change in the law (aedn® can often

be misleading). It is difficult to draw firm conclusionsatithe operation of the
procedures from recoveries to secured creditors during this sample period, where
the maijority of floating charge holders are likely to have taken the security prior to
15 September 2003 and therefore had a choice as to whetheootorblock the
appointment of an administrator. Whilst the criticism that receivers working for
over-secured clients may not take sufficient care to maximise realisation of the assets
stands, it does not follow that given the choice ogecured floatingharge holders

will have a greater preference than other floating charge holders for receivership
over administration. Being oveecured perhaps results in less desire for control,
which would make the greater speed of administration attractive gively ttan be
confident of recovering the debtlt will be necessary to keep track of changes in the

data as grandfathered security slowly phases out.

A cynic may not be surprised to observe that banks were not universally thrilled to
see the abolition of administrative receivership, as Frisby discovered during her
empirical work on insolvency outcome$]vd EA] A « A E P v €& oo0C
the perception of receivership as a biased and destructive procedure were
ule }v ]A¥However,

an intuitive response to the legal framework of receivership mayrreliable and may

overlooksome of the institutiofs v (]8¢X ' v3 bust @EoritifA ZF %% }]vs E ]

interests, but this of itséldoes not inevitably prejudicall other stakeholders, nor is it

% Frisby S (2006), p68
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necessarilynhibitive of corporate rescue. It @nly whenthe appointer is ovesecuredthat a
receiver could properly pursuelaeakup salestrategy. Where the appointer isinder-
secured in order to maximisgalue and so comply with his duty to thaa@ointer the receiver
must lookto other means of realising the security, and,reoted above, one method is to

attempt to sell he business aa going concerf®

Amour, Hsu and Walters find that the chief explanatory factor for the increase in

returns in administration is the behaviour of the ovs&rcured:

Realizations in administration in the oveecured sulsample were on average around %0
higher than in receivership. Conversely, using the same specification in the-sexieed sub
sample, we did not find any statistically significant difference in levels of asset realization
achieved in the two procedures. The implication is that theeskied increase in realizations is
largely confined to cases in which the secured creditor was-s&eured: in other words, in
precisely those cases where the impact of wider legal accountability might be expected to be

at its most pronounced®

This seem$o support the idea of the increase in returns overall and the increase in
postEnterpriseAct administrations. Howeve& EJs C[* Vv 0Ce]e 0°¢} *Z}Ae 37 &
around 1 in 5 receivergps resulted in full repayment. his is supported by previous

data that indicates that/appointments by unders pE Z EP « & S8Z v}Euy
and that one of theN Z]8§ W %airtHifstifinations for abolitiofs therefore

( oo ]¥useen from the other side of the Enterprise Act the argument that

administrative receiveship was driving a recessionary spiral due to needless

liquidations seems to be incorrect. Equally important, now that a proportion of any

floating charge is diverted to the unsecured creditbthe conditions under which

one can achiee 100% returns havehanged. ri effect it is now practically impossible

% Frisby S (2004p253

8 Armour J, Hsu A, Walters A (2008)70

8 Frisby S (2004p253

% Enterprise Act 2002 s252, Insolvency Act 1986 s176A
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to be oversecured via a floating chargjgit would require a situation where the

floating charge holder is so oveecured as to have a cushion of £600,000 and there

to be no better alternative than fonal insolvency proceeding.et this shift, which
nominally reduced the power of secured creditors and certainly forced them to share
Ju % ES }( $3Z %}3 AZ v Z(uod@Je alsqudiprovked helo Ee 5}

returns.

% The derogations under 176A would not apply to situations of @eeurity. Whereover HE U 3Z }u% VvC[e
net property will not be less then the prescribed minimum, nor would the distribution be disproportionate to the
benefits, as in both cases oveecurity implies that there are assets to satisfy outstanding debts. The ability to

disapply the prescribed part under s174A(4) equally avoids concerns aboesexuaity as the required

arrangements require majority consent.
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24 CORPORATHRESCUBORBUSINESS RESCUE?

It has been show that the Insolvency Act 19&®ught to introduce a rescue culture,
which the Enterprise Aatas designed tamprove, but that although returns to

creditors have arguably improved there is little evidence of increasedcatg

survival. It is submitted thah spite of thighe Enterprise Actlid improve the

Orderly and Effectivguality of English law. This wiaspartdueto a development in

the nature of the rescue culture: an appreciation of the importance of therdition
between corporate and business rescue and an increased willingness to sacrifice the

former in favour of the latter.

The White Paper that preceded the Enterprise Act defined corporate rescue as

u v]jvP ~"§Z § }in%nantia difficulty shodl not go to the wall
unnecessarily’®, which is a direct echo of the description of orderly insaky law
introduced in @apter 1. A narrow interpretation of corporate rescue would suggest
that this means saving the corporate entity itself, but successfidue encompasses

a wider range of outcomes:

Adistinction exists between rescuiriie companyandrescuingthe business of the company

The former, which might e E] o FE%oUME[U A}po JVA}OA 3Z JE%IE § Vv
emerging fom the rehabiliation endeavouiintact, so as to continue substantially tsame

operations, with the sameorkforce and in thewnership of the same peoplélhe latter is

perhaps most accurately expressed as a fofrmorporate recycling.dZ  }u % WwGifess

or aviable part of that business, is sold as a going contea third party. This mearibat the

productive part of the enterprise is neoved from its original owner3.here may be associated

job losses, which will almoserainly include directorshipS.hebusiness itself, however, can

be said to survive, albeit under nemrwnership91

% productivty and Enterpise: InsolvencyA Second Chané@m 5234 (Laon: HMSO, 2001), paragraph 2.6
! Frisby S (2004248249
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Thus Armour, Hsu and Walters expand the meaning of corporate rescue to include all
circumstance®y which the business of an insolvent company avoids closure and is
able tocontinue trading as a going conceth) whether through formal or informal
procedures, as a continuation of the company as an entity or the survival of the
undertaking under new ownership or managemenBusiness rescue is considered
to have many advantage V. ~]15 AJoo ou}*3 oA Ce u AJu]e A op U Jv &
premium is usually available on selling a collection of assets housed in a business
over that that can be realised from a sale of the same assets on a-luéak %]+
and is more in keepingith the laisse#aire ideal described by Santella, where
English lawrecognises the need to preserve the viable economic activities of a
Ju% VvC Jv ]((] no3C us$ v}is &Zrhiskomsof p@giktism (eflects
the principle that unnecessargifure should be avoidedhut equally that ~orporate
rescuemechanisms are not intended toaintain inefficient firms that areot
economically viablé®®> The effectiveness of a rescue culture thus depends on its
ability to identify and support viabilit
€ Ju% vC[* u C }u  ]eSE ¢ ¢ cJu%O0C pe 8Z C & % pv €& §Z
radar, or because they seek advice too late in the cycle of decline, or seek it reasonably early
but then ignore it. Finally, of course, some companies will inelyithbcome economically
distressed as markets change and their products or services become obsolete. Attempting
rescue of these enterprises would be futile, but where the company in question still houses a

business that may be viable the current enquirgsgo whether an insolvency procedure in

general, and administration in particular, is an appropriate vehicle through which to effect a

% Armour J, Hsu A, Walters(2008) p155

% Frisby S (2006), p65

“Ao SE ]8]}vv oo §3]5u u o Plo(3]EEi vRjePorahqlesddveloipées

spontanément par le monde du commerce, reconnait la nécessité de sauvegarder les activités économiques encore
Al o« ¢ VEE % E]e * v ]((] HOS * U ]* %0 * V-ubky KFantelaP @POPOE % E]e 00
*The Insolvency Servick Review of Company Rescue and Business Reconstruction Mechanisms: Report by the
Review GroupHMSQLondon:2000),para. 24.
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rehabilitation. In other words, if informal rescue mechanisms have either failed or never been

attempted, for whatever eason, can an insolvency procedure serve as a stopg?gap?

If a corporation is economically distressed but contains a potentially véadolenore
valuablebusiness, then attempting to rescue the company would be coptathe
philosophy of the Act. This just asnuch the casas forthe pursuit of a hopeless
rescue that merely increases costs and reduces the sum ultimately realised through
liquidation. Frisby observes from her interviews with bankers and practitioners a
feeling that the Enterprise ACtA « u]e }v ]JA Jv 8Z § 15 (} pe }v
to rescue the company instead of the business. Further, there was a general view

that legislation itself will not of itself lead to higher levels of rehabilitation, and that

%oCE]l

that can only be achieve§ ZE}uPZ u} ](] 3]}v }( InpiktEe poSpuE X _

this cultural shift seems to be both occurring and effective. Chapter 1 cited Cohen
and Crookgobservation that irREDKLL%he court has clearly reinforced the aim of

the statute (to preserve Jae) and the rescue culture supported by government i.e.

to save business as a going concern wherever possible and to maximise the return to

all creditors *® They prefer saving businessersaving the company.

A need for a culturadhift was identified and such a shift has been achieved. If it is
accepted that rescuing ultimately unviable business is counterprodyethakin the
absence of an objective measure of the proportion of business that is viable at any

one time, determinil®P §Z 3 0 A 0¢ }( He]v e E o pu Z A Z]v E

[}

is meaningless. An increase in rescue could easily under such circumstances mean an

increase in maintenance of unviable business. Instead the Enterprise Act has made
changes that removed thbathwater without jettisoning the baby; the ovsecurity

issue appears to have been resolved without being @gged, returns have

% Frisby S (2006), p62
*" |bid, p64
% Cohen M and Crooks(8007) p221
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marginally improved and are realised faster, and the judgement regarding viability is
remainingin the hands of the cretbirs. By the reasoning of ti@rderly and
Effectiveinsolvency law modehis improvement in returns should lead to improved
investment, in spite of the movement away from the efficiency underpinnings of the
theory. The next chapter considers in greatiatail how this judgemenis operating

in the new regine.
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CHAPTER 3 CREDITOR FRIENDINESS AND CHOICE OF

PROCEDURE

3.1 CREDITOR FRIENDLINES

Insolvency regimes are sometimes described on a scale between creditor and debtor
friendliness. Creditor frierig regimes employ measures suchraguiring creditor
consent,replacement of management through the appointment of an
administrator/liquidator, absence of automatic stays or asset freezes, and paying
securedcreditors first' The importance of securedetitor priority links creditor
friendliness with contractualism, and the view that distributive efficiency comes from
enforcing market solutions by honouring contractied security. Debtor friendly
regimes, meanwhile, may seek to keep management in pkaoe offer stays or
moratoria to promote recovery. Davydenko and Franks compare two notional

extremes of this scale, France and England:

In the creditorunfriendly code of France, the state imposes ceagiministered procedures in
bankruptcy with the exjitit objective of preserving the firm as a going concern and

maintaining employment. To achieve these goals, French bankruptcy courts are given control
of the bankruptcy process and are not mandated to sell firm assets to the highest bidder. The
role of a@editors is reduced to an advisory function, and their approval is not required by the
court in determining a reorgarasion plan. By contrast, in the United Kingdom, although the
state provides couraidministered bankruptcy procedures, secured creditan veto them

and enforce the default provisions as specified in the debt confract.

1HoustonJF, LinC,LinPandMa® E ]S}E E]PZS<U Jv(}Eu S]}v «Z TBYm& Of Fimanciad | E]J+l S IJvP _|
Economic96 (3) (2010) 48512, p487
2 DavydenkdsAand FrankgR(2008) p566



One of the most important efforts to determine the impact of insolvency laws on
finance was La Porta etfal *%0]}v E]JVP v Z]PZ%CHvEop>v#] o_
&]v v * Rhis ambitious effort to provide a complete objective model of the
qualities of individual insolvency laws was based on twatlkeyes as described

here by Armour et al:

X "8§8Z PE 35 €& 5Z % E}S Sliv ((}&E S} ulv}iE]1sC «Z &
by a country's legal system, the more external financing firms in that
jurisdiction will be able to obtain (the "quality of law" claim). If good legal
institutions can reduce thdsk of investor expropriatioex postthen
investors will be more willing to advance fundge  v3 X _

X ~"dZ <p 0]3C }( 0o P o0 Jve3]8us]lve A (E] » *C+3 u 3] ooC
COUVESEC—-+ 0 P 0 *Ce*3 uY the€ihancing dEcorporate growth,
and through that and other channels, the nature of the financial system and

HosJu § oCU % EZ %°+U }A & oo }viu] PE}ASZX_

One of the key results of the legal origins approach was to provide support from the
notion tha common lawwas® 8§58 E o 8} (E *%}v S} §Z Z vP]JvP v
marketecotuC $§Z v E ]A]o] The Catidityof Xhe legal origins model
has been strongly questioned by Armour et al, whose time series analysis suggests
that ~ vC v P 3&jnhmic effects of civil law origin would seem to be confined to

A 0}%]VP «Ce3 usU v A v §8Z v §8Z AjOkequikinigréstA EC o

within the context of this thesis is their accusation that the legal origins theory is an

® GulpE :U Ilv AU WE]JC > v ~]ue DU ~,}A } > P o <Goanwy GoppAriddn A] v (E}u
W22 €& Z}o EU E ][3}EU vAmédEdn GumMvalbf Eonspdrative LAW(2009) 57%29,p582

“LaPortaR, Lopele-~]o v « &U ~Zo ]( E v s]ezZvC ZtU ~> A v &]vv _U :JuEv o }( W}o]
(1998)11131155

® Armour J, Deakin S, Priya L and Sien280a9) p583

® Ibid

" Ibid, p579

8 Ibid, p594
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ideological costruct of Hayekian origins with little supporting evideridss seen in
Chapter 1, this is not the first time that insolvency theory has been accused of
applying an excessively broad brud8HFinally, the time series analysis approach is

particularly valuhle as it demonstrates areas of convergence in legal prattice.

> W}ES 3§ o[s AJEI ]+ V}EuU}u*0oC Ju%e}ESOEellyE v pv E
and Effective model, both because of the clear similarities between the quality of
law/legal origins thesiand the principles ddrderly and Effectivensolvency outlined
inChapteriu v [thre Wrorld Bank uses it in order to assess and promote a
% ES] uo & $C% }( o 'PTle vedy rm}iéta of erdditor friendliness can
be derived fromLaP@&S S ofe }veS(HAtings $ysteinof creditor rights
which scored France at the lowest end of the spectrum, with a score of 0, and the
United Kingdom as the highest at4The four marks are awarded, one a piece, for
the following creditor friadly qualities: no automatic stay on enforcement rights,
secured creditors paid first, rasttions on going into reorgarason, and
management does not stay in reorganisation. This makes the analysis read a little
o]l e« 0 }( ZZ}A o0}qIPV} &3 u(MEPP 3} P § 8§} ]JvP vVvPo]*Z o
Indeed, there is a close resemblance between the recommendatiothedMF and
World Bank and what English law has been doing for years:
D vC }( $3Z /D&[* E }uu v 3]}ve Z A 0o}vP  encse@iie, s(chZ h<[e Jve}

as adherence to the ranking of claims, the treatment of director fraud, arapepation with

(JE 1PV Jve}loA v C % E} JvPeX 038Z}uPZ §Z P}A Evu v3 & A] A %o

® |bid, p593

Y see the critiques of Insolvency Efficiency in Chapter 1.3

™ Armour J, Deakin S, Priya L and Sienf280@9) p579

2 |bid, p583

13 a Porta R,dpezde-Silanes F, Shleifer A and Vishny @998) table of creditor rights scaling p1136.37, table
of rule of law scaling p1142143

82



the fact that some of the proposals are in line withH recommendations reflects current

L . .14
thinking on insolvency regimes.

This suggests that, at least prior to the Enterprise Act 20020tderly and Effective
model was strongly influenced by the English model of creditor friendliness. The
relative creditor friendliness of English law1998 compared to other regimean be

illustrated below:

Insolvency Regime Efficiency

16

14

12 b - -

ot S 2 2 EEE R R R B

Efficiency of Judicial
System

H Creditor Friendliness

United Kindom
New Zealand
Germany
Norway
Sweden
Australia
United States
Thialand

The chart above shows a selection of countries from La Porta¢tas o]vP «C+S uU
combining the score for creditor friendliness with a marketiiciency of judicial

systent®. The IMFarguethat:

The degree to which an insolvency law is perceived asditor or prodebtor is, in the final
analysis, less importathan the extent to which these rules are effectively implemented by a

strong institutional infrastructure... effective implementation requires judges and

4 E] EoC W v s0] PZ 'U"M}E%}E § t}EIIudeU §Z >} FidancidbStaliily Z v (Jv v ] o

Review(1999) 167183, p170
'* Efficiency of judicial system evaluated by La Porta et al under their rule of law sdadirmta R, Lopete-Silanes
F, Shleifer A and Vishny R¥998),p011421143
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administrators that are efficient, ethical, and adequately trained in commercial and financial
matters and in the specific legal issues raised by insolvency proceedings-délyoo law
that is applied effectively and consistently will engender greater confidence in financial

markets than an unpredictable prereditor law™®

Davydenko and Franks haveihd there to be a correlation between creditor

(El]volvee v ul]vE }AECES-U + p%}v 3Z vI[e
debt exposure at default, using a database of information from participating
institutions. The highest score is achigu®y the UK at 92% and the lowest by the
perennial bogeyman of insolvency efficiency, France, at:5a%e US remains,
(] vS8oCU 8§ §]+8] 00C }VSE ECX /S « }E « "i_ $}ta

substantially more ddistings and fewer acquisins than its debtor friendly label
suggest¥, and an unexpectedly high recovery rate of 78%.is important to note

that the creditor ratings are from 1998 and the Davydenko and Franks return
scorings from 2008, although it is not unreasonable to sagthatdevelopmentsn

the laws of the respective countries have not been so radical in the interim that
significant changes have occurred. Sporadic data collectadebilitating issue in

§Z Vv 0Ce]* }(Jve}oA v C o AX -« lietgs@Geensddoretp» EA W 7
investigate thedynamic effectef particular legal systems in relation to the

production of substantive legal rules: that is, how particular attributes of legal origins
or systems shape and influence the evolution of the law, arndrim the real

econ} u G, although clearly a great deal of speculation has taken place in the
absence of clear evidencé&rmour et al observe that the creditor rights index is

A v C 8z A C ]diffékéht c@ngtituent elements may cut different

]E 3] }soméXarts of the index magancel oufothers, thereby undermining

8 IMF (1999), % Introduction, p6

M bavydenkdsAand FanksJR(2008) p581

'8 pahiyasSand Klappet. (2007) p276-277

¥ bavydenkdsAand FranksR(2008) p581

2 Armour J, Deakin S, Priya L and Sienf280@9) p592
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§Z u V]vP(pov e+ }( §Z % ¥et@heoather fofEedapproach of

PE}u%]vP S}P §Z E §Z + J(( €® v§ Z & S E]*S] » v 0o o0
(E] v oG pudd thiddeological narrative based upon an idealised notion of the

common law: promoting absolute priorityeads to higher recovery rates for secured

creditors, whichf correctwould fit the overarching objective @rderly and Effective

insolvency laws to improve investment returns.

If this creditor friendliness model were correct then the Enterprise Act must have
been something of a disappointmen®art of tre problem is the way the modé
framed. Insolvency laws are described aichotomy between creditor and debtor
friendliness, but this seems rather clumsy where a law is shifting priority between
creditors. It does not seem immediately reasonable to describe the Enterprise Act,
whose principal function is to shift some contfam secured to unsecured

creditors, as having become less creditor friendly. Directors are still removed under
the streamlined administration system. Yet the shift in control represents a threat to
one of the fundamental pillars of insolvency efficign¢hat secured creditors get the
security they contracted for. It represents’hift away from agZoncentrated

creditor modelof governance towards d@ispersed creditofmodel of governance

which vestgyreater control rights in usecured creditors cad  § ] A%cl@elaw
becomes more creditor unfriendly without become more debtor frientig

essence, according to the efficiency model, the law simply becomes less effective.

It would be reasonable to hypothesisa this basishat the changes made iact
would have reduced secured créafi returns. Instead the analysis in ChapteB2
suggests that the change either made a small positive difference or no significant

difference to net secured creditor return8asedupon analysis of CVA outcomes in

ibid, p605
2 Armour J, Hsu A, Walters(2008) p148

85



Chapter 3.4 this writer suspects that administration returns will ultimately prove to

be a netimprovement over receivership, and it would be interesting to repeat the
costs research in a few year#/hether secured creditor returns increased or not, it

is ckar that they did not decrease. Theason for focging on the impact of returns

to secured creditors is because they are central to the insolvency efficiency analysis
of insolvency laws. The justification for efficiency, in the sense that only strlictura
rules are mandatory, is that improving secured creditor returns improves general
welfare. If efficiency is not the optimal means to achieve maximum secured creditor

returns, then the whole theory is called into question.

Applyingthe model of the impact of creditor friendliness applied above, three logical
non-exclusive hypotheses can be derived for why it may be the case that changes in
the Enterprise Act that actively sought to reduce secured creditor control did not

result in educed secured creditor returns:

1. The reduction in secured creditor control was offset by infrastructural
improvements to the efficiency of the judicial system, which it has been
suggested is of greater importance than the relative creditor/debtor
friendliness of the system in the first place.

2. Secured creditor control does not improve secured creditor returns in a
linearly positive fashion, perhaps suggesting that there is an optimal level
after which increases in secured creditor control reduce secureditore
control returns.

3. The Enterprise Act made no significant practical difference to secured

creditor control.

These hypotheses will be explored in further detail throughout the rest of this thesis,

starting with a consideration of the operation of citt control prior to the
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commencement of formal insolvency proceedings and how this intersects with the
purpose of administration. A fotlr factor is important to note. Ae abolition of

Crown preference had an instant effect but the prescribed part praspective

only.? Secured creditors holding floating charges that predated theveiithave
benefitted from the @own | part being returned to the general pot. This will not be
explored further as the only way to be sure would be to repeat the insalven
outcomes investigations, which is beyond the resources of this writer. The focus
instead is on how the new law has changed the environment within which insolvency

is negotiated.

% |nsolvency Act 1986 s176A(9)
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3.2 CHOICE OF PROCEDURBNHO DECIDES?

Insolvency is the technical stabf being unable to pay dehtbut this has no
practical consequence until someone attempts to enforce the déstdesched in
the opening of Chapte2.2, directors of insolvent firms have a range of options for
how to deal with an unpayable debt, ep and including do nothing at allhere are
a number of reasons whg firm may avoid paying a debt, for exampimple human

error, genuine disputes, groints of principle:

Debtors may not be able to meet their obligations for a host of different neastheir
stupidity, greed, misfortune, bad judgment, or inadequate foresight may leave them unable to
pay. They may not be able to pay over the short term or the long term. They may be victims of

their own mistakes or of unforeseeable ciroatances®

Vely often those facing financial difficulty are not best placed to assess their own situation.

The stresses and strains that inevitably accompany financial problems may cause undue panic,

}JE 0% Ev §]A oC Z2Z v 3Z < v [ u v& aepioCficesd afEac@E |+ ]vPOCU A:
E]+]*U 8Z %0}e]8]}v 8Z E 18}E+ u C 51 ]+ }(3v }IA Eo}}l Y /3 ]

accommodating a fully informed creditor can turn out to be. Unfortunately, what is more

common is that the debtor has avoiding tackling itsditors, keeping them in the dark and

providing increasingly unlikely excusgs.

Informal negotiation regarding outstanding debt is a normal part of everyday
business;’much will depend upon the response to this factual situation of its various
stakeholders, and, in general, some form of intervention is more likely where default
Z e Ju E}ps]v ¥ dEhus pdme event or factor beyond simple technical
insolvency is typically required, andibg technically insolvent need not lead to

formalinsolvency proceedings. For formal insolvency proceedings to commence

2 Insolvency Act 1986123.

Bt EE vV U AN VIE umivegsitwdfadhiCagdLaw Revigd(1987) 75814, p779
%6 Dennis V (2007), p12, p15

" Frishy §2011), p351
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somebody, whether creditor, debtor or stateust teke steps to commence them.
An insolvent firm can continue as long as creditors do not seek to enforce their
claims. Any liquidatioor formal rescue has passed through phases of negotiation,
possibly iteratively, with differing levels of formality and court intervention, each
terminated when at some point one of the parties decides that the current level of

negotiation has failed.
The amended Insolvency Act 1986 offers five different formal insolvency procedures:

x Compulsory liquidationby court order at the petition of a creditor where the
company is unable to pay its debts (s122(1)) or where it is just and equitable
that company bould be wound up (s122(1)(g)

x CE ]3VYanmfaryliquidationled by company directors;

X Administration Schedule B offers three means to appoint an administrator

o Para 12 administrative application to the court by one or more
creditors of the company

o Para 14 out of court appointmenby floating charge holders

o Para 22t appointment by thecompany or its directors

x Administrative receivership, where the receiver is appointed by a floating
charge holder with grandfathred security that predates 2003;

x Company Voluntary Arrangement , initiated by the company undétis1
where "A EC +] 00CU % E}%}* 0o ] (}EuUpo § C 8z2 |
andputtoS$Z }u% vC[e pve p&who fay V&tgd@ approve it,

Uv J8U JE E i #18 JuSEIPZEX_

The range of options presented is in keeping with what Armour, Hsu and Walters

- E] e Sv VCIJ]v A o0}% JVve}oA VvV C *Ce*3 ue 3} "% E}A

2 Erishy $2011), p352353
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collective procedures offering (at minimum) a choice between a terminal liquidation
procedure for theorderly winding up of the insolvent company's affairs and a rescue
or reorganis $]1}v % E} ® iz X v ]*3]vPu]*Z (E}u Z supee V[
proposed mentapproach tainsolvency in that it limits eante control in favour of
ex-parte intervention. Tereis clearlystill scope for parties to order themselves
favourably prior to formal proceedingsiot least because of this period of
negotiation that exists between technical insolvency and formal insolvency
proceedings. Armour, Hsu and Walters state that} v }u% v] ¢« E (]Jvv] ooC
distressed, insolvency law casts its shaddWThis perhaps underestimates the
extent of the shadow, as the workings of insolvency law can be seen in the very
earliest negotiations between creditor and debtoAdler, disassing corporate
insolvency theory in the context of debtor friendly US law but in this case clearly
applicable in our own jurisdiction, argues that this process gdldhe way back to
§Z ]Jv]8] o v P}§] 8]}ve (J&E E 13 Acho@eaninitialicapithv A 3} E »
structure, they may adopt a debt component that renders unlikely the simultaneous
} MEE v }( ]veloA v C'The sAdgedtmhistbat investors should be
able to plan such that the only circumstances in which technical imsojvoccurs are
the economic unviability of the business. Although this rather exaggerates the
prescience or indeed the powers of investors, banks in particular are in the position
to extend or withdraw credit, and negotiate to attach security, as shisrt
ee sou v3 }( pe]v e[« A] ]0]8C v 37 ]@Ehjshallowsd@®Pa]v]vP %o)

distinction between formal and informal rescue

[formal rescue procedures] refer to insolvency procedures, enshrined in or recodmnized

statute, that facilitater « p  }pu$ }u Byiway of contrast, a financially distressed company

2 Armour J, Hsu A, Walters A (2008)53
SadlerBU A~ dZ }EGC }( }CE %} @edv YbrkeYoiversityQawRevied (1997) 343882, p344
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is rescuednformallywhere, following a restructuring occurring without invoking a formal
rescue procedure, it is able to continue its business. Typically this will involve "tamomngd"
the company's business to restore it to profitable trading, andl@onsensual "workout"
involving a restructuring of the company's capital structure witb agreement of its

creditors®

Consideration of informal proceedings naturally takes plawer to formal
proceedings. &ties toinformal negaiation retain a first mover advantage as they
are not subject to the collectivism adrimal insolvency arrangementand options
available duringnformal negotiationare virtually limitlessto the exent that they are

defined by the needs and desires of the partfés.

Unsecured creditors may prefer to maintain informal negotiations because an
important consideration regarding formal workouts is the need to involve secured
creditors. Secured creditors atgpically essential to any reorganisati8because of

the effective powers of veto they hold over formal arrangements due to their
continuing powers of action. There are, however, significant advantages to the
involvement of insolvency professionals or the clearing banks (who are often secured
creditors) as it opens up wide variety of whatould be calledemiformal workout
options. These options are not formal procedures identified in the Insolvency Act but
involve professionals and procedures specifically rel&tettie management of
insolvency. Major clearing Bnks have develope&ophisticated support systems for
§Z ]E p-33 andHirms can access calledompany doctorswho look into

the operation of the firm to provide advice on strategy, management and funding,
and turnaround professionals who corttu* Jv§ ve]A **wiie principal

creditors informally agree to withhold enforcement action. This may be particularly

%2 Armour J, Hsu A, Walters(2008) p156157
3 bennis V (2007p89

% |bid, p8s

* Frisby S (2006p22

% bennis V (2007p90
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useful where there are a number of secured creditors because of the costs and
complexiy of collective solutions. $ecured creditorsvho can achieve no traction
with the debtor may benefit from the greater powers of their secured brethren. It
has been argued that the modern banking industry is much keener on these semi

formal approaches to resolving insolvency:

[banks] activities in viding advice and guidancaitsideinsolvency demonstrate their
commitment to the rescue ideology in general. It is the notion that the rescue ideal should
become the primary driveinsideinsolvency that was generally contested, on the grounds that

the very onset of an insolvency procedure makes efforts in that regard stérile.

Thelank[s &€}o ]v Jv(}@&®u o v P}S] §]}v v 8Z <} 00 Z>}v }v

explored in more detail i€hapters.

Only where informal negotiation exhaustedunavailabé or undesirable will formal
insolvency proceedings be commenced. Entering into formal insolvency proceedings
& u 8] o0oC Z VvP « §Z v SUE }( theRbpBdct¥¢lights of pe ~

E ]JS5}E- }u 3}*The ihfdEnaXnegotiation periogdives players an
opportunity to strategically position themselves, but once formal proceedings begin
statutory priority takes effect and freedom to negotiate becomes more limited. This
can lead to the impression thaheering into administration or otheformal
insolvency proceedings becomes almost-fdfilling, causing the loss of the

confidence of customers, employees and suppliers:

There is almost, therefore, a point of no return which, once passed, signals that the best
outcome that can realisticgllbe achieved is a maximisation of value through a sale of the

Ju% vC[e He]Vv X dZ E ] EPHn 0oC v} Z CEu pe Jv & <U]E]VP %o
the possibility of pursuing the survival of the company in administration, but it is suggested

that at the same time it is perfectly acceptable to acknowledge that this will be a realistic

3" Frisby S (2006), p64
3 Dennis V (2007p23
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%o E}%}*]8]}v Jv }voC 8Z wules A %3]}vo <Y Kv ]Jvs EA]A &E
directors (of small, owner/managed companies in particular) take the viewthigat
involvement of an insolvency practitioner, even in an advisory capacity, will inevitably lead to

the demise of the enterpris&’

Secured creditors may seek to recover their debt by appropriating the collateral, but
~§Z]e Aloo A EC } (5 rough thé(nssgatianzof a formal insolvency
%% E} PAEAZ]o pve upE E ]8}E+ "uC =« | 8} £ ps P v
unencumbered assets of the company or, alternatively, to initiate a formal insolvency
% E} [@®E]s CU Z}A A EU E P pe eompulsSory]iguidationoC §Z
procedure that can sensibly be described as primarily initiated by unsecured

E ]3% @< unsecured creditded appointments are hindered by degree of
investigation and investment typically required. The administrator hasyatdu
present a plan for the administration in order to justify the purpose of the

uJv]*8E 3]}vU AZ] Z u ve 3Z 8 Nv 8Z A «3 u i}E]JSEC }( =

been decided upon before the administrator is appointed and the particular
objective inparagraph 3 to be pursued will be equally pre§ € u]V? Whoever

is driving a strategy leading into administration it is not unsecured creditors.

% Frisby $2006)p65, L1
“C Erisby $2011), p352
41, .

Ibid

3 1bid, p363
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3.3 ADMINISTRATION AND BJSINESS RESCUE

Business rescu@5%)is chosen massively ahead of corporagscue (%0)** This

does not appear to represent a radical change in insolvency practice. Prior to the
Enterprise Act the dominant insolvency procedure for viable returns was
receivership, which could not result in corporate rescimes this mean thatyb
continuing to adopt business rescue approapbst Enterprise Acdministrators

are undermining the ovearching purpose of administration? The objectives of
administration were defined inhie Insolvency Act 1986 Schedule B para 3(1),
introduced in pat 10 of the Enterprise Act and representing an apparéaismic

shift in emphasis® It lists the purposes of administration as:

(a) Rescuing the company as a going concern; or

(b) Zz] AlvP §§ & & +pos (}E& SZ }u% vC[s E ]S}E- -
be likely if the company were wound up (without first being in
administration)

(c) Realising property in order to make a distribution to one or more secured or

preferential creditors.

Dennis argues that paragraph]3 ~}v %o pE %} A]8Z Z] E°@ezC }( } i
purpose being to rescue the company. Similarly Phillips and Goldring/dtete

provision makes it expressly clear that adisiration is first and foremostbout

rescuing the corporate erjts & Xf this were correct then administrators would

clearly be failing in their duty, but the statutory duty is rather more subtly drafted

than that and the overarching purpose is not corporate resddekal and Armour

* Erisby $2011) p365

5 Erisby $2004) p260

“ Dennis V (2007p122

4 Phillips M and Goldring JRRescue and Reconstructigrinsolvency Intelligencks (2002) 75 p76, cited by Frisby S
(2004) p261
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argue that administrator must work thugh this list sequentially, eliminating each
option in turn if he considers that it is not reasonably practicable to achieve it, or that
the pursuit of the objective next in the list would bring betteturns to creditors as
a whole.*® The final purposerealising property to satisfy secured or preferential
creditors isthus only being targeted where the first two are nmeasonably
practicable andhis strategy would not unnecessarily hatie interests of the

}u %o v E¢ditors as a whole. This iscairate but may still leave the inaccurate

impression that corporate rescue sits at the top of the hierarchy.

The reason why this is not the case becomes a great deal clearer once the benefits of
viable rescue to all parties are understodfla businessescue would achieve better

returns than a corporate rescue then the administrator has a clear duty to pursue

this course of action, and a liquidation will only achieve better returns for creditors as

a whole where a rescue option is unavailatiie® d Z sténsible toptable place of

corporate rescue in the statutorgcheme is, therefore, arguably illusofy % E P & %o Z
i} ev}s A} § Z E - philosophydiitPatréf retains aholly

justifiable flexibility, to be exersed on the basis of comercial }ve] @& 3$TmeX

their interviews Armour, Hsu and Walters found mixed opinions regarding the impact

of these changes amongst insolvency professionals, some feeling that their role had
always been to maximise realizations, and that regardiessG@ ( oristrainedby
professional regulation and reputational go E v «dgstheZob properly[>*

Whether acting as receivers or administrators, insolvency professionals were

% E]V ]% 00C }v }JENVEA]8D € §Z E $Z v o Brangipge] E 3]}v

(E}u 32 A] 10]18C }( 8Z Ju% VC[e He]v = 8} 8Z A£ES vs }(

8 Mokal RJ and Armour(2004) p1

*The clear advantages of maintaining active trading, typically though a CVA, will be illustrated in section 4 of this
chapter.

%0 Frisby §2011), p362, p368

* Armour J, Hsu A, Walters(2008) p164

%2 Frishy $2011), p363
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lenders, suppliers and customeiihe appointment of a professional, one with

experience, discretion, and flexibility, may increase the confidence of parties:

Thepower to appoint an insolvency practitioner as administrator of the company can be seen

e U}A 3} E eepE uvVv P UuVvVESZ3SSEZ %E} UE ]38 o( ]* Vv}S v

}(8zZ v I[Y ]SuC Vv IHME P uv P uvs 8} « | rerthes v § %o}]vsS v

beginning of the cycle of decline rather than towards the very end. The restoration of a degree
of autonomy that the appointment power may be seen to offer, and the fact that directors
may be able to appoint a practitioner who has advised them,smbas a degree of

knowledge about the company and the options open to it, is clearly intended to provoke a

ZA]JESp}lpe JE o [ }( @EoC }vepos 8]}vo JVvPBPE} UIE E p% E §]A

This being the case the abolition of receivership may have besmak about
restoring confidence in insolvency professionals as it was about improving the legal
mechanism, notwithstanding the importance of correcting the perverse incentive for

the relatively small number of ovesecured claimants.

The Enterprise A® «}uPZ8 3} "%op3 }Ju% vGC E e nu §3Z Z ES }( ]

procedures because we want to save companies which have a decent chance of

‘LEA]A 0 +} §Z § §Z C E v}§ E]A VEh&mmihaed pvv e+ E]

administrator is responsible for making avaluation of the commercial factors and
%oUEspu]vP E o p }ud Ju AZ E ~E® They mosCapplyEheis] o
discretion to determine if the firm has a decent chance of survive:Z % }]vs A]3Z
out of court administrations is that they d@€ oC }v C}uE ip’ Plawwdes oo X _
the exercise of this judgement call fit within criteria forderly and Effective

insolvency?

%3 Frisby S (2006p11

* See Chapter 2 for more on the Enterprise Act and the distinction between corporate and business rescue.

** Mokal RJ and Armour J (2004) p2, cititamsard 2 July 2002Column 188 (Lord Macintosh of Haringey).

% | A 1986 Schedule®ara 3(1)(a)

% Frisby S (2006), p16, from an interview with an Insolvency Practitioner on the proper uses of the administration
procedure.
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dz E & vuu E }( A Ce v AZ] Z 5z UJV]*8E S}E]-
might come before a courtTwo importat fashions argaragraph74 andparagraph
75 applications under schedule B of the Insolvency Act 1988/ (E P& %o Z 00 -

to target an administrator who is either careless or who deliberately and

£ C

Ue

HVV ee EJOC « E]J(] *» 3Z A o( E%JUIAZ ZFv S Mo & PAE} %0 Z

e U ul®&E JE& S8 § §Z Z ]+Z}v ¥EHxercispwftBaE S} E X _
administratorf discretion regarding the best commercial outcome leaves plenty of
opportunity for controversybe it the accusationthat u]v]+*SE &Ejdyued

as a quasiiquidation with no attempt to save the company or its business or trade

§Z ue+]Vv° orunsecured creditors finding the phoenix pf& | "% E} o0oC §Z
ule$ JV(HE] 8]vP }us }u Jv vC ]v< darebrgadly Gere ishey P X
common anxietythat viable firms are being allowed to fail, such as Keay and

t 038} vdoncern that rescues attempts were occurritgv o0 ¢« SZ v 19 }(

ulv]*3E $YRnsKdétand Mumford astutely observé§Z E ]+ v WEP v§ v

§} o EJ(CY]¥)IB]}v v u epE u vs }(~ 88 & E sposS_ ]v
this may be marginal or inconsequenti&t Lacking any way to know for certain how
many firms in administration would survive if rescue wpoesuedi,it is difficult to

know whether 10%sia good oa bad return. &ced with say an application that an
administrator has sacrificed the welfare of a floating charge holder by attempting an
ultimately failed rescugor sacrificed the welfare of employsdoy liquidating a viable
firm, how is thgudgeto determine if the administratofe J¢ & S]}v Z o %

properly applie@®

8 Frisby S (2004), p264

*Keay AR and Walton P (200895, and se€hapter 33 for further discussion of quakguidation.
% Frisby $2011), p387, and see Chapter 3.4 for further discussion epackaged sales.

¢ Keay AR and Walton P (2008), p143

®2Katz A andlumford M (2006), g7
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A baseline approach would bergly to look for dishonesty. RE judge would only

rule discretion had been incorrectly applied upon discovering evidence of
malfeasane. ¥5is clearly aimed at this sort of behaviour. Frisby identifies the
administrator as having a duty to act honourably as they are an officer of the court
under Schedule B paragraph 5, suggesting that unlike a receiver they cannot partake
in certain value m@mising actities such as actively repudiatisgme unprofitable
contracts entered into before their appointmefit.Yetthe u]v]e3$ E datjeE [
regarding theapplication of his discretion clearly go beyond simply behaving

honourably otherwise there wuld be no need for s74.

Mokal and Armour argued in a 2004 paper that in the exercises of his discretion the
administiator was subject to a fiduciary duty to the creditors, applying the rule in

Hastings Ba$sto the administrator as a fiduciary:

(i) Did the fiduciary take into account an irrelevant consideration or did not take
into account one that was relevant? And if so,
(i) would his decision have been different had all the relevant considerations
been taken into account, and the irrelevant ones iggas™
This seems to bring us closer to an econometric approach to the law, where the
judge might consider the same sorts of factors as described above (past earnings,

stock and bond prices, etc.) and then make a comparison where

not to take into accounteasonably discoverable factors relevant to determining whether the
continuation of the company as a going concern (by preserving for its benefit the specific skills

and knowledge of the local market of its piléstress shareholdemanagers, say) would rek

Jlv SSE& A% § €& SuEve (}& 18 E 1S}E-* SZ v ](SZ }Iu% vC[e

to another company (with little knowledge of and enjoying no goodwill in the market), would

% Frisby S (2004p268
® Hastings Basi.975] Ch 25, 41 (Buckley LJ)
% Mokal RJ and Armour J (2004), p5
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8§} IPVIE }ve] & §]}ve & o A v 3itereSAdndRvosid thueE 13} E [ |
constitute a breach of dutf/e.

This is a really interesting way of thinking about the courts discretion. Perhaps
regrettably, D} o0 v GEUu}pE[e $Z ] } » v}§ spEAJA u}E E V¢
insolvency law, for example theling inUnidaire PLT that the administrator
NE § Jve  A] ]* & 81}v. o }v Z]e s i S]A }%]v]}v AZ] Z
}( Z oo vP Jv Jves v o }( ( 1%t i3 @sqiiFicHIt ©]donceiys C X _
of how the administrator coulddwe a fiduciary duty to all creditors when inter
creditor conflict is a common part of the insolvency process. Rather, it seems that a
s74 intervention is extremely unlikely to occur on the grounds that the court consider
the administrator to have incorreSoC e+ o 57 A] ]0]3C }( (]JEu “pvo

JUESs v e SZ]JEAC o E 35} }%3]vP «}u (JEu }( Z]IEE
regard it is at least arguable that an administrator, having once formed the view that
a particular objective should beupsued, cannot be called to account under

% E PE %Z 60X _

The question being approached in this chapter, however, is not whether Mokal and

Armours interpretation of the auJv]*SE& S} E[e HS] ¢ ]butdvhether %o % 0] ©

such an approach to his duty wloupromote Orderly and Effectivansolvency. The

/ID& Z A 0 E $Z 3§ uv 3J]EC Epo *U AZ VvV % E ]+ 0C (}C
E § ]VBuEthe World Bank warn that modern rescue procedures responding to

the commercial expectations of dynamic marketsay not be susceptible to precise

(JEupo « € us« P v & 0oC & oC }v +]Pv ( ShE « 8} Z] A :

% Mokal RJ and Armour J (2004); p6

¢ Unidare Pld v Cohen and Po\j2005] BPIR 1472

% Dennis V (2007), p122, cititinidare Pld v Cohen and Po\j2005] BPIR 1472
® Frisby S (2004p265

°MF (1999) 2 - General Objectives and Feagsrof Insolvency Procedures, pll
" World Bank2001), 5
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This is a different type of certainty, recognised as counterbalance to discretion:

The greater the discretion that the law confers upon toeirt and the designated officials, the
greater need there is for an adequate institutional infrastructure. Countries that give their
judges such a key role in the decisimaking process often find it necessary to establish a
specialized court system, guas a commercial court or a bankruptcy court. The members of
the court may be professional judges, preferably with special training and experience, or may

be elected by the business communtfy.

The uncertainty created by effective commercial engagenneitie negotiation
phasesand the power of the judge to recognise the expertise of the insolvency
specialist, is offset by increasing institutional certainty. Specialist courts, specialist
judges and highly trained insolvency professionals witluty to actas officers of the
court allowplayers to know that although they cannot be sure of the outcome they
can be sure that it will be decided by an institution with a good understanding of the
situation. Court oversight to limit bad faith and irratiomyaimproves confidence in

the commercial system.

There are good reasons to be concertiedt judges avoid dabbling ife

uncertainty of diagnosing the reasons for commercial failureleasonstratedin the

shocking recent decision at the High CourtSmyith J to order that HBOS pay ¢t

creditors of Farepak as itsfusal to extend the failing firfp } A E HEglftthave

| %35 & E % | PYJVPY € v ¢ AZ § Z %% v 3Z E U AZ]o*35 %o
acceptable, might not be regarded in the public's eyebeisg acceptable” The

Farepak case is dis@esl in more detail inl@apter 7, but fear of judicial overreach

and inability to make good commercial decisions has been a frequent concern of

theorists and particularly insolvency efficiency theoristackson complained that

2 IMF (1999), 2 General Objectives and &erres of Insolvency Procedures, p12
PG E % | }00 %o W u P % & 321GIune 2018htp:Kviww bbic.co.uk/news/business
[18540914(accessed 17 August 2012)
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ig Peso | He]v e SE JV]VvP v A E }A E0C }%S]ul+s]
success, theresultbeingZ & »~ VIEP%S C A op §]}ve C ip P « E
Z 1P % Xhe common theoretical belief that judges did not maked commercial
decisions has, however, been subject to strong challenge. Inl0&Tson, who

had himself prexdusly been a critic of the judici@ faculty for commercial decision
making,performed an empirical study of the docket obi&bankruptcy ourt over

the course of a calendar year comparing the continuation decisions made by judges
against the optimal decision making modeél. He discovered that judges actually

made very good decisions about whether cases should be continued or not, that the
behaviour was ver close to the optimal decisiamaking modeland they played a

major role in filtering failing firms from viable ones with no systemic bias in favour of
saving norviable firms’® In 2008Djankov et atonsidered the role of judiciabatrol

and its relation to creditoraturns in a cross country study of debt enforcement in 88
countries, using survey responses from insolvency professionals regantindel

medium sized firmf! They found that richer countries were considerably more
effective than poorer countries. The difference Wiaked to the use of specialist

courts that were able to deal with cases faster buicially also increaghe

likelihood that the firm continued as a going concétriWhen developing countries
attemptedto mimic the use of specialist courts differesée administrdive and

judicial competence weréound to result in more expensive procedures without the

associated increased returns:

In the rich countries, although these procedures are timeconsumingeapdnsive, they

typically succeed in preserving the firm as a going concern. In the developing countries, in

™ Jackson TH (1986), p220

®"DIEE]}v ZU A VIEU%S C ]*1}v D IIJVPW v u%ihGrhalBugidessC }( }vi]vu §]}v

v | E p %o SJdurnalldf Law and Economi(2) (2007) 38419
™ |bid, p385

T iVvIJAAU , EE§ KUD >]+Z v ~Zo] (E U ~ v§ \JbumEal of PoliticalEEEpnomg Z  t} E o

116 (6) (2008) 1105149
8 Djankov et al (2008), p1135
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contrast, these procedures nearly always fail in their basic economic goal of saving the firm; in

fact, 80 percent of insolvent businesses encbeing sold piecemeé?.

What this demonstrates is that the one size fits all approach of insolvency efficiency
is not an appropriate way of viewing creditor returns. If a countries legal system is
underdeveloped, undersupported, or perhaps vulnerable to corruption then absolute
priority may be the way to go. However, if your system can properly support
specialist courts then better returns can be achieved by allowing the application of

judicial discretion and incorporating a rescue component.

™ |bid, p1146
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3.4 CVAVERSUSRE-PACK IS THEHE ONLY ONE GENUINEESCUE

PROCEDURE?

This chapter opened with a consideration of the notion of creditor friendliness, and
explored the idea of English law being based around a range of choices and
alternative procedures. Who makes these choieesl how has a signi€ant impact
upon outcome. fiie discretion of both insolvency professionals and the judiciary
therefore playan importantrole in the process. rlow turn to two examples of

modern, businessescue orientategractice in English commercial lgand how

they can create problems of confidence in the system): the housing of CVAs within
administration, and the prgpackaged business sal&he purpose is to highligiihe

way in whichoutcomes can be influenced by how choices are made during the

process.

These represent very different types of rescue solution. Both are effective in their
own way, just as both have individual shortcomings. It will be shown that the
Administration + CVA, and particularly the trading CVA, can produce excellent returns
for creditors, but requires significant complicity from all parties with the result that it

is underused relative to other insolvency procedures. ThePRak, meanwhile,

provides what may be surprisingly positive returns given the extent of the negative
coverage it receives, but that negativity undermines public confidence in the

insolvency process and possibly the survivability ofgaekaged rescues.

The purpose of exploring the virtues of the administration housed CVA is not to argue
that pre-packsshould be removed or limited. One of the strengtfishe more

EnglisHaw is that both options are availabland it is clear that there are

circumstances in which one is preferable to the other. Rather, the aim is to highlight

that the inclusivity of he administratior- CVAprocedure, from the input of
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specialist discretion to the role of creditor votesad a positive impact on returns.
There are lessons to be learned here that might furtimeprove the prepack

procedure and insolvency practicergeally.

3.4.1 Is the Administration+CVA the only genuine rescue procedure?
Administration is not in itself considered to be a particularly effective rescue
mechanism, but there is greater enthusiasm for its use toseca Company

Voluntary Arrangement- s *A%Y] Z u]PZ3§ ipue3s o $} (fSome}Av E - |
% E 3§]8]}v Ee+ }he pniydgesuriensdlvencyE « p u Z ¥nthe

post Enterprise Act regime. In the Administration + CVA combination the
administrator proposes the CVA to theeditors once he has control of the assets.

This may be principally because it allows them to avoid the Schedule B1 paragraph 65
Insolvency Act requirement to make an application to the court in order to distribute

to secured or preferential creditorsThe combination has, however, the additional
benefit of giving the administrator access to the unique flexibility and elements of

creditor collaboration inherent in the CVA.

Governed by s&7b ofthe InsolvencyAct 1986a Company Voluntary Arrangement is

% statutory form obinding agreement §A v Ju% vC v ]3% IEs ]3}EX_
designed to facilitate swift and straightforward arrangements between the company

and its creditors. When used independently of administration it is most likely

entered nto with a view to the continued survival and operation of the comf3ny

8 Erisby $2011)p366

8 Erisby S (2006)63

82 s1(1) Insolvency Act 1986
8 Frishy S (2011p370
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andpossibly maintaining customer relationshifisBeing largely contractual in
nature® its main advantage is flexibilfU JE +« < C v t 03}v % ps ]3U ~}v
immediately struck wh how little detailed guidance is given as to what a CVA should
0}}! o]l }{Htis}tkerefore most useful where
§Z }u% VC[e pv EOC]JvP pe]v ee u C eluv U ps 18 vvis ((}&E
00 83Z 8 ]3A «3ZuY /SUE %EYA 153 3} BZ Ju% vC[e E ]5}E-

to some arrangement whereby the creditors are paid less than they are owed, but the amount

paid is more than the creditors could expect on windind*up.

Directorswho wish to set up a CVA mugbpoint an instvency practitioner as

nominee who is asked to endorse their proposal, whereas a CVA housed within an
administration already has an insolvency practitioner in place (the administrator)

who is familiar with the case. The nominee reports to the courtila c ]S} E [
meeting vote on the proposal passes the threshold of 75% value and 50% of
members. This process is highly technical, meaning that the Administration/CVA has
an inbuilt advantage when it comes to effectively achieving a CVA as in practice it is
#irtually impossible for the directors of the company to prepare a [CVA] proposal
A13Z1Ius «+]%5 TheyXypically come in two typetrading CVAs, which involve

an arrangement to pay a certain amount each month, and asset CVAs, where assets
are sotl and used to pay off creditors. Like schemes of arrangement they are
attractive because they are binding over all creditors whether they accept or not, and

creditors may even be bound if they did not receive notftce.

8 Walters A and Frisby Breliminary Report to the Insolvency Service into Outcomes in Company Voluntary
Arrangemaents (2011),
<http://webarchive.nationalarchives.gov.uk/20110525173706/http://www.insolvency.gov.uk/insolvencyprofessiona
ndlegislation/research/corpdocs/CWReport.pdf>(accessed 12 September 20,1419

% Re Kudos Glass Ltd (in liquidatif2g01] 1 BCLC

8 Dennis V (2007p96

87 Keay AR anwalton P(2008) p142

8 |bid, p141

8 Dennis V (2007), p98

0 55(2)(b)ii IA 1986
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The CVA had been described asth&lh eu ] }( E « 4 S ZV]<pu » me (7

perceived cost, the lack of speed in implementation, the attitude of creditors and the
need to obtain the consent of such a high proportion of creditors to the

EE vP u vSY € v o luulv }vth&Ethe pfop@Sed]rioptBee [in

S e Se o ZU}USZ%o] [ 1T $e rightE of thp@eeitred creditors

hang o]l ~A}E }( u*aver the negotiation as they cannot be altered by
a CVA without their conserit It can also be difficulib get holders of floating

Z &P « }v } GE He J( *SZ s (]o* % E u SPE oCU s§Z
find that most, if not all, of the floating charge assets have been swallowed up under
the CVA in favour of the unsecured creditors. This poténtiisastrous result needs
5} Jve]l] E (}@&E VEUE Z}o & PJR*A]3e }ve v§ §}
combination of administration and CVA mediates all of these problems: the
administrator has the skill and expertise to efficiently implement the Ce¥@ured
creditors and floating charge holders are already party to the administration and so
are easier to bring on board with the CVA, and the administrators duty to achieve the
best possible return for all creditors ameliorates the impression that theyttae

directors[mouthpiece.

I bennis V (2007), p94, p102

%2 |bid, p106

% Insolvency Act 1986 s4(4)

% Keay AR anWalton P(2008) p164
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3.4.2 CVAs are Liquidation in Disguise?

CVA Outcomes

Dissolved without further procedure 18%

Active 14%
CVA Ongoing 13%
Dissolved after compulsory liquidatio 12%
Dissolved after CV 12%

Compulsory Liquidation Ongoin 11%

CVL Ongoing 9%
Dissolved after administration 7%
Administration Ongoing 2%
MVL/New CVA 1%

Active (Proposal to Strike of 1%

95

it19 }( s« }uu v Jv Tiio v Al8Z «}u (}Eu }(idve}oA v§ }u
the sense that the CVA was terminated prematurely by the supervisor, almost
invariably on the grounthat the company had failed to make the agreed
JvEE] p 89 AvshE other end of the scale, 14% emerge as active firms and the
further 13% ofn-goingCVAs are likely to lead to a rescue outcome as by this point

they have been trading profitably fory@ars?’ The obvious difficulty is determining

whether 27% rescue is a good return quaned to the 52% dissolution.

Lacking a frame of reference may lead to geductively easy conclusitimat
because there is more dissolution than rescue the proceneeffective as a rescue
technique. The ostensibly high level of failure has led the accusation that via the CVA

A ulv]eSE S]}v ] ]vP {liquidation with rg attempt to save the

% Erom pie chart found at Frisby(&011) p372
% Frisby §2011), p373
97, .

Ibid
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Ju% VC }@E ]3¢ pe]v ¢+ }E Stor modZmalgratply, 457 E ] *}u
evidence that the administration procedure is being used where a company
A}louvs EC o]<p] 3]}v ul]PZ8U }¢3 ve] 0C 3%Certhidy «<p 00C
there is strong evidence of a proportionate switch from the use of @VLs

administration®®

Frisby suggests four reasons why administration might be being used as a substitute

for a CVL:

1. As aresponse to the ruling Re Leyland DAEthat made costs and
expenses of liquidation no longer payable in priority to claims of legtihg
charge holder, by contrast these expenses are protected by statute in

192 |f this is the principaleason then she observes that we

administration
should expect liquidation in disguise to disappear after the statutory reversal

of Re Leyland DAf®

2. If the insolvency mfessional recommends administration they secure their
own appointment, whereas recommending liquidation may result in the

appointment of another practitionet®*

3. dZz zZv A \pk€Bomé&nonX|[ dZ]e ]* }vv & 38} 3Z + }v E -}
that smaller newer firms dealing with liquidations dot believe they will
get appointed as liquidators but want the business as an administrator,

Ju% o0 u v3§ C ~"§vs3]JA Al v (E}u &z § 3} *U%oY

% Keay AR and Walton P (2008)5p9

% Erisby S (200616

10k atz A andumford M 2006), p13

1B ychler v Talbd2004] UKHL 9

192 Erishy S (2006), p74

% nsolvency Act 1986 s176Z#hich restored priority of expenses in winding up.
19 Erisby S (2006p77
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(8 v C su 00™ME (JEueX_

&E]s C[* vA VvSE v3 $Z }EC u C *U% % }ES Jv ]E S0C (
(Jv JvPe & P & JVP Z e [ }( u]v]eSE S]}v % E&} MHE X dZ |
sample of administrations 29%y number but 3%y value were either unjustified or

only justified by the existence of secured and preferential creditors (and therefore

arguably not within the meanings of the objectivé¥) Procedural justification need

not correlate cleanly with abus8’ although equally it is natle factothe case that

the increase in asset sales within administration means there were agaisiog

vau E }( ~ JePpule  o'ff pHpwevkEywrhat evidence there is of the

existence liquidatiofin-disguise is associatevith an area of the market made b

large numbers of smallalue administrations (hence 29% by number and 3% by

value)*®

exactly the type you would expect to be handled by smaller firms. This is
also evidence of an important fact about the insolvenwarket: there is diverse
behaviour between different groups, for example between large scale accountancy

firms and small IP practices, and this should encourage caution when considering

aggregate statistics.

3.4.2 Administration Housed CVAs are Orderly and Effective.
The fourth reason presented by Frisby for the shift from CVLs to asset based sales
within administration is, if cynicism can momentarily be suspended, convincing in its

simplicity. Insolvencgractitioners may be choosing administration oViguidation

195 hid, p79

1% Katz A andumford M (2006),p5
07 |bid,pa647

198 Erishy S (2006p79

19katz A andumford M 2006),p5
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not for selfish ends or as a back door to quick liquidations, but because it achieves

better all round results:

Administration has considerable advantages over liquidation in terms of the speed at which it
can be entered, and the enhanced pers of an administrator in dealingith assetsand

managing the business of the company. Liquidation has some deleterious effects in terms of
terminating contracts of employment and, in some cases, other contracts subjgrtddacto

clauses which may narise in an administratioh'
Frisby expands upon this theme in a later paper:

The most probable explanation for this is that the company finds itself in a position where it
cannot be the subject of a solvent winding up, its debts exceeding its asaethaba

relatively short period of continued trading would result in the completion of executory
contracts which in turn would swell the assets of the company, thus allowing for an enhanced
insolvency dividend for its creditors. In other words, the ewahdissolution of the company

is contemplated from the outset, but the use of a CVA is designed to facilitate an orderly and
more productive wind down of its operations without the risk of creditor pressure orgwen
operation threatening the maximégion of value a trading strategy is calculated to

111
enhance.

Reworking of the presentation of the data in the rec@meliminary Report to the
Insolvency Service into Outcomes in Company Voluntary Arrangeloydrtisby and
Walters demonstrates the dramatic eantages to unsecured creditors of C¥Aver
liquidation*? This pape considers a sample of 177 GyAut of which the average
return to unsecured creditors was 16%. They observe th# & Z %o *

]+ %o %o }]v¥I52PooCeeditors receive a return of 0%, bifJv ]38 28} <}u

extent heartening to note that dividends of over 30% were returned in 14% of the

M0 krishy S (2006p80

M Erishy §2011), p374
M2\yalters A and Frisb§(2011)
3bid, p24
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« o Jv 3Z -« 'H®Byodrawing on different pieces of evidence in their paper it is
possible to avoid the problem of judging CVAs in a vacuum and makedear

observations about the relative efficacy of CVAs compared to liquidations:

Average Returns to Unsecured Creditors

m CVA m Compulsory Liguidation

60%

50%

40%

30%

20%

Proportion of Creditors

10%

0%
>1% >9% >19% >29% >39% >49% >74% 100%
Level of Returns

This chart is devised from two tables presented in the CVA outcomes tEpartd

makes the advantages of CVA returns over CVL returns abundantly clear. Participants
in a CVA are on average far more likely to get far greater retiitmis.in itself is not
particularly surprising, as it is well known that returnscteditors in liquidations are

lower than in other procedures. It would be illuminating to be able to priyper

compare returns from differing insolvency procedures in the same way, although

there are difficulties in comparing lik&ith-like and it will require more time and

data than currently available to prodedhe sorts of studies requiredWhat this data

does show us is that when a director or administrator meets the requirement of

M walters A and Frish§(2011), 24
M5 1bid - Figures on returns to unsecured creditors after compulsory liquidation p38, Figures for returns to unsecured
creditorsafS E s [+ (E}u 24. Perdéntdfges werecalculated to exclude unknowns (6% unknown in CVA

v 89 pviviAv ]v Ju% poe}EC o]cu] 8]}veX A v ](8Z 09 s[+AE 19 E SpEve v
returns, which would be startling to say the least, it would do almost nothing to changevérall picture of strongly
better returns through CVAsThe data is from a sample of 177 companies out of the 547 CVAs recorded as
commence in 2006 by Companies House, and is therefore 32.4% of the entire population of 2006 CVAs.
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including in their CVA proposal a financial assessment including comparison of the
likely CVA outcome compared to a liquidation outcotthe, CVA is likely to be a
much more attrative alternative. If an active, trading CVA can be achieved the

results are even better:

Improved Returns from Active CVAs
m CVA with Active Continuation = CVA Average
100%
&
o
£ 80%
L
S 60%
o
c
S 40%
s}
S 20%
a
0%
>1% >9% >19% >29% >39% >49% >74% 100%
Level of Returns
Compulsory CVA with
CVA Liquidation CVA Active
>1% 47.87% 19% Average Continuation
>9%  32.98% 9% >1% 47.87% 100%
>19% 22.34% 0% >9% 32.98% 80%
729%  14.89% 0 >19% 22.34% 61.3%
zigf 2-2; Of 8 >29% 14.89% 46.4%
0 . 0
[ 0, 0
ST 5.32% 0 >39% 9.57% 35.2%
>78%0 5.32% 20%
100% 3.19% 8%

CVAs are significantly better for unsecured creditors than compulsory liquidation.
Themost dramatic resultif one is concerned for the fate of unsecured creditigs
that 100% of creditors achieve some degree of return from an active CVA, as
opposed to 48% from CVAs overall and only 18% in compulsory liquid&tiths are

so much bettetthan liquidation, even including the fact that half of CVAs end in
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insolvent outcomes, that even the most rigkerse creditor shouldsuallybe voting
in favour of the CVA and trying to keep the firm trading through its difficulties even if

this will alnost inevitably end in liquidation.

The data for returns to unsecured creditors from an active CVA are from chart 25 in
the Walters and Frisby repdtf, although the data has had to be manipulated to
make it comparable. Firghe returnsbetween categorieare smoothedasWalters

and Frisby did not categise the returns from active C8An the same fashion as the
returns from CVAs overall or liquidations. Second, theggaies are not spaced
evenly. Te strongest impact this has on the presentatiorited data is diminishing

the tail towards the right of the curveRedistributing the subsets avoided in order

to keep at least one set of data the samer@gorted in the original work, bus
compulsory liguidations do not achieve returns beyond 288 makes little

difference to the comparison. Third, the average CVA returns includes within it the
data on returns from active CVAs. This means that returns frons @/A whole are
lifted by the performance of active C¥Ahe returns fromactiveCVA as compared

to non-active CVAisactually relatively better than appears in the second diagram.

This leads to the most important problem with the comparisogamreling choice
between entering administration with a view to achieving a trading CVA and the
possibility of an asset sale, or straight liquidatioh proportion of CVA outcomes
presented will be for cases where liquidatisas never appropriates the
underlying business was sound.irl the future CVLs are abolished and current
liquidations ae treated as administratios this would have a downward press on

average results from C¥A Although the results strongly suggest that it is better to

H8\yalters A and Frisk$(2011) p37
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go for anAdministration + CVA even where it is likely to result in dissolution, this is

not a directcomparison of liquidation against qudijuidation.

Further research and/or access to the original data set could correct many of these

issues, for example performing a comparison betwaearage returns from

potential quasiliquidationsidentified as haing inadequately defined purposes in

<8l v DUU(}E [+ E « E Z A]3Z }VvE U%}E V'}HvenE SPpEvVe $
working with the data as presented in the report allows us to see very clearly the

advantage to unsecured creditors of running a CVA, as Ysalted Frisby plainly

3 W ~dZ A EP ESpEV (E}u E]JA s « ] 169U + }u%o
entire sample and it is submitted that this would far outstrip average returns from

1§Z @& Jve}oA v C % @jeragesre Xot the best way to evale

performance in subsets, but it would be a fairly dram#éithough feasible)

turnaround to discover CVAs were not better for all classes of creditors, even

creditors of quasliquidations. Nonetheless, further research to provide verification
isrequ] E X dZ e+ & epodeul ]38 AVvZ E &35} EPu Al3Z &
stemming from the original insolvency outcomes report, that quigsiidation

through administration is still justifiable under paragraph 3b of the objectives where

it gets betterreturns for creditors™® Katz and Mumford suggest:

Some of the difficulties with the criteria for administration could be resolved by making
ulv]*$E $]}v u}&E A] oC AJo oY Av]vu EP]Jvo =« U u]v]esc
produce a result at leaqual to that achievable in a CVL. Such a change could bring about a
substantial further increase in the proportion of administration to liquidation cases but we do
not see that as a problem. It could in practice bring about (or extend) a two tier mankéhe

one hand for the typically larger cases where there is a prospect of saving the company or

" Katz A andumford M Q006)p5
M8\walters A and Frisby S (201437
M9 Erisby $2006),080
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some of its business or otherwise managing a more complex realisation strategy; and on the

other hand for the typically smaller cases of a liquidation refd’

Returns from liquidation are so poor that for any objective risk neutral unsecured
creditor the gamble on achieving an active CVA through administration is most likely
the best choice, even if the odds of success are long. Indeed, it has been trgued
CVLs are becoming redund&iand removing the procedure altogether in favour of
nelvPo P '#afip@ach to management of insolvency through administration
makes a great deal of sense, given the better returns invadwetithe reduced costs.

This would seem a sensible direction for English law to take.

Naturally,creditors are human and therefore unlikely to be either objective or risk
neutral. An interesting additional quality of the Administration + CVA combination is
that, as well as improvimreturng C\As also enhanc@clusivity because they require

a realistic proposal that achieves creditor supptft.A CVA is legitimised Ipecause

§Z Pu% VC[s E ]3}E-+ Ayapprdved the grgposal put tthem by the
company ** More impatantly an active CVA depends on maintaining relationships
with creditors, whether they are the bank or the taxman, suppliers or customers.
Getting the cooperation of the unsecured creditors incresagee chances of the

rescue. lis not outlandish to sggest that mostescuesdependon the goodwill of
stakeholders. Rather than being a side effect, the inclusive element of the CVA may
be an essential part of its success. This makes it crucial that creditors are persuaded

of the benefits of CVAs:

To the extent that CVAs regularly fail then creditors, particularly repeat players such as

e HE E ]8}E+ v 8Z E}AvU P]v 8} }pn 8§ 38Z %E} HE [ ]JvS P

120k atz A andumford M 2006),p48
121, .
Ibid
122 brishy $2006), B1
123 bid, p63
2% Erisby 2011), p377
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success as a whole. Following on from this, it may be that even repligfiosals will not clear

the hurdle of acquiring creditor suppott®

&E]s C }vi]vu » 8§} } « EA N ES Jv uleSEPS }(SZ % E}
that the most fruitful route to rescue inside insolvency may be subject to an obstacle

that thwartsevev E  0]+8] % &E T joaw inkeresting dichotomy. What

evidence exists strongly suggests the using CVAs within administration is a highly
effective means of maximising creditor returns, and it is submitted that the element

of inclusivity and crditor co-operation is part of this because of the prominent

advantages of active and trading CVAs. However, if participant confidence in the
procedure is undermined this can kill it off before it even begins. This chapter will

now turn to a much clearegxample of a divide within insolvency law between the

<p 0]8SC }( *8SCE S PC[*s E *p0oSe Vv %p o] -padks. v ]Jv SZ §

3.3.5 Prepacks
An example of English flexibility that most certainly and by design does not enhance

unsecured credior involvement is the prgack:

Pre-packing basically involves a period of {meolvency negotiation with a prospective

purchaser of the business of an insolvent company. The assets required by that purchaser will
be agreed and a price for the busines#tled, invariably by reference to an independent
valuation. Administration is then entered into and the business, comprising the agreed assets

and goodwill, contracts and the like, and employees are transferred to the purcf"f’c{ser.

Prepacks are negotiatednd agreed prior to formal insolvency, enabling them to be
executed very quickly in the event of insolvency. -pPaeks may involve a business

c0 &} ZZ]E % ESEC }E Z%Z} VIE[+ 0 AZ E 3Z %E A]

125 Erishy $2006), 53
126 hig
27 |bid, p69
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new firm. They have seveladvantages, usefully outlined by Katz and Mumfgtd
and Frisby?® as including increased realisation from sale of assets, high speed of
transaction, reduction of uncertainty, preservation of employmeantgd maintenance
}( E]+8]vP }VEE 3+ A]GQ[52- ZiPGRidudisa <y -]
JE%}E § E U pekiliarlymatter-of-fact s} o p § | Jon¥ that has
becomeespecially useful as contemporary commercial conditiansl that] solves
the very common problem of a lack of funds to sagm period oftrading while the
business is marketed and sold during the cours& & %. E} *UAE important
disadvantage is thatvhile preventing exposure to the market may improve
confidence and increase sale speed, it also undermines accutiategpand excludes
potentially superior outcomes® This is not, however, the reason why doubts about
pre-% | P]JvP Z A thelome rhost substantial threat tthe perception of

the integrity of insolvency practice**

it may be used perfectly honourgbandin the best interests of all concerned, or it may be
exploited by the unscrupulouyv AZ § Z v ¢ E] - pu% PvP [XB@o

most egregious form it clearly has the potentialr&ise serious doubts as to the integrity of
insolvency practitioners andhdeed, the effectiveness of UK insolvency law in terms of its

ability todeal with what would be widef E }Pv]i  « Zu™8% E 3] [X

When a prepack deal is agreed$Z & ]+ v A E vC ]Jvs v3]}Vv }( %ouss]vP
thec® ]3}Ee<[ u 3]JvP }E }( A v }ve] E]JVP %}ee] 0 E * p
ulv]es E ¥]$ore commentators argue thatpre e A E ~ 0 EoC v}$§

vA]e P C % Eo] uvd AZ v §8Z VvS E% ]y 38 A& ¢](]wP %

128 Katz A andiumford M (006),p50
12 Erishy 2011), p389

%0 Erishy S (2006), p72

¥ Frisby §2011) p378

%2 Katz A andiumford M 2006),p50
138 Erisby $2011), p396

¥ bid, p385, p380

135 Keay AR andalton P(2008), p125
138 |bid, p92
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administrator has auty to consider rescuing the company and prior to becoming an
administrator is boundtoaprde | PE u vS S} » 00 SZ pe]v ¢ S} §Z
management team, it is arguable that the administrator has fettered his or her

]+ & #{joontrary to therule inRe Scotch Granite € Yet prepacks have
been recognised for some time as part of normal insolvency practiekoenixing_
via prepacks, where the sale &fectedto previous owners or directors, is often
seenas particularlyegregious Athough concern abouphoenixing was a significant
driver behind the movement to create a unified bankruptcy cotte Cork
Committee itself noted that it was important to distinguish§ A v Z]vv} v&[ v
Z} i 3]1}v[ %z} vi#Previsions have been imtduced into the law to
attempt to do this,such as s216 IA1986 which prevents the use of the name of a
previously liquidated company, and mechanisms in the Compaegtbrs
Disqualification Ac1986 intended to*Z %0} 0] [ * E ]**dThepe m@asuédo
not appear to have corrected long standing concerns aboutpaieks, but they were
never likely to. This is because the problem is less the potential for abuse (which as
we have seen exists in administration as well) than the fact that the otheitored
have little to no power to exercise choice. Unsecured creditors ability to intervene in
a prepackappeardargely toothless.Paragraph 74 or 75 applications from Schedule
B1 of the Insolvency Act 1986 that the administrator either is or has acieshfairly
as to harm the interests of the applicant, or has misplaced or restrained money, are
o]l oC 8} (}uv E }v % E tB¢ likelihgdd pbfjaceflitoléing*able to
produce persuasive evidence that some other strategy wbakk realied

*]Pv](] v80C u}@® ]Jv § Eue* }( A op ¥ BaragfdphP8 3z ASE u

37 |bid, p130

138 Re Scotch Granite Ci868) 17 LT 538
% Erishy $2011), p384

19 bennis V (2007p149

! Frisby $2011), p391
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applications on the grounds of inadequate account of decision making will in turn be

avoided by compliance with SIP 16 provisténsThe results that

for unsecurectreditors at least, the phoenix pigack is probably thenost infuriating
outcome in any insolvency proceeding. Interestindly,d EA] A A] v (E}u 3Z u3Z}E][-
most recent roHout of the researclinto pre-packs tends to suggest that unsecured creditor
objections tend tdbe based more on principle than on financial considerations: in essence,
such creditors intrinsically object to connected parties regaining coofralbusiness after its
JE%}IE § Z}Av E[ v§ E- ]v-}ddkof gidend &baraly felavahio this

objection, which is based moun ideology**
dZ]e %}A E(po § *3Ju}vC Ju » (E}u }v }( &E]~ C[+ JvE EA] /

/S[* vV}SZ]VP ¢Z}ES }( ¢ v o}ueX dZ PuC E wspieletit@aC -o0UIiT }(

first and then westarted ringing up, sendingmails, tryingto get some money out of him but

nothing happened, and then the ne&Z]vP A Iv}A §Z GE [+ o0 88 E (E}u §Z ulv]
e C]JvP S$Z § §Z bst%Butthdt[the same guy has bought the business. We wéde to

we }po P} 8§} u S§]vPU us §} Z}v ¢S | ¢ Ju%o0C Jseepecrto SZ %o}]vSL
be done and dusted by that time. | read through what #tkninistrator said, that there was

no-one else who wanted to buy the businesshe decided to seli §} §Z]e PuCU ups / ipes }v
agree with that,the( 8§ ]J* SZ § Z [+« (€&} %o %o 0}s }( § v Z[suv P S§}I
company pe Z [ E} %o %o oo §Z § §X / Iv}A «}Ju }(he®, }3Z E &
v A 0031 8Z + u A] /AtbingdrdEg vtk & systerthat allows that to

Z %% vU }E $Z E [+ *}u 3Z]vP AE}VRZAI®Z]EIZ2 $Zu3Vv]apBISCE} } 15
Interestingly, this interviewee went on to acknowledge that a dividend of in the remfiG@fb

was expected to beaid later in the year. This, he stated, made no difference twibis of

8Z Ju%E}% E] $C }( 3Z SE ve 3]}VW Z/( C}u <l ofbbushgsssz E /[ &

}JE P § -Aii / A}po v[§ Z *]8 § U Z +Z}omivpasinesdo}A 3§} EEC

Naturally the response of this one creditor may not be representative of the whole,

but combined with the other evidence provided above there is clearly a problem with

2 |bid, p392
3 bid, p387
% |bid, p387
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pre-packs The creditor is infuriated wittan effective and commercial beneficial

solution that is in keeping with the principle etives of the law, becaughe

feeling that it is unfair or immoral leads them to prefer to receive rangy and see

the business failFurther empirical work by Polo has support&dE ]2 fitings

regarding he financial benefits of the prpack, that they are an effective procedure

that appears to preserve businesses that would otherwise be liquidated piecemeal

and equally that there igv} A] v }( A %o0}]3 3]1}v }( (o] 8 }( ]vs @

Concerns aboypre-packs seem to be ill founded.

As such,hiat some creditors would prefer to reject an option that would most likely
be more commercially beneficial for all parties does not seem probleneszcially
given that there is very little chance of them being able to prevent theparekaged
sale and English law has already been demonstrated to be prepared to seek best
returnsahead of satisfying the wishes of the creditbfsBut there are two reasons
to care about steamrollering creditor disquiet. The first is the damage it does to
public confidence in the system. The second specific point witlpacgs is that

while Phoenix prgoacks are more likely to succeed in the long term they are more
likely to fal than other goingconcern sale the shortto medium term*’ If
stakeholders feel that the sale is illegitimate they are less likely 4opevate with

the new entity, damaging its chance of continued survival. Simply pointing out the
probable improvedeturns are insufficient where the creditors have no say in the
}uS }u Worthe most part, itvould appear that no amount of explanation of the

commercial justificationsf pre-pack phoenixing will convince those disenfranchised

from the processY [the argument thatlsomething should be done to address this

“*W}lo} U A uE E ]3}E }vEE}o |v vIdpikabie & BSRY2D848@Eeptembe] 3 U
2012), p28

6 Cohen M and Crooks S (2007)

7 Frisby 2011), p386
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air of mistrustoecomes quite compelling:*® The trick will be tdind a way to
mediate creditor unhappinessithout losing the efitiency benefits of prgacking,

which | will return to in the finechapter of this thesis.

The contention that the administration housed CVA is the only genuine rescue
procedure is clearly false. Ppacks can be highly effective. They could be more
effective, given some tweaks to improve unseed creditor inclusivity and thus
improve the survivability of companies post grackaged sale. It is essential to
emphasise that when | say tweak | mean exactly that: the strength of thpamieis

in many ways that it rides rougthod over the unseured creditors, but the anger

that is generated by this approach and the potential subsequent withdrawal of
support might be mediated by small measures to improve communication and
interaction. | will return to this question in later chapters with anlexgtion of

creditor decision making. For the time being the comparison between these two
extremes of English rescue, the Administration housed CVA and thmaBkeis
intended to emphasise that the strength of English effectiveness formed by a menu
approach driven by informed discretion, and that where available and practicable the

best procedures are inclusive procedures.

1“8 Erisby §2011) p390;Ministerial Statement referenced: Davey, Minister for Employment Relation, Consumers
and Postal Affairs, Writtehlinisterial Statement: Improving Transeacy and Confidence in RRackaged
Administrations (31 March 2011) <http://www.bis.gov.uk/assets/bispartners/insolvency/
docs/insolvency%20profession/consultations/prepack/responses/sales%200f%20
administrations%20pre%20packs%20hoc%20300311.pdf> acckzaSzptembel011.
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CHAPTER 4:INSOLVENCY REGIMESNVESTMENT AND THE

COST OF CREDIT

4.1 THE COMMON SENSE LNBETWEEN BUSINESSAH.URE AND

THE COST OEREDIT.

In 2008 then Confederation of British Industry (CBI) Director General, Richard
>u ESU } e EA §Z 5§ o @& *pos }(8Z (Jvv]o E]e]s "§Z
over businesses is caflow. If they cannot get their hands on the cash aretdr

they need to go about their dap-day business, there is a real risk that we could see

healthy firms go under:" This
notion of healthy firms going
under is interesting: why is
AP}IvP puv E_ v}S VIuPZ v
itself to demonstrate that the
firm was untealthy? It
suggests that there are
circumstances where the
health of a firm can be distinct
from its ability to get credit or
indeed that healthy firms can

become insolvent and fail.

! The Times, "Banks need extra £110bn of public money to start lending again”, 24 Nov 2008, p15



Insolvency lawyers often explore a similar distinction by distinguisbetween

economically and financially distressed fitmEconomically distressed firms are

inviable due to intrinsic difficulties, such as producing a product for which there is no

longer a demand. Financially distressed firms may be intrinsically viable but have

difficulty acquiring credit, for example becimg casHlow insolvent because they

are over leveraged. In an efficient market all economically viable firouddibe able

to find finance.  Ju%c.o0] S]}v ]Jv §Z v}S]}v }( *Z 08SZGC (JEuUe* P}]v
there is some sort of market failure occungi such that the ordinary pricing

u Z v]eue }( E 18 E Vv}S }JEE 30C ]+38]vPu]ez]vP SA v

ZuvZ O083ZC[ pe]v es oU v 8Zpue 8Z & Jvs EA v3]}v |J* E «p]E

economically viable businesses by maintaining cheap credit.

As aresult ensuring the availability of cheap credit has remained a significant
objective in monetary policy. The MPC (Monetary Policy Committee) has kept base
rates low in spite of inflation above the Bank of England tdrag® response at least

in part © the ongoing call for cheaper credit to meet the financial criiss

credible that inflation would remain above target even with interest rate increases,
due to cost push caused by higher energy and commaodity prices, the increase in VAT
and the depeciation of sterling and the MPC might legitimately maintain low

interest rates for the benefits to struggling households or to maintain ek

liquidity during the financial crisis, but the idea that improving the flow of credit

reduces business fare is clearly an influential consideration.

2See Mokal R (2001a), p195

3 At the timeof writing, their most recentmjvpus « } « EA 37 & A }«38 }( vl E |35 &hined oo E pe]v o
elevated and the supply of credit to them was still restricted" Minutes of the Monetary Policy Committee meeting

held on 3 and 4 August 2011, found at http://www.bankofengland.co.uk/publications/minutes/mpc/pdf/

2011/mpc1108.pdf (accessed 7 SeptemB@11), p45 para 16, thus supporting the argument for maintaining record

low interest rates.

* Minutes of the Monetary Policy Committee meeting held on 3 and 4 August 2011, found at
http://www.bankofengland.co.uk/publications/minutes/mpc/pdf/ 2011/mpc08.pdf (accessed 7 September 2011),

p8 para 31
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A company can survive as long as it can acquire credit, which canangguing
from bank loans t@n informal arrangement with a supplier. The starting point to
understanding this relationship seems to betteat credit as performing according
to a simple cost function.Cheaper credit is therefore held to correspond with a
greater supply of creditinterest rates are the price a borrower pays for the use of
V}SZ & % E&SC[e ulv CX dZ pically fefeys @ theSovErnights C
deposit rate from the central banklhe rate includes inflationary expectation, in
order to compensate the owner for the expected devaluation of his property over
time, and a risk premium, which accounts for the assessed@athat the loan will

not be repaid.

Increased risk premiums due to uncertainty wereirmportant factor in the Asian
financial crisis® }u *§] vl o v JvP 8} %0 %o EP%S0oC Jv §Z
IMF programs (Indonesia, Korea, and Thailant}rd were widespread anecdotes
about firms unable to obtain working capital, even in support of confirmed export
JE E- (E}u® TOB]s réflected in the approach taken in the elepment of

the Orderly and Effectivimsolvency model, clearly apphg the cost function

approach:

The Principles and Guidelines highlight the relationship between the cost and flow of credit
(including secured credit) and the laws and institutions that recognize and enforce credit
PE u vse ~« §]}veThe abiliy offinancial institutions to adopt effective credit
practices to resolve or liquidate negerforming loans depends on having reliable and
predictable legal mechanisms that provide a means for more accurately pricing recovery and

v(}E& u vS gncetainty about the enforceability of contractual rights increases the

® SeeMalinvaud Electures on Micreconomic Thegtty Silvey A, NortiHolland Publishing (London: 197pp468,
for a description of the codunction.
®Radalet S and Sach€000) p116
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cost of credit to compensate for the increased risk of qp@nformance or, in severe cases,

leads to credit tightening.

So the Orderly and Effectivaodel reflects his common theory ofisolvency that
higher cost of credit = lower availability of credit ghmer levels of business failure.
The direction of causality is not omeay. These factors are interrelated as increased
business failure can in turn increase the risk of lending and put pressure on credit
availability and costThisleads to a focus oreducing the cost of credit (either
through, for examplepase interest rate cuts or seeking to remove market failures to
increase Pareto optimalijy although it must leave the Bank of England feeling like it

is trying to steer a speedboat with an oar.

The purpose of this chapter is to illustrate that there is no straightforward

relationship between cost of credit and business failure. This does not mean that the
MPC isvrong to lower interest ratesyr that lowering interest rates canot

sometimes impree business survivaNor does it mean that there is no relationship,

or that there are not times when reducing the cost of credit will reduce business
failure. Rather, the point is thapalying a simple cost model to credit in order to
justify greatemmarketizationof insolvency law idangerously unempiricalThere are

clear occasions where enforcing absolute priority and encouraging pure insolvency

efficiency will reduce creditor returns.

"World Bank2001), p34
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4.2 AN EXAMPLE OF APPLIE INSOLVENCY EFFICIENC THE

BROQ/SANTELLA MODEL
/v 11171 Zz] &} @®}P] }(S8Z /S o0o]v vl Ee[ ¢} ]S8]}vU v W
[/S0] v S8Z K U %E& « vS Sp C 8} sZ vvpo }lv(Ev

Association of Law and Economics that proposed two empirical mantedsdluating

the efficiency of bankruptcy and creditor protection legislatidfhese two models,
intended tobe complementary, focusd on length of insolvency procedures, the
recovery rate of banks in the event of insolvency, and how this impacted on the
differential cost of credit. The work represented an ambitious effort to demonstrate
how the relationship between insolvency workouts and cost of credit could be
measured, but makes the fatal mistake of confusing a logically consistent model with

a proof

They begin by suggesting that costs in insolvency can be divided into direct costs, the
measurable expenses associated with the bankruptcy procedure, such as legal and
administrative costs, and indirect costs, which are considered unmeasurable and
include lost sales, decline in value of inventory, or poorer business performance due
to insolvency procedures.Other work has been done to explore the impact of direct
costs of insolvency, for example adjusting net returns from proceedings by reducing
realisel asset value by a combination of practitioner remuneration and costs and

fees of realisatiolf, but direct and indirect csts are inevitably interrelated. An

example is thapaying for a more experienced administrator may result in higher
returns from aset sales. There is also is an element of the straw man in the notion

that there is a hard line between measurable and unmeasurable costs. Maintaining

®Brogi Rand Santella® ~"dA} E A D su@E « }( VIEP%S C ((1] v C UdZ pE}% v D}v C v
Vienna: SUERSEURF Studie2004/6)(2004) found athttp://suerf. org/download/studies/study20046.pdf

(accessed 30 Nov 2012)

® Ibid, p29

1 Armour J, Hsu A, Walters(2008) p167
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the measurability of legal costs was part of the argument for restricting COMI (Centre
of Main Interestymigration inRe Daisytek, and insolvency professionals are

regularly involved in measuring these-oreasurable indirect costs. Lopucki and
Doherty provide an excellent summary of how this is done, even though they observe
that this sort of valuation isccasionally referredto a8 P ¢ }ju%o}uv C v

«§]u &2 Xet the distinction made bgrogi and Santells important becase it

allows them to highlighthat measuring the costs of insolvency is exceptionally
problematic, whichis used to justify Wy theirmodels are intended to circumvent

this issue.

In the first of their model8rogi and Santellaroadly categorise national regimes

}E JvP 8§} PE }( & 1S}E[* % E}S S]}v v o0 VPSZ }( %
P}A GEv C 8Z Ive}oA v C & id60U ]+ =« E] s "O}A }e3_
governed by thdoi i66f ] }ve] & -Z]RZE WP<BAv (E}u "Z]PZ_ % E]}

to the modifications to the process made in 1994.

Brogi and Santeltd La Porta et
a|14

Country Bankruptcy Average Length Legal Costs fol Creditor
Procedure of Civil Creditors Rights Ratings
Length Procedures (Olow 4 high)
(months) (months)

Sweden 12 48 Low 2

UK <1 year 52 Low 4

" Re DaisytekSA Ltd & Ors [2003] BCC 5§57, citing VirgoSchmidt report on the Convention on Insolvency
Proceedings.

2| opucki LM and Deitty JW (2007)p8, preceeded by a useful summary of methods used to evaluate the value of a
failing business.

¥ Brogi Rand Santella P (2004), p28

*a Porta R, Lopete Silanes F, Shleifer A, Vishny RW (1998), p113%
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Germany 12/27 50 Low (Average | 3

Low)

France 24-36 89 High (Average| O
High)

Italy 72 116 High 2

Essentially they have made a list of five countries according to average length of

insolvencyproceedings, alongside their assessment of the legal cost to creditors

(which appears to correlate positively with the length of proceedings). This is used as

the basis of the argument that longer proceedings weaken creditors and returns to

creditors, and$Zpe * A EC o0 PJ+*o $}E <Z}uo P]JA JE 3]A %}A G
v | E p % ¥ @der to improve insolvency efficiency. It should be noted that

when we comparddrogi and Santellpe Z] E & ZC A]J$Z > W}ES 3§ o[ ~il

of creditor rights ratig, as in the above tabléhere does not appear to be much

correlation (although it is hard to say with only five countries). Their categorisation is

principally a precursor to their second meldwhere they justify why foaing on

length of procedure antanking returns enables to most effectively evaluate the

impact of insolvency regulation.

As businesses fund their operations through a combination of equity and credit, then

the efficiency of a regulatory framework will be reflected in the cost of itred

Any insolvency system brings about losses to all creditors involved in a bankruptcy event. If
attention is paid to bankg as main financial creditor§[it] can be maintained that granting

loans to firms which probably will default results in highgres p S} SZ Vi[s €]v E =+ =
capital position. In other words, within this scenario any banking industry meet[s] an

Zlve}oAovAC }*3_ Jv }JE €& 3} Ju%o0C A]3Z « ( §C Vv e}uv v eo Jv §Z (

!*Brogi Rand Santella P (2004), p11
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The same cost, to the same extent, pasee to the borrower in terms of a greater interest

rate. *

This complements the World Bank principles and guidelines, for example the

% & Al}pueoC ]85 } « EA 3]}v 8Z § "uv ES ]vSC }us &z
rights increases the cost of crétth compensate for the increased risk of non

% E (}E U’ Brogf and Santellsuggest that longer insolvency proceedings will
result on costs beingassed on to consumers. Foitigson the cost of credit as a
measure of the efficiency of insolvency réafion allows the analyst to sidestep the

problem of measurability of direct and indirect costs.

Brogi and Santellbegin by looking at how cumulative recovery changes if they
decrease the length of the procedure. Taking their estimate of the averalgnit
recovery rate of 38 Euro per 100, they apply a zero coupon yield curve to plot how
the cumulative recovery rate changes by decreasing the length of the procedure from
the Italian average of seven years to six and a hat three and a half yearshg

average length of proceedings in other EU countries). A yield curve maps the
relationship between the cost of borrowing and the time to maturity of a loan for a
given borrower in a given currency (in this case Euros), and is a fairly typical statistica
device. From this they determine that the yearly operational costs of banking and
the length of the procedure are eroding Italian recoveries by almost 35% to 24.58
Euros, and that successfully reducing the average length of the procedure would

increasethis recovery to 30.77 Euros.

This is followed by a second sensitivity analysis, this time changing the recovery rate
but maintaining a static recovery time sévenyears. Sensitivity analysis is the

process of determining how the output of a modehdae apportioned to different

'8 |bid, p33
World Bank (2001),4¢
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sources of change in the model: in this case, how much of the variable cost of credit
can be assigned to the two factors in our model, the length of the recovery process
and the rate of recovery in case of default. Incregghre recovery rate results in an
increased Net Present Value of the credit in the event of insolvency. A comparison of
these two analyses reveals that recovery rate is a more important factor than length
1 % E} HE V ~3Z E }A EC péncest, whijquthe lengii@@ffédt

§Z @& u Jv]vP 180 E VvEX_

From these two analysdé3rogi and Santellpresent three models of Italian
Jve}oA v CW §Z & PJu + ]3 A «U "models} krodEtheMe] ESpulpe
Present Values of each model we ¢han determine the respective Loss Given

Default® Their results are thus clear:

It can be observed that an insolvency law is far from affecting only corporations that have
gone bankrupt. This is the proof that the whole Italian economic system suffan such a
regulatory competitive disadvantage. As a result, not only is any virtuous process impeded,
but also a vicious circle can be bred by a cumbersome insolvency regulation and by the same

token the economic groti of a country can be dwarfed.

Yexcept that their model could only ever produce this result because the reasoning
is circular. Brogi and Santelldescribe this model as a proof but it is derived from
only two signiicant data points:the recovery rate (which itself is an estimate)an

the length of procedure in Italy. Although the zermupon yield curve is applied
through historical data, the use of a record of changes in economic cost implies into
the model a relationship between our principle variables and cost of credit. The res

of the data is similarly extrapolated from a statistical model.

¥ Brogi Rand Santella P (2004), p41

' |bid, p39

2| oss Given Default =tiNet Present Value
%' Brogi Rand Santella P (2004), p42
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Their models are an excellent exposition of an ideological position, but they do not

solve the problem of how to measure insolvency costs because it is only a model and

not a proof. Theynay be right. The median length of proceedings in the UK is 1.45

years, compared to 2.15 years in the US, 3.05 years in France,apipiearsto

correlate ]JvVA E+ oC A]§Z > W}ES § o[+ ~iBunilyoulkotitd} E E]PZ
that the average itGermany (creditor rights score of 3) is 3.82 yéarshe IMF

observes that:

Delays in courk adjudication can have an adverse effect on the value of the assets or the
viability of the enterprise. It is therefore critical that procedures be put in plhatensures
that hearings can be held quickly and that decisions are rendered soon thereafter. Similarly, it

is critical that an acceleratl appeal process be availabife.

The important distinction is between delay and duration. Not all activity tHedda
time is a waste of time. Specialist courts are more cumbersome than kangaroo
courts. It is reasonable to suspect that long duration is likely to correlate with long
delay, but more evidence would be required to prove that. One of the most
significat changes that appears to have occurred with the introduction of the
Enterprise Act is a reduction of the duiat of insolvency proceedingsvI& E&]e C[-
outcomes investigation of 2004hite most receiverships lasted between 3233

days (558 on averagejiost administrations took between 26848 (an average of

377 days compared to 558 for receiversHipFurthermore, preEnterprise Act
administrations lasted an average of 438 days whilst post the act the average was

3482° This leads Frisby to the folling observation about the impact on costs:

It is worth noting that expedition is not an end in itself, and one would hope to find that the

shorter average time spent in administration will bring with it a commensurate reduction in

?2| a Porta R, Lopete Silanes F, Shleifer A, Vishny RW (1998), p113
% Davydenko SA and Franks JR (209881

2 IMF (1999), 5t Institutions and Participants, pS&iL

% Frisby $2006) p25

% |bid
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the level of costs incued and payable in priority to both unsecured, preferential and floating
charge creditors. This outcome is not, of course, a foregone conclusion, as there will inevitably
be cases where the automatic end date will simply mean that the company moves from
administration into CVL, and a new generation of costs will be incurred from that time. There
should perhaps, therefore, be research into the overall length otweeprocedures before

any concrete conclusions as to reductions in costs are proff@red.

All ather things being equah shorter procedure means lower costs but all things are
rarely equal. A shorter duration is not going to improve returns if it means
administrations being prematurely terminated. The reduction in the length of
administrations mg also be due to a change of culture in the banking sector with a
Al A 3} @€o] E Jvs EA v3]}v v uRésearehzipidreddiA E X]|
Chapter2 found that the new administration costs incurred higher direct costs than
receivershif® Could the increased complexity and cost be placing an upward
pressure on the length of proceedings that is being disguised by changes in culture
and the introduction of a default time limit?A significant expansion of the outcomes
research, particularly one thailowed time series analysis over an extended period,
would help answer these questionsomthe time being it is essential to appreciate
that a reduced length of procedure cannot reliably be taken to indicate a more

virtuous insolvency system.

" |bid, p31
% Armour J Hsu A, Walters £006), p30
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43 CAN THE ASSUMPTIONHAT CHEAP CREDITBAVES

BUSINESSES BE RELIRIPON?

Insolvency costs were to be reduced in order to lower the cost of credit, which in
turn would reduce the rate of business failure. Bregi and Santellmodel

illustrates some of theifficulties of confusing an ideological model with an empirical
proof. This raises the question: how certain is it that lower interest rates reduce

business failure?

Let us take figures for total number of liquidations by quéttand base Bnk of
Englan interest rates by quarté?, and perform a regression analysis: in this form,
this is a simple descriptive technique to see whether there is any obvious correlation

between the two.

# Insolvency Service, http://www.insolvency direct.bis.gov.uk/otherinformation/statistics/201108/index.htm#tables
(accessed 6 Oct 2011)
% Bank of Englankhttp://www.bankofengland.co.uk/satistics/index.htn] (Accessed 28 July 2011)
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An OLS analysis shows a significant (P Value <0.00002) negatiomsbip between
base interest rates and corporate insolvency where changes in base interest rate
explain (unadjusted? 13% of the change in nurats of corporate liquidations. This
isthe exact opposite of our hypothesis, which taken at face valueestgghat
reducing interest rates increases levels of failure. However, plotting the residuals

over time (dispersions from the line of best fit) reveals some interesting spikes:
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The relationship becomes less reliable (the residuals diverge furthertfreroentral

line) during the three major recessions of our sample period (the oil shock in the late
1970s, the withdrawal from the ERM in the early nineties, and the current crisis
beginning in 2008). This suggests that base interest rates are less fidlwuer

busiress failure during recessionsivén thatpromotingOrderly and Effective
insolvency stems from a desire to reform insolvency law during financial crisis, this is

disconcerting.

Another valuable observation can be seen if we simply pitarest rates against

corporateliquidations:

There is negative trend in interest rates, which may be reflective of the shift in policy
from full unemployment to inflation targetiri§ and a positive trend in corporate
failure that may simply be explaidéy an increase in the number of companies in

the country since 1977 (and therefore more companies available to fail). This might

# Blanchard 02009), p565
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make it more reasonable to measure corporate insolvencies as a proportion of active
companies, and certainly that would giaeoetter idea of the impact of insolvency as

a whole. The problem is that even if the data were available knowing the proportion
of companies failing over companies surviving would only be of limited use because it
does not describe the size or form ¢t companies. Walters and Frisby experienced

a similar issue with their CVA report:

The Company Register Statispiesvides information on the number of companies registered

at Companies House and, further, how many of these are public companies.diesreot,
however, appear to be any statistical analysis of companies according to their size. The
statistics for November 2010 indicate that in England and Wales of all the active companies on
the register 9,543, out of a total of 2,463,862, were pubtimpaniesThe DTI Report on
Companies for 2062006provides a number of different analyses of Companies House data

but, again and regrettably, not specifically on the size of companies on the re3§ister.
Ultimately the most significarfeature of the undéying regression analysis of the
relationship between cost of credit and numbers of corporate insolvencies are the
noise and the large and significant constant, strongly suggesting other important
factors influencing business failure. In fact, the mogtaded the examination of the
why and when businesses fail the more the relationship between creditfailure
becomes unreliable. Pve] EU (}E A u%5in levasof receijéships and
at the end of 2004 which has been associated with &enapt to take advantage of
the abolition of crown preference, or the impact of the business payment support
scheme appearing to reducing corporate insolvencies resulting from the recent crisis
1 Z S 2 nsovement out of recession will not necessarilyaloeompanied by a

E}% Jv 8Z o A o }( }E % }iGEersst jates ard a\cluPnXy tool at best

¥ \Walters and Frisby (2011), p9
* Katz A andiumford M (2006), p13
% Frisby $2011), p357
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for influencing business failure because it is not a central driver of what causes

business to fail.

/v «§ 8]*8] 0 Vv 0Ce]e §Z]« ]valiabld biasp Tize}pidtarg is limited or
even distorted by data that has not been considered or to which there is no access.
Organisations like the Department for Business Information and Skills (BIS) and
Companies House are making increasing efforgathier and categorise data but the
picture is incomplete and the time frames limitethe pioneering insolvency
outcomes research explored @haptes 2 and 3truggles against similar problems;
limited information on positions and classes of creditorg] an secured creditors
generally®, a database of insolvency procedures where in almost half of the cases
returns to secured creditors went unrecord8@eading Frisbyo }u %0 ]v }( ~"§Z
paucity of available data on levely E &[),@&nd arecord oEVA AZ Ewas]
not possible to estimate the proportion of unsecured debt that was owed to HMRC in
§7 e« o« }v §Z  *Even Xfull data sets had been available the fact that
§Z A}EI ]+ §Z (JE+S }( 18 I]v u ve 8ZvE%I$ZI3ha@3C % E}A]
no way of being certain whether 2004 was an unusual year for administrations with
repeatingthe study in following yeargnd good reason to suspect it might have
been, being salose to the reforms in the law. Nt is needed is* ofling
evaluation programméwhich]will give a better idea of the true impact of the

v E % E ] $ v &Y Gty whes th@e X sufficient consistently gathered
data to conduct proper time series analysis will a clearer picture of the rel&iilosis

begin to emerge.

®Walters A and Frisk§(2011) p20
* Frisby S (2006), p44

¥ Frisby S (200654

®\Walters A and Frisk§(2011) p23
* Frisby $2006) p44

“° Frisby $2006) p82
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The Bank of England Lending Committee, established in 2007 in response to the

burgeoning financial crisis, now publishes information on aggregate lefidihg

data set is too small for the sort of tireeries analysis required, andpossible to

correlate with base interest rates as the entire datet occurs during a period of

record low rates.Actual costs and quantities of lending are carefully guarded pieces

of proprietary information, for obvious reasons. Davydenko and Frartksse

access to proprietary banking data facilitates their production of high quality

*§ 5]e3] o v oCe]eU Z A }v oup §Z S50V ]VP %E §] « &

costly aspects of bankruptcy law [but] bank recovery rates in default remain sharply
1(( G “3Ehe relationship between credit and failure is too complex to render

with ideological purity. There are important empirical studies that show the

importance of cost of credit to business success, for example de Mel, McKenzie and

t}} & u(dthelies showind 0% increases in Srankan microenterprises when one

off grants were made availabfd.The reliability of this study rests in its scale and

refusal to extrapolate from the raro to the macro.Common sense models are a

false friend partiaularly when you apply grand theories to small amounts of data.

Writing in 2004 Frisby observed thatgere is little in the way of empirical evidence
on the outcomes of insolvency procedures in gen&@he might question whether

the conduct of such should A %o E E A] A*k(s &traadiAaxy

to think that two large scale revisions of insolvency law, the acts of 1986 and 2002,
were performed without quantitative exploration of howsolvency procedures

were actually being used. Parttbe problem is the attraction to the uniform

application grandiose economic theories. The regression anapaitormed simply

4 Se¢http://www.bankofengland.co.uk/publications/other/monetary/trendsinlendiphtmj(accessed 10 Oct 2011)
“2 DavydenkdSAand FranksR (2008)p565

“ Do AU D < vIi] U t}} dimé(Tradsfers of Cash or Capital Have llarsting Effects on
D] ©} v§ E% E]+ » JoiercE35 LOLR) 96D66
* Frisby $2004) p253
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to describe what has happened in terms of interest rates and liquidation lexseds
made in the expectation that no particuleelationship would emerge. What
happened was sombaing much more dangerous. st glancethere appears to be
a situation where cheaper credit actually increases ratdaitfre. It would not be
difficult to move from here, supported by evidentteat will be explored in the next
section of thepotential dangers of cheap credit, to argue that increased profit to
lenders from higher base cost of lending reduced the need to screen firms and
therefore led to economically unviable firms receiving funding ultimately to
more corporate failure. There may even be something to this reasoning, but the
essential problem is that there simply is not enough in¢hale statistical analysis |
performedto support this. | would be making the same error as tkadaiming
cheaper base cost of credit will reduce levels of corporate insolvieytrgating a
model as a progfand scattering a little empiricism only as seasonidg Warren
observed,"A +Z}po P & }us 8Z pe]v e }( oI]VPNOFE E <u §]
§§ E A] v U Vv %% E}AE]u 3R bettes afproachAs (@& « X _
work from the smaller scale, to look directly at the evidence from interviews with
stakeholders and analysis oftaally insolvency outcomes.hére is a clear need for
both more detailed record keeping by insolvency practitioners and company house,

and an expansion of the insolvencies outcome work done to date.

“S\Warren §1987),p814
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4.4 THE TENSION BETWEEIRESCUE AND LIQUIDATN RETURNS

Thee is evidently a relationship betweeagulation ofinsolvency, the cost and
availability of credit, and the levels otifiness failure Most likely there are multiple
relationships.Cost of credifor the demandeiis also clearlyelated to the

profitability of creditfor the supplier The contractuadt model argues that
maximum social welfare through effective insolvency iswchieved through
absolute priority for secured creditors, thereby increasing returns for secured
creditors and thus availability of credit. Regulation of insolvency beyondiatary
structural rules isherefore considered an impedimertdo achieving maximum social
welfare. This chapter has been exploring soofithe limits of this applying this
approach as a general rylargely focging on its circularity and itsnempirical
foundation. The relationship between credit and business failure is not
straightforwad, and difficult to quantify. There have, however, been a number of
empirical works exploring the operation of credit in specific markets, especially as
statistical teehniques and the supporting information technology have improved in
recent years.Stronger protection of security has been associated witbdaction in

the cost of credit. But, what is the nature of this relationship?

In 2009 Benmelech and Bergmsought to test the relationship between collateral

and the availability of credit, in particular:

Theories based on borrower moral hazard and limited pledgeable income predict that
collateralincreases the availability of credit and reduces its pricerbiitig the downside risk
born by crelitors. [This is because] upon default, creditoan obtain at least a portion of the

return on their investment through the repossession and liquidation of pledged callafe

46

vuo Z v EPu v <U * }odolndEofdiver@&gl Fedhorufis (2009) 33860, 358
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They did this with an industry specifitudy of US airlines, finding that redeployable

capital does indeed lower the cost of financing and increase debt capadisy.

advantage of the single market study is it produces more accurate results, but the
disadvantage is that it is difficult to sefate from its context.These results emerge

Jv 82 }vs E£S }(}v }(8Z A}Eo [» u}e3itisgda® (E] v oC E P
evidence, as they state, that creditors must be able to recover at least a portion of

their investment and that increasing this grartion most likely increases the

willingness to lend, but is it possible to be more precise about what is required to

encourage collateral lending?

v '}C o[ &E}ee }UVSEC Vv 0Ce]e }( 0 P 0o %E}S S]}v }(
maturity and interesrate spread loan attempts to do this, and finds the consistent
result that banks respond to poor debt enforcement by reducing loan amounts,
shortening loan maturities, and increasing loan spredda/hat makes Bae and
'}C o[ *Spu C % ES] nods Ea, @s el aGapmying the typical LLPV
creditorsrights scal&(automatic stays, credit consent for reorganation, secured
creditor priority and replacement of debtor management), they measure for a
scheme of property rights concerns issu&e korruption, and risk of expropriation
or of contract repudiation. They find that while both have a significant positive
relationship with willingness to lend, property rights are much more important than
creditor rights, leading them to suggest thatesirestrictions and reluctance to lend
are principally driven by uncertain legal environmefitdhis iseminiscentof the
ID&[* %}]vd }Iu3 8Z € o $]A Ju%o}EStovfriepdlingdd, ] v C v &E

discussed inl@apter 3.1 and repeated here:

7 < v '}JC os< ™ E ]3}E Z]PZ§+U v(}®ounal slFinancé4(2) (20p9y 82&60
“From,LaPorta R, Lopez ~]o v * &U ~Zo ]( E U s]+ZvC 2Zowna »f Rolitical Bjonovips U
(1998) 11131155 discussed in Chapter 3.1 and the bedrock measure for creditor friendliness.

“*Bae K and Goyal VK(2009), p842
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The dkgree to which an insolvency law is perceived asqguealitor or pradebtor is, in the final
analysis, less important than the extent to which these rules are effectively implemented by a
strong institutional infrastructure... effective implementation recgs judges and

administrators that are efficient, ethical, and adequately trained in commercial and financial
matters and in the specific legal issues raised by insolvency proceedings-débpoo law

that is applied effectively and consistently willgamder greater confidence in financial

markets than an unpredictable prereditor law™

When insolvency laws are revised they are likely to impact both open property rights
generally and creditor friendliness particularly, making it difficult to ascewdiich
parts are having what impact. Thislps explairthe results of Djankov et afswork
on specialists courtdirst discussed int@pter 3.3, where thejound that whilst rich
} uv S @Expehsive rescue procedurpsoduce an aggregate improvement in
creditor returns, middle and low income couigs that attempt to mimic their

success end up with a more expensive liquidation process:

This suggests that, for small and medium firms, poor countries should avoid debt
enforcement mechanisms that involvetdéed and extensive court oversight since the
administrative capacity of their courts may not tolerate such proceedings. Simpler
mechanisms, such as foreclosure with no or limited court oversight and floating charge, which

essentially transfer control dhe firm to the secured creditor, might be preferréﬁ.

Measures that improve creditor inclusivity and are designed to improvepesation
towards rescue outcomes are of no use if the court cannot be relied upon to provide
objective rulings or enforce lafjcontracts. This helps explain some of the other
important results regarding improvements in national insolvency regimes and their
relationship to lending post the publication and implementation of @lerly and

Effectiveguidelines. HaselmanRjstoE v s]IE v&8[s *Su C }( o v JvP Jv SCE

9 |MF (1999), % Introduction, p6
* Djankov S, Hart O, McLiesh C and Shliefer A (2008)
*2 |bid, p1147
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economies, the very countries intended to bendfidm the IMF guidelines, found
that the level of formal creditor rights protection is positively associated with the
lending volume? While they link thisd problems of collective enforcement rising
from co-ordination failures, the critical factor is the existence in the first place of a
strong collateral regimé* The ability to reliably pledge assets at all is the most
important determinant of credit supgland a prerequisite for other creditofriendly

measures to have anyffact at all.

Similarly,Z} v} 8§ of[e v oCe]e }( § <2096 Itali@ pafkripidy law
reform found that introduction of the reorgan&ion procedure increased interest

rates on loan financing, and that reform accelerating liquidation procedures both
decreased firms cost of finance and also relaxed creditor constr&iffteey argue

that their results show rescue measures are substantially less efficient than improved
liquidation procedures, because theA}Ees @& % Cu v3 Jv Vv3]A « }usA |PZ
efficiency gains from improved creditor-cadination. *° There are a number of

issues with using this result to draw conclusions about the relative value of rescue
and liquidation. Thérst is that although the changes to the law were introduced in

a staggered fashion, with the rescue regime introduced in 2005 and liquidation
scheme in 200@he extent to which this truly allows their impacts to be measiir
separately is debatable. Bganistions take tine. It is unlikely that many
reorganistions begun after the introduction of the 2005 law were finished before

the introduction of the 2006 law. There are transition costs with the introduction of

a new system, and it is unreasonahdeplayers to have a great deal of confidence in

a new system just as it is being introduced. The benefits of a new rescue system will

% e« ou vV ZU W]*S}E <U s]IE v§ sU % Tha Revibw g¢f(FirmcBiudies\2B(2) (2010549580,
p550
** |bid, p551
**Rodano G, Serrandalrde N, Tararitv} U ~dZ pe o (( 8 }( VIEP%SE C > A }v 8Z 18 }( &]v Vv
5Peaper (October 2011) found http://ssrn.com/abstract=1967485
Ibid, p1
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only emerge once it is established and having a positive impact on rescue returns
(something which is by no means centé occur explaining entirely rational
hesitancy by financial institutiofjs Meanwhile, improve secured ceditor returns in
liquidation arelikely to have a much more immediate effedthe liquidation
procedure introducedy Italy in 2006s equallyno paragon of pure insolvency
efficiency. It introduces a creditor committee, with powers to control the process

v A 8} 8Z }vE8]vu 8]}v }( 83Z (JEu[+ B8]A]S8C o}vP Al3Z §Z
liquidation phase if it approves a settlement agreemeEg %0} ~ C SZ =« u

E ]3}E-U 3Z SEp+3 U §Z]CE ThieinBrd@sciedosddntrol $} E X _
but has more in common with a CVA thapuae liquidation measure, and it would
be very interesting to study insolvency outcomes from this new system to determine

if calling the rose by another name has had an impact on its scent.

More important than this window is the truly dysfunctional statieltalian

insolvency. This is perhaps part of the reason why analysts of Italian insolvency, like
Rodano et al here and Brogi and Santella earlier, are so prepared to entertain radical
efficiency based solution®rior to the 2005 introduction of a nereorganistion
procedure the main istrument for firms n distress was liquidatiotonly 1%used

the reorganisation system. Thiscreased from 1% to 108§ total procedures in

2009 In 1998 La Porta et al scortdly at 2 out of 4 on the creditor rhgs scale,
andmuch more importantly with an efficiency of only 6.7 the company of

nations like Egypt and Peru, below Sri Lanka and NijeRadam et aluse their

results to take the leap to the conclusion that granting a second chance to an

entrepreneur in distress will translate into lower incentives for that entrepreneur to

" Rodano G, Serrandalrde N, Tarantino E (2011), p7

%8 |bid, p9

% Efficiency of judicial system evated by La Porta et al under their rule of law scalingsPorta R, Lopade-Silanes
F, Shleifer A and Vishny R¥998),p011421143
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behave with caré? It is submitted that their work is a better example of Djankov et
al b point that middle income nations with poor legal infrastructures are not able to
implement effective rescue proceduregand are better advised to concentrate on
improving their foreclosure and collateral enforcement systems until their

infrastructure is capable of inspiring the confidence required for rescue.

This also helps explainsmse of the apparent anomalies thatnerge from the
creditor/debtor friendly analysis when we examine countries that do have effective
infrastructures. Davydenko and Franks identify the United State$aving a

recovery rae of 709", which alongside higheghan expected levels afelistings and
fewer acquisitiongloes not fit comfortably with itseputation as a debtofriendly
jurisdiction® The creditor friendlynited Kingdom has a higher proportion of going
concern reorganitions than debtor friendlfFrancé®, and the instances of

liquidation in the UK (42.9%) are lower than Germany (56.9%) or France (82.0%)
directly contradicting classical association between creditor control and less frequent

use of acquisitions/greater use of liquidatih.

Oncecountries have developed effective infrastructure then the meaning of creditor
friendliness becomes more complex. Absolute priority is not optimal because it
interferes with rescue, and effective rescue systems grant substantially greater
aggregate retura. Bae and Goyal explain how a tension begins to emerge between

security and returns:

loan securitization (as well as the growth of loan sales and syndication) fosters financial
integration and investor diversification. Integration allows capital to flow between markets,

dampening the consequences of shocks to local banks and other ledeessification

®Rodano G, Serrardalrde N, Tarantino E (2011), p35
®! DavydenkdSAand FranksR(2008),p581

%2 DahiyaSand Klappet. (2007)p277

% DavydenkdsAand FranksR (2008567

* |bid, p576

®® DahiyaSand Klappet. (2007)p276
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facilitates risk sharing and risk management. But both have downsitfés. integration,
collateral shocks like the recent drop in real estate values in the United States and United
Kingdom spread rapidly across the financial system.rBifi@tion may weaken incentives for

investors to engage in proper due diligence and credit evaindfi

There is an underlying tension between best chance of rescue returns (recalling that
higher probability of viable rescue results in higher rescuarret in the aggregate),

and returns achieved through liquidation (as the costs of investigating viability and
attempting rescue reduce the size of the pot in the event of failure followed by
liquidation). Investment is not simply a battle to lower coststlImore generally for
greater value. Lower costs can be a part of that, but it is not the entirety. As every
employer knows who has sought a healthy, educated workforce, or a place of
business not subject to military attack or state seizure, or a bari&hwk unlikely to
suddenly collapse or suffer a run without state intervention, governments can and do

% E}A] ZP}} [ A8 Ev o]3] « AZ] Z]lv E « 3Z A op }( v ]\

Regulations which further the public interest will not necessarily impose mehtercosts on
firms. In particular, regulations that seek to correct a market failure, if they work effectively,
may result in a nebenefitto the firms that comply. This will be felt through the price

mechanism of the market in questiSh.

°® have empirically demonstrated a tension between successful rescue

Housten eta
and returns to secured creditors in liquidation: achieving higher returns in rescue
places a downward pressure on returns in liquidation. The reasahiiis that

every attempt at escue impose expenses that reduce the size of the pool in the
event that the enterprise is ultimately liquidated. Howevére tevidence suggests

§Z & ldrger probability of defaultdoe v}S u v §Z § §Z -postlosBes| /A

are greater. With the grater probability of default but greater protection (e.qg.

®Bae K and Goyal VK(2009), p887
7 Armour J (20055377
%8 Houston JF, Lin C, Lin P and Ma Y (2010)%5485
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smaller losses) in the case of defauwdt,v E+[ Sp 00C 0}ee « u Q1372 E E]

This also implies that a lesser probability of default does not mean t#posixiosses
are smaller either In turnU ctoss all specifications, stronger creditor rights are
correlated with a greater liihood of financial crisi&’, which is related directly to
the point Bae and Goyal made about the impact of security on risk management.
Davydenko and Frank } « (E A BaAkssmay respond to poor creditor protection
by screening and monitoring borrowers neocarefully at loan originatiod’, a
hypothesis that was supported in the workDjarkov, McLiesh and Shleifér
Empirical data emerging from studiekreforms in Asia support this by suggesting

that this is true in both directions, as greater creditor security leads to less scrutiny:

With improved creditor rights (CR) protection, the losses of the creditor in the state of default
decrease. Thus, thmarginal benefit of monitoring necessarily declines, implying a lower
equilibrium level of monitoring effort by the creditor, and a greater probability of default. This
reduction in monitoring is a response by a rational lender fav@urablechange irthe legal

environment which leads to greater protection to the lender should the borrower defdult.

Increased security reduces the marginal benefit of screeffiBgreening ad rescue
are both expensive. Lenders may be ablendercut their more responsible
calleagues by avoiding screening and taking the chance that the increagkdbility
of failurewill not outweigh the reduced costs. They arepared to do this because
the increased security in the insolvency regime passed the costs of their risk
taking on to the other credlors of the insolvent firm.Greater risk taking ovdime,
however, leads to greater failure, and in the long term this sort of behaviour

damages the whole market. The reason why the finaneietios is prepared to

® Houston JF, Lin C, Lin P and Ma YQR(p489 emphasisdded.
™ |bid, p505
™ DavydenkdAand FranksR2008),p0572
2Djankov§ McLiestC,ShleiferA, Private E 135 |v i16 }Jouwal jofFindncial Econom&s (2) (2007) 299
329
"Houston JF, Lin C, Lin P and Ma Y (2p28p
74
Ibid
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engage in normative management of behavicamd supportlaw that restricsthe

ability to avoid the costs of screening because it protects the industry fraims

sort of hitand-run banking. Bvelopments reflecting this in the UKarket and the

indust &Qdsponses are explored ihd@pter 5. Excessive secured creditor priority

weakens the connection between stronger creditor rights and the reduced likelihood

of systemic crisi$, and reducing the risk of systemic crisis is an irtgrd part of

JveloA v Chra A[E E}o ]v «8E vP3Z v]vP JUVEEC[e }v}iu]
« C+3 (PXEnhanced returns in liquidation can actually have a negative impact on

the level of creditor rights in a regime because they distance creditorstteroosts

of their own activities, andomewhat counteiintuitively they reduce creditor control

by trapping them in a race to the bottom.

Stronger creditor rights are associated with higher groWtbyit taken too farthis
growth is like the bubbles ahe peake }( 2 C o }( }}u & Z-S®[ "
side of greater risk taking is that it significantly increasedikedihood of financial
& ] /] F¥ancial crisis not only results in a greater number of businesses going
bust, and a reduced chanoé goingconcern sale, but eventifie only interest is
immediate security returng is foundthat attached assets are worth less in a
recession. This goes a step beyond considering @] (3 v  ((] ] v§ &J«pu] 8]}v_
where "§Z (]E-+S (banidyptey jg to allow unpaid creditors to seize the
Jve}oA v3§ S§}EZe ¢ 3eU ¢« 00 3Z u Vv VA 3 %BEndko E} o ]v

the most important feature of a creditor friendly regime.

Excessive creditor rights are not a problem in a redima¢ does not haveddequate

infrastructure or property rights. In such situatiolenders cannot be insulated from

™ Houston JF, Lin C, Lin P and Ma Y (2p50%
® IMF (1999) Foreword

"Houston JF, Lin C, Lin P and Ma Y (2465
"8 |bid, p486

®World Bank2001),p4

®BrogiR and Santella P (20049
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risk and need to invest in screening to gain the sort of informational advantages that
allow them to compete in the special conditions oéttiomestic aren&' Put bluntly,

it is more expensive and more risky to be a hit andinwestorin an environment

where you need to spend time learning whdo bribe to stay in business. However,

in regimes that have overcome these problenggagnisinghe potentially harmful
impact of excessive security demonstrates that if too much emphasis is placed upon

protecting rights in liquidation it will actually harm creditor returns in general.

This concern that excessive creditor rights may provoke onigjsseem incongruous
A18Z & spose o]l 3Z}e }( Z ®C § oU AZ} (]Jv "3E}VvP E
VIEU%S3 C (( 8 }JE%}IE § JvA «3u v Z}] C&E plvPp }c

This really interesting piece of work identifies the way which feaeofired creditor

JVEE}0o Ju%e]vP ¢ }v (]EuU[s AJoo]vPv e« 8} § 1 JVvA «8u vs E]-
that secured credit shifts the risk of investment from the bank to the company. The
temptation is to slide into a debate about what constitutes esgiee risk or excessive
growth, when the crucial concern is to ensure that no party is able to completely
divest themselve of the consequences of risk. Acharya et al bring these issues

together as follows:

It may well be that stronger creditor rights mayduce managers to reduce risk and to stifle
evennon-opportunisticrisk taking that would be beneficial to all claimhold&r3he existence

of stronger creditor rights is not always desirable. The optimal level of creditor rights should
balance their peitive effect on the supply of credit against their negative effect on corporate

risk-taking and on operating performance, &wgll as on the demand for deBt.

® This is referred to as informational advantage byeftasnn R, Pistor K and Vivjrant V (2010), p552.

2 7 &G ssU wulzp z v >]8}A >U ~ E |8} PMRDdEmhal of Fiafciad BE@nsmiR. |
(2011) 150166, p150

% |bid, p165
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The essential issue is to find a balance between creditor and debtus tigat

encourages engaged risk taking from both sides. For many developing insolvency
regimes dealing with the intricacies of this balance is an unnecessary luxury, but once
an effective infrastructure is in place then the optimal position is not the on

described by insolvency efficiency. Some redistributive measures are necessary to
prevent the sorts of hiand-run banking and shottiermism that drives the financial

sector into a race to the bottom. This is not about legislating for acceptable tvels
risk but rather creating systems that allow the invested parties to effectively
determine what does or does not constitute a good risk, and that can only achieved if

it ensures that none of them are fully insulated from the decision.

150



CHAPTER 5 THE POSITIONING OF BANKBND OTHER

INSTITUTIONAL CREDITORS AS STRATEGIC PYERS

5.1 OPERATING IN AN OLIGPOLISTIC CREDIT MARET

In a series of empirical papers on English corporate insolyénagks and Sussman

*§S o0 E€oGC $Z 35 ~"N"}ooS8S Eo v o]«u] S8]}v EJPZSe & Z]P
Z v + }( $Z u ]V BanKiXgin the United Kingdom became oligopolistic in

E *%}ve 8} §Z & +°]}v }( 8Z EoC i60ilalgedqanks SZ § ~ H
dominate the UK market, centralization of the management of distressed firms may

Z A o00}A 3Zu3s3}E up VC /£ oo o« % Broolgdoly is | Eu%e s o
ANu El S EZ 3 ]e }voC U % % othoseQualifyiry fehtEre at

these firms act interdependently. Oligopolies have three important consequences

for the market? First, sellers are price makers, so unlike in a perfectly competitive

market they have control over prices and can achieve sapemal profits. Secah

sellers behave strategically such that decisions are made taking into account the

actions and expected actions of the others. Third, entry and exit to the market may

be blocked or limited.

Firms that wish to become banks have been subject to a pppraval regime since
the Banking Act 1979, and are now licensed under the Financial Services and Markets

§ 1111U AZ] Z JvA}oA «°ARe]pbjveirto scrief out institutions which

! Franks JR and Sussma(2005) p65

% Davydenko SA anddhks JR2008), 592

¥  E}Av sU "EE § P]  }u% S]8]J%WE 3V ol ]w A+}v 'UD I]vd}eZ D v vv W~
Economics and Economics Change: Microeconomics Pearson, (Harlow: 2606Y,13940

“ See Morgan W, Katz M and Rosen H (2009), p537

® At the time of writing the Financial Services Authority, but when this changes to the Prudential Regulatory Authority

it will make no difference to the described impact of licencing on the market structure.



(]Jo 8} u $ u]v]upu ®3The udBvoidable consequence ihiting the

number of suppliers into the market is to limit competitibrEven without the

recession or the regulator, it may simply be the case that the natural shape of the
banking industry is oligopolistic. aBking is subject to significant economafsscale,
most notably cost buffers required to deal with systemic risk, and larger banks enjoy
a natural advantage. Therefore collateral and liquidation rights are highly

concentrated in the hands of an oligopoly.

In the classic macreconomic modeloligopolies achieve superormal profits (a

term in economics which means profits above cost) by restricting supply in order to
push up pricB This would mean that an oligopolistic credit market would have a
consistent tendency towards tightening credit dadility, particularly during a

financial crisis where demand for credit increased, in order to maximise profit. This
control over pricing severely undermines the use of free market models to analyse
insolvency law because insolvency laws are not remgad free market: changes in
underlying costs of credit and even returns from credit have only a secondary impact
in relation to the changing strategic relationship between banks. Concerns about the
Z Eu S} }vepu E-+ S$Z § E]e* « (Gtywo manjpudrg p¢et@rpugh ] o
supply have led to encouragement and maintenance of competition being

AN(E <p vSoC ]S e }v }(8Z % @E]V 1% 0 } i°3]A « }( (Jv v ] «
There are, however, advantages to oligopolies. As Hayek famously olserved

If the state of affairs assumed by the theory of perfect competition ever existed, it would not
}voC % E]A }( 3Z ]E « }% 00 §Z §1A18]1 « AZ]1 2z 52z A E Z3} }u
ul 8Z u AJESH 00C Ju%elee] 0 YX ,}Anwrdigry life]to that §fé s |

would still be open to a seller in a market in which smo  Z% @E( $ }u% $]15]}v[ % E A ]

® Cartwright P (2004), p86

" Ibid, p106

8 See Morgan W, Katz M and Rosen H (2009), p539 onwards for a full explanation.
® Cartwright P (2004), p46
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believe that the answer is exactly none. Advertising, undercutting, and improving
~Z ](( & v38] 8]vP[* 3Z P}} ced fre all @&dJded pd&EipitiohZ %o E ( 3]

competition means indeed the absence of all competitive activifles.

Achieving supernormal profits gives the banking industry the capacity to survive
systemic shocks by effectively spreading the cost amoigstonsumers (a kind of
inversed depositor protection scheme), and also the flexibility to innovate and adapt
to changing circumstances. Davydenko and Franks observe that the harm of the
E e+e]}v]v §8Z i6diceAe £ & § " C o]vl }J¢PIE Jv 31}v A
because it restricted their ability to dispose of bankrupt assets; the oligopolisation of
the market was, in part, a response to thiastitutional creditors are able to operate
strategically, which is to say in the aggregate and playingoting jame, for example
taking losses on individual failures in order to increase their profitability elsewhere.
This suggests that banks have a far more important role in the insolvency process
than simply being providers of cheap credit, and that the powf the banking sector

in the UK may in turn be one of the stronger factors of the English insolvency regime.

5.2 THE CENTRAL ROLE OBANKS IN THE DECISIN TO

LIQUIDATE

dz /D& & }Pvprinsdercyproceeding is a dynamic process. Unlikeyman

other adjudicative proceedings, which involve an inquiry into historical events, an
JveloA v C % &} JVvP 8§ | ¢ %0 Jlv ZE o 3Ju [W 0 Ce v
have an adverse effect on the value of the assets or the viability of the enterfi_

Although they recognise that there is a process, the focus remains on court

®Hayek FA (1976), p92, p96
" Davydenko SA and Franks(2608) p592
2IMF (1999)5 t Institutions and Paitipants p50-51
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adjudication. There is a similar problem in US analysis of insolvency lawtiwbere

s 00 Z SZ [ S ¢S Z s esS]Jupo 8 S He }(SZ ( *Z]}v
focus on imminence of liquidation distorts their evaluation of the business as a going
concern™® Foctsing on the end is distortive because the insolvency process exists

throughout the lifespan of all companies, healthy or otherwise.

E Recovery
A A

: Formal
Normal Business L
. : Insolvency Liguidation
Banking Support Unit Proceedings

lfasmall}@& u Jpu ]I (JEu E Z « 38Z & Eue }(]8* 0} v PE
credit officer determines that high leverage or low profitability indicate poor

%o E}e% SeU $Z Juvs Je SE ve( EE S} SZBSWI[* Z pelv -
whose distinct ofective is” ] » t88n aroundthe company and send litack to

branch ™ /( §Z]e ( Jo* 8Z v ]§ ]* « v§ }v $}[DRU),c§aZ }A EC hv]s
differently named department with similar function, where formal bankruptcy

proceedings begin or the firm will pay off its debts and rebank elsewhere. Rebanking

is highly successful (Franks and Sussman find a near 80% survival rate amongst

rebanked firm&®), allowing us to safely infer that the BSU/DRU process is effective at
distinguishing good firms from bad. A firm only ent@solvencyproceedings if not

only their current bank, but every other available bank and #Bt they approach

rejects them. As Armour and Deakin observe:

B Eved v AU A pHEC ~, v t]oo] ue :&U Arcp EJVP VIEP%S C s op §]}v WE 3]
America Bankruptcy Institute Law Revid® (2008) 16265, p184

¥ Franks JR and Sussma(2Q05) p74

'3 |bid, p75 footnote 16
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Since, under English law, insolvency proceedings may be provoked by a single creditor, we
would expect to observe frequent collapse into formal insolvency of large firms. The fact that

we do not suggests that nelegal constraints are operating on the parties' behavitiur.

The important strategic players and the significant drivers in the majority of formal
proceedings are the institutional creditors, because they dominate the proceedings

that precede formal insokncy proceedings:

Appointers in Receivership

Major Clearing Bank 40%
Indepent Factor/Invoice Discounte
Ks§z & vl }

Corporate Charge Holde

Venture Capital Provider

Individual Charge Holde

Bank Invoice Discounte

17

The data on appointment in administrative receivership makee#rovho is

steering the ship. &ks appoint nearly 60% of receivers, although the significant

role of independent factoring and invoice discounters (another forrmstitutional
creditor) is important and will be discussed momentarily. An individual charge holder
is usually (but not always) the director of the comp¥ngnd appoints the receiver

only 4% of the time. This should be compared, however, with the data on

appointments of administrators:

'® Armour J and Deakin(8001) p22
" Datafor appointments f administrative receivershifFrisby S (2006p8
'8 Frisby (2006), p8
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Appointers in Administration

Court (Paragraph 12)_ 30%

Charge Holder (Paragraph 1H 12%

58%

At first glance this appears to represent a huge shift in who is driving insolvency

% E} VP %}ed §Z VvE E%E]e  §X

19

YA A U &E]. C[* ]V

that this is not illustrative of a change in whdves insolvency proceedings but

rather a change in approach by banks, as many director led appointments are

actually the result of a period of consultation and negotiation with their charge

holders®

dz vie }v[S o]l % %}]vS]vP UMWPDOHE SIJEK dU CJE-S }(
dealing with a bad debt, but assuming that it has to be done they would much rather not be

§Z (}E&uU 0 %% }]VS}EY Dpu Z ulE® o]l oC ] §8Z § §2

ooU §Z

vl Aloo Z A

practitioner, or his firm, in theifst place and then, if an appointment has to be made, will

ZA % Eop §Z ]E S}Ee- &} ul ]8Y dZ E [» §Z & %+C Z}o}P] o

E ulE Ju(JES o 1(3Z C V %}]v¥s)

1E

E}E[ E <p 35X

An important reason for this stepto the background by the banks is a growing

Ju% }ES v §§ Z 3§} ~E %apdthé]desire nGE fo b seen as

responsible for pushing firms under. Taking into accounjuleialresporse to the

Farepak mentioned in Chapter33where the pefectly legal and rational behaviour

' Data for appointments in administration, Frisby (2006), p12
 Frishy (2006),

2 |bid, p13

2 |bid, p12
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of HBOS resulted in approbation and an effective fine,ightdearly a legitimate

concern. Banks prefer consensual rescue based outcomes because they seek to

"% @E » EA Vv % E}o}vP E]+5]vP qud Bijthe @ocEssavdild v Z] %o

the inevitable loss of value associated with formal insolvency proceedings:

Thus, the earlier the bank can intervene, the greater prospects it has of limiting its exposure. It
follows that major lenders have powerful incentives targue informal rescues and

increasingly view formal rescue procedures as mechanisms of last resort for salvaging value
over and above the brealp value of the company's assets that would be obtained on a

winding-up. **

This means that at an earlier stadgeng before formal proceedings are considered,

A§Z  vle &  PJvv]vP &} o}}l & AZ] Z }( §Z}+ o] v&e §Z C ,

Eu v §Z}e $Z §8Z C IV[E§ AVE E JVP & E 3E}A E - §

dZ + Aloo %E} oC §Z ™ @E} o u 0] Vv3eX_

A"} 00 }( M VvV EZ %®E}oueZ A P}v 3} Z}u 3Z 3 o}A + 5Z uU

a negative way, you know, fretting over the balance sheet and the risk. All these guys care
Ius ] AZ 8Z €& 3Z C[A P}3 v e« § 37 aBygoes badzorjtheni. 8@ }u %o
there is life after death now, and they may go through two or three phases, they could go to [a

big independent] then there are other tertiary players whose lower quartile matches their top

quartile. So instead of migrating down the u vi[e (}} Z ]v ]Jv§} ]*SE ¢ %}ES(}C

finally an exit through insolvency, it now migrates down a different quality of funders and at

§Zz v }(8z CU]J(uv P uvs Zeev[S§ 0 Ev ]8c 0 *°}v v SuCEv

bust?®

Thelower risk associated with fixed charges means that they will lend more against

it, the risk of loss in insolvency directly reflected in lending:

2 Armour J, Hsu AValters A(2008), 157
24 .
Ibid
% Frisby S (2006), p38
*bid
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[Asset Based Lenders are prepared to operate] on a rather more racy rate of return. The

consequence is thahere are costs of jumping out of that relationship, or if you fail, the costs

of exit through insolvency. A lot of asdmised lenders are interested in the distressed end of

§Z u El &8 v 8Z C Aloo (UV  Iu% V] ¢ ]Jv ]e3 Efuneit forzhree AJoo » CU Z
ulvdzeU v J(15 (0] *UJ(A P 315 3Ius8}(Plo(lvU pus1(18 } -v[s .
AJESZ }(]viu U v A Joo 8] 1 ]v 8Z GE pe A [o0 }voC ¢« UE u%
§Z E [+ A9 ZP %[ SZVE AJ[JqoC8d o§JZE + % v 03CX v AZ v 3Z }

in that position, when it really needs that money, then it will sign up to anthﬁng.

The result has been a fragmentatigf « PE o0 v JVPV N ee § ¢ o0 v (E-
increasingly a part of the market place. Interestingly, they are somewhat less

A 0}% $Z v §7%® The protminence of independent firms in receiverships
appointments, illustrated above, is evidence béir importance. The opinion that
independent firms are less developed than banks reflects the discussiCimaioter
3.4.2about concerns ovenew entrant phenomenon, where disguised liquidation via
administration asset based sales was principally besmgex out by smaller firm&’
Itis also suggested by §1 v DPpU(}E [* (]Jv JVP 8Z § %}}E }E =« v§ i
for administration purpose took plada their sample of administrations 29%of
the number of cases but onB2oof the total value of cass®, failure to properly
justify administration possibly therefommore illustrative of practice by smaller
independent firms. This has led to concerns that independent practitioners will

undermine the rescue culture:

the bank is outmanoeuvred, ifyouli U C }3Z €& 3 | Z}o &+ AZ} }v[§ Z A 3Z }u
interests as much at heart. We found this with a case last year, quite a big case, where there
was a clearing bank who are probably at the forefront of restructuring and trying to work

things throughgven to the point of putting more money in to sort the problem out. That bank

“TFrisby S (2006), p39

% |bid, p9, p18 tsecond part citing practitioner interview
% |bid, p79

0 katz A andMumford M 2006),p5
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Any rush to legislate, howerewvould be exceedingly prematurgbecause the
position of independent lenders in the market place is evolving. Frisby observes that
N§Z JvS ve lu% S]S]}v S} ov u}lv C §Z S SZ u EI S ] pPEC
might be persuading receivables finarrsi¢o cooperate in an attempt to save the

Hel]v eoU SZE}uPZ P}]VPtissubrited <hat this is reflected in a
Z @u}v]e 81}v }( He]Vv e % E 3] W "o EP E ]Jv % v vse Z A
approaches not dissimilar to those of the clearing tsainkdealing with those of their

Hed}u E+ AZ} v }pvs E (]Jv ¥lAov](@]ooosg X[« E A 0} %]
informal workout techniques, such as call centre credit control departments that

provide a valuable outsourcing service to SMEs.

Thish Eu}v]e S]}v} HE- pHe ]S ]* ]Jv 00 %0 C Ee[ ]JvE E 5
viable firms and to quickly and efficiently remove unviable firms. The shift in the

structure of the market has not changed these harmonisation incentives. Even with

85% seurity it is better to recover the 15% gap because the firm continues trading

than it is to claim the assets and walk away, not just because of the 15% lost but also

the lost opportunity for further business. Firms across the spectrum will always have
anincentive to find cost effective means to encourage viability, which means co

operating with other lenders. The fragmentation of secured lending was not such

that distressed firms are handed wholesale over to independent lenders but because
differenttypes }( ( ]0]3C AJoo E E] C 8Z u ilE]SC }( ]3SCE
overdraft facility will be serviced by a bank, with an independent receivables

financier providing further capital through a factoring or invoice discounting

* Frisby S (2006), p35
% |bid, p40
* |bid, p10
* |bid, p36
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(] 0TS This m&es ceordination a necessity. The existence of independent

lenders is not as detrimental to the oligopoly argument as it might initially appear.

A very different type of strategic institutional creditor that merits consideration is

, E D i *8] [ Znd Grgtoms (HMRC). I }AVPE ]JvP }( ,DZ[+ % E]}E
has significantly changed the dynamic of their relationship with insolvency

%o CE } JvPeU AZ] Z 1+ % E3] po Emedictatiy beagporentiad $Z C Alo«
casualty of all corporate insolvenci X'_Their position is very different from that of a

bank:

HMRC, as an involuntary creditor, cannot withdraw supplies or threaten to repossess them
under retention of title or similar contractual clauses and it cannot transact on-cash
delivery termslts continued ceoperation and goodwill therefore probably ranks several

notches below that of other trade creditors in the corporate psyche.

Like the financial ingutions, however, they are repeat players with the institutional
depth to be able to conder long term strategic goals with regards to debtors. This
was envisaged as a potential benefit of the changes of priority in the Act, in that the

E}Av Alpo Z A ~ v Jv v8]A &} u}Vv]3}E }Ju% v] ¢ (}E -
and, if such were pickeap, to take appropriate action, perhaps by steering such

Ju% v] » §}A E « § |V This dhés agpear to be the caséth interview
results suggesting that HMRCE ~*"SUEV]VP p% ul}@E® 3§ & ]JS}Ee[ u 3]v
through their checklist that sogbody has given them, and they are keeping their

C ¢ }%°vX_

* FrisbyS (2006), p33

% Enterprise Act 2002 s251
¥ Frisby $2011)p355

% |bid

* Frisby S (2006), p47
“|bid, p53
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> Jv % v v3 >[+ §Z ]E %0 v 83Z v Au EI § e ipes A
objectives may not simply be directed towards maximising returns. This has caused

some disquiet amongst pratoners:

| honestly think it boils down to the fact that they bent over backwards for Rover, and they

o*} ] 8§82 8 (}&E }u%0 }( (}}8 o0 op X dZ & Z A v ¢]8u §]}ve

§Z C[A 3E] 38} SE 3 1}v (}}%5 oo @HU NM( ¥ BAC S}v aDZ §Z § §Z
V(3 } 3Z X /( 3Z C[E *u% % }ES]A S$}A E « }v op 3Z v 3Z C V[

SE § v}SZ €& }v ](( € vS0CQU SZ ¢C V[S SE S }v § E% C E ](( &

§Z]vl v}A §7 C[MEstrung} tHat, they can justify discriminating between their

treatment of different taxpayers:

HMRC displayed a perfect examplehofv strategic selection of goals other than

short term wealth maximisation can operate in their dealings with Portsmouth

Football Club. Here they chose to pursue a liquidation even though thera mase

individually profitable rescue offeas part of their effort to overturn the so called

'football creditors' rulewhich was harming their tax revenues gener&iyAnother

example is the Business Payment Support scheme, set up in the wake of the financial
E]e]e §}compardies, partnerships, and individuals by the economic downturn

by offering a range of options for those encountering difficulties in meeting Crown

debSe « SZ C (00 H U %E} oC S$Z u}eS }uu}v JvP (}EuU ]

arrangement, whereby arrears could be deferred over an agreed period without the

Jv HEE v }( « Eh&stBteyie ¥ole of HMRC is certainly worthy of further

research, and this writer would be reluctant to draw additional conclusions without

seeking empirical data from the organisation itself.

“! |bid, p48-49

2 AWP@E}UEZ Alv ,]JPZ JUES (]JPZS P Jves 8 £ P v C_U
|http://news.bbc.co.uk/sport2/hi/football/teams/p/portsmouth/8886009.st5 August 2010 (accessed 10 October
2011)

3 Frisby 2011) p356
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As an involuntary creditor, howevdheir role in the strieturing of financing and
determination of the viability of business is arguably limitéd observed above, by
the time a distressed firm reaches formal insolvency proceedings it is likely that they

will be subjecto multiple security interests:

There isso much more secured lending around now that we are finding it rarer and rarer to go
into a small/medium sized basic business, a metal bashing business or whatever, and finding
that there are any unencumbered assets. We typically find a sale and ledsefq@operty,

the book debts have been factored, the plant and machinery has finance on it and the bank

. 4.
will have an overdraft and a charge on any good4W|II.

To illustrate how this works, Appendix 1 and Appendix 2 contain the statement of
affairs (form 95/99) v-. (Jv o & ]S}E u S]vP E %} ES ~(}EuU «iio- }
a firm that entered voluntary liquidation in 2008 and was finally liquidated in 2011.
Thedetailsin these formswill be familiar to anyone who works in the field, and

although chose at random Ask PETE Ltd is largely typical of a service provider. The

firm was liquidated with debts of more than £200,000 and a shortfall of more than

£115,000. The largest proportion of these debts were to the Royal Bank of Scotland

(RBS), held in thform of factored book debts of around £70,000 and a smaller

floating charge over equipment. When the firm was liquidated RBS recovered all of

the book debts, and the floating charge subject to the reduction for the prescribed

part under s176 Insolvendyct 1986. Meanwhil®) $Z (JEu[s & u JvgvP e« 5¢ A
realised for almost £16,000, but the ¢e®f realising the assets ladhly £3,500

distributed between the preferential and unsecured creditors (including HMRC). By
seekinghese types of security Favoided the need to decide whether to liquidate

the firm or not. Everything remaining of real value in the firm alasady owned by

“ Frisby S (2006) , p34

“This firm was selected at random frdbn » v E & E]s C[+ & « }( ( ]oind@edission AdEZ Z E |
assistance. See alBosbyS(2006) }%.] * }( $Z (}Eue %opEep vS §} (]JEu[e o]l«pu] Sl}v CE Z o
House, and are publicallyailable on their website at www.companieshouse.gov.uk.
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the bank. It wa no accident that RBS arrived in this position, and indeed this will be
reflective of general practiceThesignificant recentlevelopment is that instead of

all the assets being swept up by one bank, riskier investments are left to independent
asset baed lenders. Howeveas their activitypegins to strategically harmoniséth

the clearing bankghey effectively become a part of the oligopoly.

It would be a mistakéo assume that the state of play when a distressed firm enters
formal insolvency shows that financers simply gain security over all assets from the
outset tor even that they seek to do sdé-ailure to take into account of the fact that
strategies change over the lifespan of a firm was a significant part of the problem
with the deathbed test, described earlier in the chapt@here are two reasonshy

a firm will not have all its assets tiegh to secured lending from the outsefirstly, a
firm that is not in distress is in a stronger bargaining position to seek credit with
lower security (and ABL is actually a much more expensive form of credit). This is

reflected in the interview quotel@ove that describe how when a firm reaches an

PE uvs Al]3Z VAZVEZ "}u% VGC[* ]Jv §Z § %}]5]}vU AZ v

needs that money, then it will sign up to anythir§y.Secondly, reducing the

profitability of the firm with a rigid debt structerreduces potential future returns to

the bank, as a prosperous firm is a better consumer of credit. Overleveraging the
firm increases the likelihood of its failure. A bank that reduces the survival prospects
of its clients is harming its own profitalyliin the aggregate. This is supported by

§Z Al v & P E JvP AZ] Z (]Eus E GBefan@Emsthat P]A
are able to obtain loans without providing significant collateral are of high quality,
implying effective screening of unse@t JEE}A E- € Stpng firrisXare

able to negdiate credit without security. Wak firms hand over security, protecting

“® Frisby S (2006), p39
“" Davydenko SA and Frankg(2608) p586
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the banks in the event of liquidation but also increasing the likelihood of that
liquidation. This is directly linked tdhe tension between rescue and liquidation

explored in more detail in Chapter 4.3.

5.3 T T

dZ —>}v }v %% E} Z— Z + nonstatut@] and informal
framework introduced with the support of the Bank of England for dealing with
temporary support operations mounteoly banks and other lenders to a company or
group in financial difficulties, pending a possible restructurifigts roots are in the
vl }( vPo v [« JVA}oA u v8 Jv E <}oA §Z VIJVP E]e]e ]v §

developed into a role as an honest broker in mblink workouts:

In 1990 a number of discussions were held with Lorblased banks and their professional
adviers, as a result of which a set of principles of best practice was formulated. The Bank's
strategy was deliberatelyot to reduce these to "rules”, but rather to publicise the general
nature of the "Approach" through a number of papers by Bank officidig;wavoided dealing
with specific details. The idea was that these principles would be developed and applied by

market participants without any need for "hands" intervention by the Bank

The advantages of a soft law approach include thean be egularly and swiftly
updated to account for changing commercial circumstances, andttisanore likely
to be followed by the financial institutions as they have an investmeitsin
development® Armour and Deakin argue that the London approach hasectam

1% E & =+« ¢} ] o VvIEuUU ™ }VA v3]}v €3BArdnatauforZ 0% P v$§

“8 Armour J and Deakin(8001)p31, citing BritistBankers Association, Descriptiofthe London Approach
unpublishedmemo (1996)1

“® Armour J and Deakin(8001)p34

% Armour 2005) p388-389
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sets of strategies whicinaximise$ Z ] E i}]v $ > ANor(naiive behaviour was
discussed as one of the two main theories for how laws impact upon decision making

in Chapter1.2;

private norms can substitute for publicly supplied and/or enforced legal rules in the context of
JE%IE § E }EP v]e §]}vYX dZ ep *3]3us]}v ]* v}sU Z}A A EU }u?
existence of legal insolvency procedures "in gha@dows" plays an important role in

underpinning the stability of the observed norrfs.

The London Approach norm is evarpported by shaming behaviouihe
importance of shaming in insolvency law will be a central theme of the next chapter,
and is part 6the way in which normative standards are enforced and potential
prisoner dilemmas overcomerlhis would involve a meeting behind firmly closed
doors with officials of the Bank of England, at which "eyebrows would be raised" at
Y4 Z Al}pE v %t mightbeXargued that to relate this to shaming is a
mischaracterisation of the character of the meeting, as prior to 1998 the Bank of
VPO v [* E Puo $}EC %}A E« u v3 3Z C Z 38Z %}A E 3§}
vi[e o] v U v « «ug&d bel@avialr was a simple rational penalty
response to the threat of dire sanctions. As will be illustrated and explored in the
closing third of this thesis, while fear of penalty wéttainlybe an important factor
it would be a mistake to exclude @me from the equation, even for bankers. These
sorts of interpersonal and emotional factors have an enormous impact on how
people make decisionsnterviews with practitioners have found that the changes in
their duty imposed by the Enterprise Act weraddmportant than the way in which

they felt » } v ¢ § (E bjprofessional regulation and reputational conEve 8§} Z } §Z

*t Armour J and Deakin(8001) p28
%2 |bid, p50
%% |bid, p40
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i} % E}% ERgig§hXdolvency processes seem to be heavily influenced by

normative values that favour informal collaborative mkouts.

London Approach arkouts are organised in two phases. First, a standstill phase in

which no enforcement action is taken and existing lines of credit are kept open, with
additional working credit where necessary. During the standstill phase adéam

accountants are used to investigate the figninance.The report of their results

leads to a second phase of negotiation and implementatioarektructuring plan,

spearheaded by the lead bank, which in the case of the vast majority ofinaumlkied

firms leads to sme sort of financial restructuring One notable quality is the
emphasisoncd % & 3]}v 3A v 8Z ov EeW ~/vd EA] A ¢ u%Z
more representative the composition of the committee, the more effective it was as

amechantu (}JE E p JvP v P}&] S]JvP }edeX

Iv @ Vv8 C Ee 8Z E -ZZevP v]0 8§3]8u < }v EdheR@G}uv X _

an increasing use of the terrdusiness recovery professiorjid described insolvency

practitioners,who arenow described agperatingina ZSHUEV E}uV o E}( ]}V

Intensive care units have been introduté <]Pv §} E ¢ SZ % E} o ue* }(

(Jvv] 00oC ]e3E «- Hedlu E+ A]SZ2°Specalist sho@®BdvP vieX

teams have been set up, including insolvency prafesds on secondment and other

Jv HeSEC % ] 0]+*8e AZ} "Z A 35 u%sS 3} ]JvE EAv § uyp
C o }( °d The Xeason for this investment is commercial pragmatism:

rNdZ E e ES Jv ]v A}E& o o0}P] hafiténakes oomrer@aP pu vs §

** Armour J, Hsu A, Walters(2008) p164
% Armour J and Deakin(8001) p34:36
* |bid, p36
" Armour J, Hsu A, Walters(2008) p150
58 |1ai

Ibid
* Frisby S (2006), p21
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sense for them to support troubled customers, and clearly enlightenedrgelfest

would dictate this approach®

VPo0]*Z /ve}oA v C 0o A Je IVIAv (}J&E ]88+ "SE ]8]}vo ( E v
commercial judgment of insaéncyp € ]3] $%vand even amidst the
introduction of the Enterprise Act a debtor in possession approach was rejected due
S} % & ( & v SZ Sleft¥ophvatesectorienders to vet administration
proposals and support only those witha@{] ] v8 Z v }(%The eeX _
emphasis has always been on marked solutions, with he availability of strong
state institutions aseutral arbitrators facilitatingollaboration(be they the Bank of
England or courts of Iaw @llaborative structues allow the majority to overcome
holdout minority creditors. Thifacilitates outof-court restructuring® and in turn
increases bargaining power outside of bankruptcwhich may involve smaller
creditors being pushed out of the picture but appears iteeghe best chance of
maximised recovery for all parties. Furthermore, creditor led solutions reduce the
opportunity for debtors to abuse rehabilitation procedures to gain stayslebt
while retaining controlvhere there is no realistic prospect of rdilitation.”®> What
the evidence in this chapter, alongside pauiarly the data from Chapters 2 and 3
shows is that the creditors are leading the law towards a focus on investment in
rescue. Indeed, it would not be unreasonable to posit that the Enisgpkct was
inspired by the developing culture in the industry, rather than that the culture
developed from the Act, given thatéh_ondon Approach had been feing on

AYEI}pgs O E % E]}E &} §Z o A[* [VEE} p &]}vX

® Frisby S (200662

*! Frisby S (2004p265,citingMTI Trading Systems Ltd v Wint898] BCC 591
%2 Dennis \(2007), p120

% IMF (1999)2 - General Objectives and &erres of Insolvency Procedurgs
“Davydenko SA anddnks JR2008) p573

®IMF(1999)Z8Z Zz ]o]8 §]}v W @3940uE «[U
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One hearsanecdotal evidence of the sentiment that the London Approach has had its
day, thanks in part to the financial crisis and also because of the difficulties of co
ordination due to the increased role of independent lendeffsirthermore, with the
increased onmber of players and the greater geographic space they ocdtigy

EPu 0o 3Z 3 Zopu[u} o} E 3CEp SUEJvP Z A Z 357 |E
impose reputational sanctions is diminished by the reduced likelitddodpeated
interactions. There ae three reasons why this writer believes that the London
Approach will survive, althouglrgbablyrebranded and certainly with changes in
practice and principle. The first is that any disruption caused by the independent
lenders is to some degree due disruption caused by the fact that the market has
changed quite recently, similéo the way in which HMRC is finding its feet after
being deprioritised,and the markewill harmonise as best practice is established.
As it does so repeat interactions wiltrease and the impact of reputational
sanctions will be reestablished.Second, this is hardly the first time that the London
Approach has had to ewa since its birth in the 1920slekibility and ability to
adapt to changes in the market are perlsaihe most fundamental advantage of soft
commercial law. Finally, the London Approach exists because it is profitable for all
parties. Collaboration is not something they are being forced into, bbera
strategic choice that is increasititeir returns. As long as institutional lenders
remain in such a position of power then there is every reason to believe that they will
continue to work together to maximise their ability to determine viability and co

ordinate appropriate rescue.

Is this a victorydr the insolvency efficiency model? The central point of this chapter
seems to be that sophisticated parties do a good job of resolving debt restructurings
when left to their own devices. If this is the case, then why not remove rescue
proceedings, enfae absolute priority and leave the banks to it? To do so would
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reduce the levels of goirgoncern recoveries and in turn reduce recoveries for the
financial institutions, as described in chapters 2 through 4. The London Approach has
developed in tandemin response to and directly influencing the development of our
insolvency laws. The shadow of the law in which this sophisticated and highly
effective system of debt restructuring has emerged is a law that has rescue, co
operation and inclusivity at itsdart. The availability of specialist courts and

insolvency professionals who are able to exercise their discretion in the application of
formal insolvency proceedings better facilitates effective private ordering than a

system of absolute priority, whidk why we have the first and not the second.
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CHAPTERG: THE HISTORYOF INSOLVENCY AS QGA

CRIME

6.1 A HISTORICAL PERSPHTIVE ON MANAGING DISRDERLY

INSOLVENCY

In Ghapter 1 disorderly workouts were defined as being wherdlaquid or insolvent
borroweris driven into liquidation even though they anrth more as a going
concern. Effective workouts were then those that maximised the returns from the
process.In chapters 2 and 3, | presented evidence that part of the strenfith

creditor friendly English law lies in its range of options, the availability of specialist
courts, and opportunities for inclusive workoutsthen explored the relationship
between finance and workouts, and argued that provided there is adequate fsope
rights protection and legal infrastructure in place there is a point after which secured
creditor priority actually begins to harsecured creditor returns because of its
behavioural impact upon the markef he crucial question, however, is how much

secured creditor priority is to be sacrificed?

At the end of Gapter 3 | explored the example of the APack. Prgpacks have a
good record in terms of creditor returns, going concern rescue and maintaining
employment. They are also subject to heavy @sth and are unpopular among
unsecured creditorsThis may seem irrelevant, as gracks can be pushed through
regardless (indeed that is one of their key strengtiguggested that as well as
damaging pblic confidence in the lavghort to medium ternpre-pack survival rates
were being reduced due to creditor exclusioriPrepacks are a clear example of the

way in which decisions made in the insolvency context do not follow a simple cost



function analysis. If we begin to unpack the features of thigsion making, and the
reasons why popular opinion fingse-packs so unfair and found Farepak so
disgusting, it begins to give an answer to the question of where the optimal balance

between secured creditor priority and debtor/creditor inclusivity lies.

This chaptebegins the process of exploring inclusivity bysideringthe history of
insolvency laws, from prhistory to the birth of the 28 century, in terms of this
struggle for order and finding a balance between protection for both debtor and
creditor. It highlights the historical quasiiminal nature obankruptcy and how
social stigma, shame and outrage regarding commercial failure inojpan both
commercial decisioimaking and lawnaking, in order to show that this very tension
is still very much in operation todayrecognising this, and offering sjadist support
in the courts and from insolvency professionals, as well as taking relatively
inexpensive steps to redress the impression of unfairness, can have significant

benefits for the likelihood of an orderly workout.

It ishard to look past the lud detail of ancient insokncy law, and this makes it

seductively easy to dismiss ancient problems as being irrelevant to modern times.

Z Plue+ }ve] E ~3C%] 0 }( %o CEjallpivpd limbshobe P v E o _

removed in proportion to debt, eyes toelgouged out, children to be sold into

davery and wives to be raped. Whewa] v o A E e (E] « JvP "AE]
0 } } ?,_the writer is charactering the past asavage or primitive in order to
JVSE %} 13Z E 3§72 AE]3 Gdra%mdddrh ajdEhetdforeu |3

*Uu% EJ}EX }ve] E SZ]* % ¢+ P ]Jv &E v ]+ Z P]e E} o[« idic

superiority of modern Angl&axon debtor leniency:

> AlvéZz o > U ~dz EoC ,]+3}@Ergveysity of Pahpsyh&na Law/RelBity(1918) 128, p8
2 Noel FRA History of the Bankruptcy La®@eneral Books (Miltokeynes: 2009), First published 1919 by CH Potter
co., p8
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In semicivilized parts of the earth harsh treatment of debtors persists. It is well established in
Peau and the adjacent countries of East India a creditor is given full sanction in disposing of a
debtor, his wife and children. Extreme cases are recorded in which a debt was satisfied by the

E ]3}E Al}o &]vP A]S8Z Ju% pv]$C &ife’z +&]8C }( §Z SYE[.

dZ & ]e *}u $Z]JvP § oo]vPoGC v ZE}v]eS] ]v Z P]e E} o[ Z}
§Z Al}o 8]}v }( 8Z Z «38]3C }( 3z $}E[+ AlJ( & vI]vP Z
mutilation that was another part of the legal codes he referencesip awaythe
agenda of trying to justify some radical difference between our times and those
which have gone before uandwe find societies throughout history struggle with
the problem of debt and creditln their study of ancient land lavllickson and
Thorlandwarn that although/English struggles are presented as if they are without
parallel.. the peoples of ancient Mesopotamia, Egypt and Israel grappled with

Ju% E 0 Jeep ¢ o}u TUIII C E+ (}E 35Z Althdigite E}EuU v
fundamental problens of insolvency remain the same there is an unfortunate habit

to dismiss the past as savage and the modern as exceptional.

Nonetheless, amewhere on the journey frorhomo antecessao homo sapiesthe

concept of debt and credit must emerge. Before they existed there would be no

need for a system to manage their default, but such a system might easily predate

the existence of moey, or even recorded history> A]JvSZ o[+ EPpu v3 §Z § * @
isan]ve3]3us]lv 3Z 3 0]A «+ C AJESH }( u vfev[evPl}}v Jv Z]e (
(13ZU v P}} (18Z v 3Z % E]Ju]dblems tovbeliE thatsaFt ofP E o
social interdependency that was essential to even the earlier forms of man. Any

form of co-operation requires a means to deal with thosbo take without

returning, so low far back into prenistorywasa time when man did not require a

3 .
Ibid, p7

“ 00]le}vZ v dZ}Eo v UArv]vs>v > AW Chikgsblav RevieRlPIQ9&IDEE /< E o _

321-414, p324

® Levinthal LE (1918)6
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mechanism for managing the behaviour of those who make promises they are unable

to keep? The words commercand credit should be interpreted in the widest

%}ee] 0 s ve AZ Vv < C v to8}v}eEA 3Z35" e }uuE Z
have the laws regulating the credit relationship. By necessity, these laws have had to

deal with the consequences of a personjbeP pv o 8§} % C Z]<®)GReZ E SeX
that even the simplest forms of social life develop some means for punishing default

it seems insolvency is an inherent problem of social grouping.

Economic analysis is useful here.}v}iu] §Z }E&C ~dy thpt]s€ace }v

E *}PE = upes oo} 8§ u}v P’ The%andgdméntal preblem of
insolvency is insufficient resource to satisfy obligation, and so the interpretation of its
emergence invites economic analysis.his application of economtheory to

primitive law Posner concluded thaiolence is twinned to a need for strict liability

due to the information costs of distinguishing tfraudulent from the unlucky

Violence against transgressors maintains the credhreat of vengeance, wibh acts

as a deterrent to other potential wrongdoers. As societal infrastructure improves
retribution against the person is supplanted with systems that peth@t® PP E <<} E
8} % C 3Z A] 8]u }( 2 hickR<Eeviniiah explanation for Wy over

Slu ~ &£ usl}v (J&E § u 8§} & § P JveS $Z % &} % @
E §Z €& §Z v 24t ddsoEatherXonveniently, fits the desire to describe the
development of the law as a constant process of excluding the primitive and

replacing it with the modern.

Posnerthus argues that this evolution from execution against person to execution

against property can only occur when a society has developed sufficient legal

®Keay A and Walton, Phsolveng Law: Corporate and Personahd Ed, Jordan (Bristol: 2008), p7
"Benson BL (1989), p2

8 Posner RAEconomics Analysis of the Laith ed, Aspen (New York: 2007), p261

® Ibid, p262

1% evinthal LE (1918), p10
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infrastructure to support property and contract rightts But thoseregimes whose
violence has led insolvency lawyers to classify as primitive have often been highly

sophisticated:

Mesopotamia and Egypt rightly are regarded as cradles of civilization. ByB30Q@efore any
other society, the peoples of these landsdheeparately developed systems of writing, were
capable of living in cities, and were beginning to engineer earthworks and other massive

construction projects that for millennia would awe travellers from abrdad.

Far from operating strict liability, theajor ancient legal systems contained means to
distinguish between the dishonest and the unfortunate insolvent. Levinthal argues
that discharge for the honest was not a fundamental feature of thé3awt the fact

is that it exists in some form in all wigency laws, for example the Code of
Hammurabi protected the life and freedom of the unlug¢kynd Solon cancelled the
debts of agriculturalists struggling due to the harsh economic cliffakarly

systems of discharge may have been imperfect but theerie of early law was not
due to a strict liability required by primitive societies. Violence was not even the
principle characteristic, and a much more sophisticated system of regulation tended
to be in operation. It would be hasty to assume that lowdormation costs have
absolved us from the economic needs that led to violence being used to manage

insolvency.

Roman law is credited with being the birthplamemodern insolvency systems$,s Z
origin and fountairhead of all bankuptcy proceedings®, and it is not difficult to see
V 33 U%S3 8§} Po}JE](C u} &Ev o A[+« ]JA]o]3C C u IJvP ]88 %o %

0 Afe «p%o %o} JVep o8 }( %o EJUu]S]A ¢« AP ECX dZpe Z}u v

"' Posner RA (2007), p2653

2Ellickson R@nd Thorland CD (199896), p328
'3 |_evinthal LE (1918), p3

 |bid, p15

®Ellickson RC and Thorland CD (:9986), p402
'8 evinthal LE (1918), p14

174



described in terms of ateady reduction in savagery from theelially Draconian

§Z vl v EJu]l]vo } Jvoii 8Z 8§ "™ o *°](] § A]SZ upE E
% ]5 o ‘@d]the rules ofcessio bonorurander Augustus that permitted a form

of discharge for the honestebtor.® The degree of violence throughé rise and fall

of Rome is nowhere near as simple as this. Capital punishment for thieves and

bankrupts during the reign of Draco was anthinking act of violence.h& aim was

to stimulate industry by deterring crim& ~}o}v[e & A]e]}v }(sinBY4BC, o A

in which he abolished servitude for debt and the engagement of the body for

« WE]SCU u C Z A v He Z " }ve] GE § ul*(JESuv |
E ] ¥’ butl it was also influenced by Egyptian law and the idea thaiattachment

of private debt to the person waga usurpation of the stat§ prior rights to use their

citizens as soldiers, labourers or slaves. Beneath the headlines of dismemberment in

the infamous law of the 12 Tablets lies a complex tiered system of punishment and

shau]vP «]Pv "8} E}ue 3Z Ju% e<<]}v }( Z]* & o 8§]A « v (

JvoCe Jv ¢ }((E p }E } *3]v s & (pu* 0 $Z*Th&Z % v 05C /

development of Roman law was just as much a complicated mess of efforts to find

the rightbalance between deterrence and economic support as any other era of

insolvency law.

Having incorrectly categorised Roman insolvency law as a steady progression
towards a romanticised precursor to English law, it is then necessanptp the
period between the fall of Rome and the first bankruptcy statute of Henry VIII into

one long period wheréaws are™ % o] EoC e}a pbth&Emsest Sridnjtive

" Noel FR (1919p8

'8 _evinthal LE (1918), p16
 |bid, p14

2 bid, p15

' Noel FR (1919), p8
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period. ?* The dark ages are something that gets skipped over on the way to the
emergence othe Law Merchant as a kind of next step on the way from the Romans
to the British, J*3]v 8 } C }( o A AZ] Z PE A u% v E}uv 38Z
% E 8] o Y% S CSE E+ E}R FovtbdinsokencypE} % X
historian he Dark Ages saw a collapse of social order and an era where insolvency
law became principally a mechanism to assert the power and moral authority of the
state through the mechanism of punishment. As Roy Goode describes:

Life for the medieval debtor was likely be nasty, brutish and short. Just as the charging of

usury by moneylenders was regarded as contrary to the laws of God and was punished

accordingly both by the church and by the powers temporal, so also falling into debt was

considered mortal sif?

Certainly for the nothistorian this is a period characterised by long periods aof wa
destruction, and pestilence. Most notatilee long slump of thd5" century in an

era where by the end of the 18 century, the population of England had fallen to

half of its preBlackDeath peakand *A]13Z « €& oC v /&£ %3]}v oo A Jo
of production and exchange weakene& One might expect a society facing the

rising information costs consequent to a collapsed infrastructure to move to strict

liability and creditor controlled punishmentand there may be some evidence of

that t but what can be seen is the law desperately trying to maintain confidence in

the economy through brutal punishment of bankrupts. One cannot presume the

existence or directioof causality here, but note that @it trade again became

|26

unusual®® and that in times of recession credit would quickly collafseiolence in

insolvency law emerges as a response to broader social pressures, and the desire to

?2|_evinthalLE (1918), p19

% Dennis V (2007), p2

* Goode R (2004p827

2 §ZE:UNrdzZ 'E § "oflts NEZZ DIUEC_U Jv E]3Progesvand Froblefs in
Medieval EnglandCambridge University Bss (Cambridge: 1996), 2372, 240

% evinthal LE (1918), p19

" Hatcher J (1996), p244
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categorise business fareias a moral offence rather than recognising the inherent

vulnerability of commerce.

The introduction of creditofriendly English law and the rise and fall of capital
punishment for bankruptcy neatly demonstrates the way in which the same
economicandsocial vulnerabilitiepersist for all credit based societies. 34 & 35
Henry VIl c4 (1542) is typically recognized as theHiglsh bankruptcy law, and
was focsed on helping creditors recovering from those who were made bankrupt.
The problem was dermining to whom this law should apply. Wheém 1571,
Elizabeth | limited the crime of bankruptcy to merchants and tradevgas

considered unjust that they should be condemned for an action anotteer could

do with impunity. ¥ v C Acreditarsearly began to make use of the bankruptcy
law against honest but unfortunate debtors, even though by its terms the Hanric

o AAe+v}s]vs v %5 Mg B2 all &0 familiar error of confusing an
increase in bankruptcies with a failure intdeence, the 1604 Act of 1 James | ¢15
enhanced punishment to allow the bankrupt to have one ear nailed to the pillory and
§Z v WS }((U practicaly}absorbed into the bankruptcy law the case of
simplenon-paymentof debt.. but the actfiction Hill clingsto it. The debtor's
conduct,not his financial condition, is still thedknical basis of his bankruptc§’

Draco and Jamesight have profited from comparing notes.

The Pitkin Affair, an Enrdike scandal that provoked a storm of outrage, motivated
parliament to take the final steps in the 1706 Act 4&5 Anne, which made fraudulent

bankruptcy a capital offence where one was fraudulent simply for failing to appear

B ye U N> e85 VIEU%SE , VP W  %]S5 0 Wpv]eZu vE (JE VIEWU%S C |v i65Z
ssrn.com/abstract=144681@&ccessed 10 Apr 2011915, also published in a shorter form as Kadens&z > «§
VIEN% S , vBPuke LAW Journdl (2010) 1229309

VS

PHE] UV /IUAN & }( VIEN%E CW D ] Ao }v %EnjardDdw REWEB2@)Eu%S C > A U

(1938)189215, p196197
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before a commission and disclose all assets after failure to pay a*ddtitis had

been preceded, however, by an attempt to soften the law between 1678 and 1698 in
Jooe 3Z 8§ P v vPo]*Z o A[RorEst Gapkrlipttyvs 8t a5

contradiction in tems but aphenomenon of daily occurrenc& v that the debtor

was far more likely to hand over his assets if he knew he was getting something in

E § pP*Em&original 1706 act took the hugely important step of introducing

discharge for bankrupts in ordéo induce their ceoperation. It was intended to

/offer the debtor a carrot to balancagainst the existing stick, and early drafts of

§Z o A ]v oy % E}A]+]}v 8§} PE v§ §Z v EfiM%S eu 0O

percent of their netestatetov o 3$Z u 3} P]¥ THs émiently practical

measure was designed to encourage debtors to participate in the formal bankruptcy

structure, and as such had tipeedictable effect of a surge in bankruptcy

%0 E } ] uriPAB5, ah estimated 15®mmissions were opened; in 1706, the

number was 567 But the legislators had not sufficiently taken into account the

enduring quality of the(] §]}v }( §Z " § }( ndithe&peteeption of

business failure as a moral failing.

Therefore, msteadof welcoming this as a sign that tetatute was working as
intendedand encouraging debtor eoperation, a rise was once againterpreted as

a failure of deterrence. After only one ydhe discharge provisiowas modifiedso

that it required a majorig vote from fourfifths of the creditors®® Commentators

were likely satisfied to see the subsequent collapse in the number of commissions, as
the law now reverted to all stick, no carrot, total creditor control dine widest

possible definition of fraudent bankruptcy.Predictably to the student of insolvency

¥ Kadens E (2010), p2

* Trieman | (1938), p190
¥ Kadens E2010), p2122
* |bid, p22

* |bid, p36

% |bid, p37

% |bid, p38

178

(



law and economics, the revised 1706 act was a near complete failure. Not only could
one or two significant creditors keep the undischarged bankrupt imprisoned
indefinitely out of spite, but ibecame commonplace for creditors to expect bribes
before they would sign the discharge certificdfeMeanwhile, when push came to
shove, most believed capital punishment to be too severe a penalty, such that in the

century that the law was in force onlgur men were hanged:

Imposing capital punishment for fraudulent bankruptcy was a spectacular failure because it
did not prevent the frauds at which it was aimed, but also because the fact that it was so
rarely enforced permitted other frauds to flourish.The threat of death turned out to be so
useless that the fist the legislators thought would keep debtors in line ended up being an

empty glove.*®

Thus begamnotherwithdrawal from both harsh punishment and the broad
application of the notion of fradulent bankruptcy. Trieman argues that tlaev
% E] v (v u v8 0 *Z]J(SW ~/ves }( 0]JvP %% E]Ju &E]
phenomenon involved in the debtortnduct,it seeks to regulate the economic
situation that arises out of the debtor's finantia} v ]3] §3DGeorge IV (1820)
replaced capital punishment wittnansportation or hard labour, anigthprisonment
for debt was virtuallyendedwith the D  §} Ret[of 1869 The stage was set for the
birth of 20" century commerce, but the image of theafidulent bankrupt remains

vivid in the social consciousness.

¥ |bid, p59
%ibid, p40 then p69
¥ Trieman | (1938), p200
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6.2 THE SOCIAL DIFFERENEBETWEEN A BANKRUPAND AN
INSOLVENT, THE IMPORANCE OF SHAME ANDHE IMPOTENCE OF

PUNISHMENT

There is aocial difference between a bankrupt and an insolV8rinsohency is a
condition, and hopefully a temporary one, where your assets are less than your
debts nhe makes oneself a bankrupt through op@ctions. The notion dkeing
bankrupt being a differenthing from being unable to pay your debts has been
integralto much of insolvency law. The Roman righBohorum Vendititiofor
/£ u%o UA « PE v3 (8§ & 3Z ]Jve}oA v3 Z Juu]3s v Z
as hiding from creditors or taking no steps to pay a debt on derffafthus
someone might be bankrupt without actually being insolvefihe honesbankrupt
cannot escape by claiming he lacks intent as the act demonstthgeititent, and
thus ~ %0 CE } A] actusZeusand themens reaof the crime of bankruptcy*? To be

a bankrupt is treated in itself a mark of dishonesty.

As creditor influence increased so those things that constitutedcinf bankruptcy

steadily expanddto include simple norrompliance with creditorssuch that* AZ §

is evidently nothing more than an iolsent condition, occasioned perhaps through

no culpable conduct on the part of the debtorgclassified together with such overt

conduct of a fraudulent nature as fraudulent conveyances and fraudulent evasion of
& 13 ¥@EhE law is trying to managhe consequences of insolvency and

distinguish between the honest and the dishonest. However, it associates insolvents

with bankrupts and stigmatises the unfortunate and the fraudulent alike be

“°In contemporary English Law the terms are now used to distinguish personal bankruptcy from corporate
insolvency, for reasons undoubtedly connected to the desire tstidgnatise business failure. Thus, for English
lawyers at least, the social distinctindifferent from the legal one.

“!Levinthal LE (1918), p13

“2Kadens E (2010), p11

“Trieman | (1938)p197198
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fiscally bankrupt is to be morally bankrypthe status of bankruptcy commenced
with some positive and intentional act on the part of the debtor, and that, such an

§ Z AlvP v Juu]d33 U 8Z <}JoA v C }(3Z “TBIE A« pviu%
notion of situational fairness being grounded in character andtitieis borne up in
other fields, for exampléen < Zv u vU <v 8¢« Z v dZ o E[* A}EI }v ( JEV
that people felt a carpenter had a greater right to pass along cost in price than a
wholesaler or a comparj. Whether we consider a situation to beif or not is

%0C E}}S Jv ip P uvsS }(SZ % Ee}v[fe Z E S EU Vv }

character will in turn be impacted upon by the fairness of their conduct.

The historical severity of punishment is one manifestation of a consistent negative
perception of bankrupts Another is thdrequent use of shaming in insokvey law.

Bankrupts have been made to weaddiculous clothing or put baskets on their heads

in public, to bang their buttocks on a rock before a hecldirmyvd, or stand naked in

court, alongside v. 2} ((] ] o }v8 u%3Sp}ue Je JuE+« U AZ] Z o oo
deceivers| #auds, [ d@ffenders,[ Zheaters Jand Equanderers[*® The practice of

Z]8S]JvP Jv Z BGv [ ]Jv /v ] }E& Z( *S]vP }v[ ]Jv /E 0V %M 0]
H% (}E Z]e E ]8}E 8 EA &} §Z }v Z]s }}EU ™ v(}E
e v3Ju v8 }( 8Z luupv]8C 37 The Qotdd of sodeyaing in the

shadow of the law has been a consistent feature of this thesis, but of course laws

develop in the shadow of society as walhd these two parts of enforcement cannot

be separated.

Benson observes that customary systems of law maintain aden in societies

lacking a government, are oftefyjuite complex, systemically covering all types of

“ |bid, p195

< Zvuv U<vdeZ:> v dZ o E Z,U ~"& |JEvV *+ v ShhelousnaldtBibinesd ( }v}iu] «_U
(4) (1986) 28800, p293

“® Efrat R (2006), p366

7 Levinthal LE (1918), p7
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torts and breaches ofontract relevant to the society®, and have persisted
throughout history including societies like medieval Iceland and tffecé8tury Wild
West. Bankruptcy strikes at the heart of several qualities important in civilised
society: the importance of making good your promises to those who have trusted
you, of honesty towards membeos society,of responsible managemeinof
personalmeans, and not becomirttye “grasshopper among the anf$ The
VIEu%3 "A « « v v}8 }voC =« «3 o]JvP u}v C }v AZ] Z Z]-
relying but more importarly as stealing their confidencé’ Primitive societies used
a mixture of the threat of iolence to illustrate stigma, and the application of
community shaming to encourage a return to social norms before stigmatization

becomes necessary.

As civilisation grew it became harder for communities to internally shametrasmd
led to the developmat of state mediation in the Roman EmpirBoman law was
neither the most creditor controlled nor the least violebtt it did employ
increasingly sophisticated state intervention in the enforcement of collective
proceedings by creditors. Collective peedings allow the creditor to emperate for
mutual benefit, as he no longer need} A 3 (E -« }qaRticipate and outwit
Z]+ ( oo} Atad intenention is not a preequisite. ®ntrast 19" century Chinese
law, which left distribution entireljn the hands of creditors, and medieval Jewish
law which put all authority in the hands of an official administratoFhere are,
however, certain attractios to an enhanced state role. ghvernment can employ
economies of scale through the creation af@ecialist commercial court and sheriffs

to instigate and enforce judgements, reducing the information cost of distinguishing

“8Benson BL (1989), p21
“9Efrat R (2006), p36369
*Kadens E (2010), p8

*! Levinthal LE (1918), p13
*2 |bid, p5, p2628
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the honest from the dishonest. It can mediate the impact of creditoreud -
collusion between fraudulent debtor and favoured creditors is a common problem in
creditor friendly regimes, 7century England being an excellent exampiand

v(}E }oo 3]A % E} JvPe Jv §8Z %E * v }( %}35 v8] 0 %o
Finally,it can compensate for the breakdown of community shaming. As civilisation
*% E ¢ V lu ¢ u}E pegdplgbavedess need to use membership in a
closeknit village or hierarchical institution as a method of coordinating economic
% E} | S Mhich has the consequence of reducitng  } u u p v ] SaDifity to
shame its members.nla cvilisation that spans the sedise bankrupt might simply
disappear. A centralised government has a much better changngfing home to
debtors the consequences digir defaults Thus the benefits of state
infrastructure might conceivably outweigh the costs to efficiency where they

effectively manage the behavioural consequences of the bankruptcy stigma.

Traditional mnishment(violence, financial sanction, impanment)is not an

effedive deterrent for bankruptcy. €ent research has not found any particular

correlation between the public perception of bankrupts and rates of bankruptcy

filing.>® This directly contradicts a common notion that bankruptcy stigneeeiases

during periods of financial downturn. NE J» §Z @& 3$E&] uS]A (} ¢ }( }uSE |
en]s 3} 8z § *'@\MtiEle\peoyle may deliberately lie, defraud and cheat,

§Z PE 3 E % E}%}ES]}v }( Jve}oA v C ]+ u}E i} } Alsz

§Z + v [ u v¥abpstGheir problems or simple poor performante.

Businessmen generally fail not because they are bad people but rather because they

%% posner RA (2007), p2653

* Kadens E (2010), p1I®

**Ellickson RC and Thorland CD (12986), p352

% Efrat R (2006), p393

< Zvuv UANZI V Apves Jv ZU Az E  KpdE Psychology®f®usifve A E «W dZ
Damages Jdurnal of Risk and Uncertainty6 (1998) 486, p73

%8 Dennis V (20D), p12

% DahiyaSand Klappet. (2007)p270
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are bad at business. Being a bad person may be bad for business but it is not the

determinativefactor.

While shame encourages complianpeomotingbetter spending habits and even
encouragingnsolvents to settle debts before they become bankryptigmatization

can actually hava negative effect and lead to the party rejecting the social rulas th

have rejected hini® The archaic use of the word stigma was for a brand burned into

§Z «llv }( 0 A }E EJu]v oU v }v ve ZIASZ vu N\
to operate in the same way. Tladficulty is that theline between shaming and

stigmatization is a fine one. Shermhasfound that while individuals with high
interdependenciessuch as working married men, found arrest shameful and were

rehabilitated, groups upon whom arrest had a countieterrent effect were

disproportionately unerployed (in four studies) and disproportionately black (in three). They
were people who had lived with a great deal of stigma; their reaction to further shame was
rage and vindictive escalation of violence rather than remorse. In Sherman's interpretation,
'‘Defiance is a means of avoiding shame in the face of any effort to cut one down to size,

including arresf"

Z §Z E 3Z v mdre Birectmeans of compelling paymefi, violence in

insolvency lawvas intended to operaténdirectly to provide the bright light beneath

which the shadows of shame provide the real disciplining effdcts perhaps easy

to be dismissive of the importance of shame, particularly compared to financial ruin

or physical dismemberment. Butameis an incredibly powerful ematn *@®&}}sS ]v

§Z % @E} e+ o SZE}uPZ AZ] Z A Jvs Ev o]l ZBAEfrA&t Ju P]v }3

} o @A ¢ STUBPV]E] o[ }Z JA Vv eeu 15 %}ee] 0 (JE SZ ¢ %o

% Murphy Kand HarrisN (2007) p908

“DIl]d v € ]85ZA 18 U ~AZ v PE 8]A ~Z u]lvP v  }u% &Fiminoldyj@r3)z Puo §}EC
(1994) 361386, p364 citation fromSherman LWRolicingDomestic Violencd-ree Press (New York: 199pp03

%2 evinthal LE (1918p7

#wilkinson R and Pickett Rhe Spirit LevePenguin (London: 2010), p41
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humiliating and labelling practices to be powerifulgenerating deep feaof
bankruptcy in the minds of the peoplé* Modern neuroscience has even made it
possible to objectively quantify the impact of shame, as demonstrating in a large

scale metastudy by Dickerson and Kemeny:

Tasks that include a sotievaluative threat (such as threats to sefteem or social status), in
which others could negatively judge performance, particularly when the outcome of the
performance was uncontrollable, produced larger and more reliable cortisol changes than

stressos without these particular threat®

Cortisol is a steroid hormone produced in response to stress that increases blood
sugar and suppresses the immune system. Stress levels interfere with decision
making, and the ability to measure cortisol levels makesssible to quantify stress
responses to different social stimuli. People are physiologically wired to respond in a
negative fashion to shame and threats to our social status to the extent that it will
override other concerns like achieving the bessgible financial return. An

insolvency law that ignores this will find itself unable to reconcile effective rescue
with creditor control because creditors will repeatedly appear to act irrationally by
E i S]vP eu% E]}E }uu @Eodels of gsisjanmaking’cannot afford

to ignore emotion as a vital and dynamic component of our decisions and choices in
§Z E o RJdEsisMhat is happening when we express confusion that
creditors have rejected a rescue option that would have brought thefter

returns, or are baffled when creditorare outraged by a prpackaged sale that

preserves a going concern is chosen ahead of a profitless liquidation.

® Efrat R (2006)p371

® 11 Ee}v A v <UuVC DUA usd ASE ++}E+ v réteatndgrafion &hd Synthesis ofd Z }

> }E& S}EC ZPsychblagicdlBulletihd0(3)(2004) 355391, p337, cited by WilkinsoRand PicketK (2010)

p38

%A yv(C 'U ZJoo]vP :<U E}velv : U ECe3}u > v }Z v : U Mmoiakingin@eo <]« }(
posJu Spu FScienc®00 (2003), 1758758, p1758
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Shame, stigma, and the underlying desire to believe that success and failure are due
principally to the moral quality of the parties have influenced insolvency law
throughout its history. This is whif¥e insolvency of a company inevitably generates
dismay and, in mangases, resentmen®’_The dismay is a stress response to socially
threatening bénaviour. The desire for punishment is aimed at redressing this feeling
of injustice and threat but it can directly conflict with the commercially superior
outcome, demonstrated in the feelings of the disappointed Farepak creditor who

stated:

I think the osses of Farepak need to be made accountable and go down the legal system for

Az $88Z CZ A }v X [ }v[§ 3Z]vl §Z C +Z}uo 00}A 3§} AE }
general public, and | think they should be punished through the justice systeingfoihiey

ZA vuU me Al3Z (( 8U 3Z C Z A +3}o v idiUiil uu Ee[ u}v]
not be swept under the carpet, they should be made accountable for what they have done,

Hs 8z [« z}A 1 (®o }ps 13X
Equally this observation by the Bstti insolvency practitioner:

| §Z]vl o0} 8Z @& [+ *}u SZ]VP }pd §Z (E]E]*Z %+C Z U + }lu% &
AZ] Z A] A+ 18 +U Zt ooU ]( 3Z JE 3§}E* Z A Euv §Z pe]v «+ o]l

JUS }( %} | U §Z & [+ VP BAZCu/Ju % SZIVCE® }u% vCJI][

An orderly insolvency law must take into account the cueaisninal quality of
insolvency. Its heritage is in the act of bankruptcy that taints the most innocent
insolvent. If the insolvent is presumed to be morally at fault for the failure of the
business, it may seem defacto inequitable that their business is rescued. This must
be taken into account both because it brings an additional element to creditors

objectives beyond simply best financial returns, threatening viable rescues due to the

%" Frisby $2011) p350

®From aninterviewA]5Z & E % NZAD SJu[W <]VP AU "& E % | A] 8Jue *% | JUSW v /& %o
Z Eues [ C 8§Z }00 %° }( & E %% | _U VvSE (}JE EJu v :pe8] ~Spu ] *_U <]vF
2007), found ghttp://www.crimeandjustice.org.uk/opus392/FAREPAK Full reporf@ecessed 8 Nov 2012)p34

® Frisby S (2006), p64
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impressionof injustice, and also because stress, shame and stigmatisation undermine
the decision making proces3he orderly insolvency law protects creditors, debtors

and employees not only from each other but also from themselves.
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CHAPTERY: I ROLE IN MARKET

DISCIPLINE AND THE IMITED BENEFIT OF PRFECT

INFORMATION

7.1 FAREPAK AND CHRISTM8 VOUCHERS

The desire to protect unsecured creditors, particularly those who appear to be
innocent victims of a business failure, can have a major impact upon whether an
insolvency regime remair@rderly and Effectivelt is also has a significant impact on
decisionmaking around insolvencylhe case of Farepak is a useful illustration of

how this can happen.

| think the bosses of Farepak need to be made accountable and go down the legal system for
Az §38Z C Z A }v X [ }v[8 §Z]vl §Z C «Dhusiness agampiith the} A E

general public, and | think they should be punished through the justice system for that they

ZA lvu e A]§Z (( §U $Z C Z A +3}o v ifilUIIl uu GEs[ ujv] »

not be swept under the carpet, they should be eesaccountable for what they have done,
Hs 8z [« Z}YA / (Yo }ps ]3X

& E % | A e ~ ZE]*SU » Z U% E_ (JEuUU (u]oC pe]v se
Johnson in 1968 and run by his son at the time it went into administration. Agents
collected money from upo 150,000 clients every month in return for vouchers.
These vouchers could be used at a selection of retailers or exchanged for hampers of
festive food, allowing customers to spread their Christmas costs over the year.
Farepak would reimburse the retais for the price of the vouchers after Christmas,
allowing them to profit from the extended credit they had received from their

customers.

Y&E}u v ]vs EA] A A]8Z & EB%adIKiAGS RGO, [034” %0 o |



In early 2006 High Street stores began to demand payment upfront rather than
offering credit, responding to the fiare of a similar voucher firm the year before.
& E %o I[* %o E VS }u% vCU pPE}% Vv ,}Ju Z S ]Jo]JvPU 83 u%o
borrowing. HBOS pilc, its bank, refused the new business plan and called in the
Ju% VvC[* }JA E E (§X dzZ (] uitdifiiclikies aricbcanginuedjio
%S A}p Z & % Cu vSe 8} Z 0% % C }(( 8Z % E v3 }u%o Vv

October 2006vhen administrators were brought if.

& € %o | pe3}u E+ 0}e3}v A E P -08iiX dZ]e Z « v oo ~
emergev ¢C_ C DWe v &E& vl & o U > }uE& DW (}& JE&I vz U
, KA v Juu}lve § U 8 §]vP 8Z § 8Z C «Z}po ~ E Z AC
$Z ule EC ® % X | EPP e+ 3Z 5 & E % | "] *Cu%sS}tu 8] }( 3
perpetuatedunder the current economic climate of deregulation and the

liberalisation of markets, where there are many sites of trust that can be potentially
E%0}]S C pve Eu% po}pes }E [frhezkposute@fRongumsrk}ve X

to the consequences of bumess failure is once again being tied to moral failure.

Farepak highlights a number of interesting issues regarding price, investment and
insolvency. First, consumers did not have a clear idea of the risk they were taking

with their investment. AsSpek } « EA U ~"§Z & E % | » v 0 E ] » «}u
< *8]}ve }us 8Z IviAo P o }vepu E u} oY €37 « A] A }(
a rational being, who will assess potential risks and ask appropriate questions to

gather information ° Instead mrticipantsfollowed the scheme through or with

(E] v *U (uJoC v A}EI }oo Ppes v 3Z Ju% vC 3}}1 ~ A\

% For Reporting on the Farepak imgency]http://news.bbc.co.uk/1/hi/business/6124406.sthn
http://news.bbc.co.uk/1/hi/business/6159672.stimttp:/ivww.thisismoney.co.uk/news/special |

report/article.html?in_article id=414074&in _page id=3CBee also the website for the campaign representing

Farepak custmers athttp://www.unfairpak.co.uk/{accessed 11 Mar 2012)

http://news.bbc.co.uk/1/hi/business/6124406.st

‘5"\%0 ol "}IE%}E 3 Z GUlvw AdZ3]ule }(CE8mital FusticeMattersl (1) (2008)8-10, p8
Ibid, p9
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Jv e }(SEPS A 0}%o § A° Thq ureditdrsirebiedon the fact that
this wasa socially normal way to invest, har than fully investigating the security of

the investment.

Second, the bank operated strategically and it is their withdrawal of the overdraft
facility that triggeredthe failure of the firm. This is evidence of the important role of

banks in businesailure, which was explored int@pter 5.

dZ]E U $Z (JopE }( & & % | Zz SZ @& eposS }( *p voC
understanding of the value of the vouchers they were holding. The customers
considered themselves to be savers rather than creditamsl, had not incorporated
§Z EJ-l }( 82 ]JE S]AI3C Jvs} 3Z |1E ]*1}v u I]vP He

be an inherently prudent activity:

These consumers had attempted to be prudent with their money and their savings, by saving
with what theythought to b E o] o v < ( shua they Yould have the sort of
Christmas that they were hoping to experience. This aspect of the financial impact of the

scandal trascends the financial dimensidn.

Fourth, as highlighted earlier, the faituof the company was considered unethical
and scandalous, precisely because of the perceived vanwkevulnerabilityof the
creditors. The Insolvency Service took action on behalf of the creditors against the
directors of the firm, but in June 201at the High Court, Smith J exonerated the

directors of blame and instead fosad on the conduct of the bank:

They in effect forced the directors to carry on in September and October collecting deposits,
that at a time when they believed there would be an ivemt solution,” he said. An extra
£10m came in from customers, £4m of which went into Farepak's bank account and £6m of

which was used to keep on trading, which would be to the benefit of HBOS when the firm was

® Spalek §2008), p9
" SpalelBand KingS 2007, p7
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eventually sold after going bust. HBOSwWrikat those deposits would be paid and would be
lost if their expected solution went out and that the only beneficiary of those deposits would

, KNU— §Z ip P ANy ESVelIvI( & E % |-+ JAE E (5 C A
might have kept FarepakldvPU_ §Z ip P <« ] U ~ us 8z VI A ¢ v}8 % E % E
dzZ JE 3}E+[ ((JES* —(]Jo }A E 3Z % E]} SA VD E Z v K §
ground of HBOS, which had a policy of playing hardball, of which it appeared to be proud, and
conceding nothing," he said. "It seems to me that what happened there, whilst apparently

legally acceptable, might not be regarded in the public's eyes as being accegtable.

This decision was briefly referred ito Chapter 3.3as an example of an exercise

judicial discretion that is disorderly because it causes commercial uncertainty. Lloyds
VIIZVP "E}u%U AZ] z <«u]E , KA Jv 11i6U 8Z v %S SZ S

E +%o}Vve] %o $pile of a lack of legal obligatiorit sought to meet this

responsibility byadding an extra £8m to the compensation ifeyed to the Farepak

savers, leading tthe extraordinary return of 50p in the pound back on their lost

investment!® The returns the Farepak savers received were much greater than those

to which they hada legal right, and the bardccepted a public sanction from the

court having been told that they hadione no legal wrong. The desire to intervene

and protect vuherable unsecured creditorndermined the orderliness of the

insolvency regime.

This chapter explores the difficult place of unsecured creditors Qraerly and
Effectiveinsolvency regime, starting with an exploration of the impact of consumer
protection upon consumer decision making and then following this with a wilting

pay experiment that demonstrates that dangers of protecting unsecured creditors.

8 & E % | }00 %+ W :p P % ES0C o u phiip:Kvww.bbic.dd.ikinews/bubirddd 8540914
(accessed 17 August 2012)

SN E %o | Ju%o ve S]}v }}e3 C ASE -06u (E}u >0}C «_U U o :poC TiiTU
| http://www.bbc.co.uk/news/business 874336 accessed 17 August 2012)

VNrg E % | pedlu E+ 8} E JA Z o( }( u}v hitg/wwi.bbc.th.ik/nawe/Bugingss) |
[18782300(Accessed 17 August 2012)
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This leads back into the question of who is the consumer of insolvency laws, and how

we areto bestimprove their participation in achieving orderly workouts.
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7.2 CREDITOR PROTETOON ANDTHE T

MARKET DISCIPLINE

Classical economic theory holds that consumers select goods and services to meet a
pre-existing set of preferences. [gectedutility theory Z}o « SZ S SZ "us]o]s] « }(
outcomes are weighted by their probdo ]8TV ep Z 8Z § 2ep i §]A % E} 0]
given event is defined by the set of bets about this event that such a person is willing

5§} %3 FTKus the more information a consumer has about risk, the better able

they are to match goods to theinternal preferences. Modern consumer

regulaion, built on this theory,e ¢ 8§} % ®}u}sS "~"E& o0]*8] }vepu E A %o

« lv & o] o ]v(¥Ebe?DP0 Kruickshank report stated that:

Knowledgeable consumers provide the best incentiveffective competition. With the right
information, consumers can take responsibility for their own financial-belg, shop around

and exert the pressures on suppliers which drive a petitive and innovative marke'!
The European Community believ8sZ § N }vepu E+U SZE}IuPZ 8§35 €& Jv(}CE
o 8}ul Jv(}JEuUu U VA]E}vu v8 00C Vv ¢} Pand@e® *%o}ve] ¢
2001 Financial Stability Forum observed that keeping the consumer informed was
ee v3] 0 (}E& "SZ <3 ]o]S¢stérh and to (preteet esinancially
*}% Z]*8] S8 %6 } This j<Eeflécted in the World Bank principles@oderly

and Effectivensolvency:

Principle 19: The law should require the provision of relevant information on the debtor. It

shoud also provide for independent comment on and analysis of that information. Directors

' KahnemarDand Tversky (1979) p265

Zd4dA E-IC V <Zvuv U2 puPuvépuv E hv ES Beeqodss (197@ 484185y ] « « U
p1130

2 HowellsG (2005) p355

* Cruickshank 22000), para 50

* EC Commissiohiealthier, safer, more confident citizens: A Health and Consumer Policy Ste@@g)yat 10, cited

by HowellsG (2005) p351

'® Financial Stability ForurGuidance for Developing Effective Deposit Insurance Syésapember 2001 ¥oundat

|http://iwww.financialstabilityboard.org/publications/r_0109b.htjtaccessed 30 November 2012)
p42, Public Policy Objective 3(a)
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of a debtor corporation should be required to attend meetings of creditors. Provision should
be made for the possible examination of directors and other persons witivleuge of the

$§}E[+ (( ]E+U AZ} u C lu% oo 3} PJA Jv(}&Eu §]}v 8} 3Z JuCE

Principle 25: require disclosure of or ensure access to timely, reliable and accurate financial

information on the distressed enterprislg

The concept of the lesinanciallysophisticated depositor that the Financial Stability
Forum wished to protect is interesting. Behavioural economics has consistently
demonstrated that most decision making regarding risk is made intuitively, and that
even those withextensive training in statisticre prone to bias when making

intuitive decision¥. Tversky and Kahneman hal®own$Z § "% }%0 @€E oC }v
limited number of heuristic principles which reduce the complex tasks of assessing
probabilities and pedicting values to simpler judgemental operation$ Howells
argues this weakness in the human mind leaves us fundamentaliytéld to

evaluating financial situatioR% andsimilarlyCampbell and Cartwright suggest that
few possess the financial acum& make informed choic&. For the consumer,

N Z1%] Ju « &} @ uf evXthose wittboth high levels of sophistication

and training in finance and probability are bad at making investment decisions, will
compelling the sharing of accurate finaamanformation make insolvency regimes

more effective?

As discussed i@hapter2, the Enterprise Act soughtta | Z vP « 8§} "§]% S$Z
balance firmly in favour of collective insolvency proceedimg®ceedings in which

oo E ]J3}E. % ABsFhiffcantPak of the reasoning behind remodelling

" World Bank2001), p1611

8 TyerskyA and KéanemanD (1974), p1130

 |bid, p1124

2 HowellsG (2005), p35860

2 Uu% o0 v ESAE]PZSE WU A %}e]8 /vepE v W }veuu E WHildpeah]}vU vI A (¢
Business Law Revigt999)6-102 p99

2 HowellsG (2005) p354

2 productivity and Enterprise: Insolvenci Second Chance Cm 5234 (London: HMSO, 2001), para. 2.5
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ulv]*SE 3]}v v E u}AlvP E JA E+Z]% A « 3Z § "E A E
accountable to the unsecured creditof§ resulting in waste and excessive
liquidation. The result is that unsecureceditor compliance is of much greater
importance in the modern lawpf exampleit is pivotal in CVA AZ & ~(}E 5Z u}+$
part, proposals will be directed to them and aimed at persuading them that the CVA
will in some respects improve their prospects of ]A] ¥ Ereditor involvement,
Z}YA A EU ]+ }(85 v "u}E % %Fridbywobssridesthd® @ |3} E
meetingsare 0A Ce A EC % }} E dB] sangly suspectad that when
reports, proposals and progress reports were sent out thesee dispatched
without ceremony to a cylindrical filing cabinet under the desk which is emptied

] o € Efforts to increase creditor involvement do not appear to have worked in

the way that was hoped.

Katz and Mumford speculate lack of unsecured creditwolvement is due to there
JvRittte cost v (]38 ]v ¥°&q etting involved. Another possibility is lack

}( Jv(}Eu §]3$ecuredZreditors will not routinely be provided with the kind of

company information available to directors and fl§]vP Z EP ZAmy E+X _

benefit of involvement must both extant and perceived. Finally, lack of creditor

involvement may involve a lack of confidence in the systemMAZ §Z E v /ESE

few pounds will do anything to improve the somewhat jaundicedwteat

uns HE E ]8}®E d Weys} %Frisby, however, argues that

unsecured crditor inclusiveness was

 Armour J, Hsu A, Walters(2008) p159
% \Walters A and Frisk§( 2011),p23

% Katz A and Mumford M2006), p47

" Frisby $2006), p54

% Katz A andiumford M 006), p47
 Frisby 2004), 258

* Frisby $2006), p56

195



an unrealistic and counterproductive aim in the first place. Creditors are not an homogenous
e U 0C v & ]85}E-[ u fachs Breup€E In wegdity, the only consensus likely to
emerge is a desire to recover as much of the outstanding debt as possible. In this regard there
may be inherent conflicts of interest which cannot be resolved by application to the court and
which, ifallowed to support litigation, will simply drive up the costs of administration at the

expense of everyone with anything at stake.

Interviews with bankers have raised questions ab6@Z A op }( « v JvP }us E
of paper to those without any financiatake in the business, who, as a consequence

}J( 8Z]e (Jvv]o ]Je V(E v Z]* u v3U A}luo ou3«3 (ES JvoC ]F
Unsecured creditor inclusivity was enhanced to attempt to provide greater oversight

of secured creditors and in doing so provide them with a greater degree of

protection, but there appear to be grave concerns that unsecured creditors are not

playing theimpart. The reasons this is happening, however, is in part because of an

erroneous understanding of how unsecured creditors perediusiness failurdiow

they make decisions around it, and what causes them to make a decision one way or

the other.

Some othe most interesting exploration of the impact of consumer protection from
insolvency on the behaviour of consumers has been in the field of banking failure.
Arguments that failed banks should be treated like any other type of insolvent firm
appear to hae fallen before Directive 94/19/EC and the introduction or refinement

by all Member States of the European Union of schemes of depositor protection. In
the United Kingdom, the Financial Services Compensation scheme, introduced in the
Financial Servicesxd Markets Act 2000, ensures that customers of failed banks have

their first £85k of deposits guaranteed (this was increased after the Northern Rock

* Frisby $2004) p265
*2 Frisby S (2006p54
* Dowd K Laisse#aire BankingRoutledge (London: 1993)
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crisis). Why are bank savers protected while Farepak savers need a little extra

judicial intervention?

Thestandard answer to this question is thatgbsitor insurance is a consumer

protection device but this is incidental to its role in the reduction of systemictisk

§Z ( & }( 4ikeddihmie of other institutions and even the collapse of the

finan 1 o *C+3 u’] Thespecianature of fractional reserve banking is often

cited as justification for this fear. Given the highly leveraged nature of modern
companiesfractional reserves armeot sufficient to distinguish banksadim other

types of lusiness. Ae systemic importance of banking to the economy in general is
undeniable, and banks do seemhave» ¢% ] 0 %.0 v 8Z %l 0] %C Z
special trust attached to then¥, but banking exceptionalism risks encouraging

observers to ignor¢he obvious similarities between essentially analogous corporate

failures. Norbanking industries are just as subject to systemic failure, leading to
insolvencies that are due to causes exogenous to the individual qualities of the firm,

and this is partiglarly the case in an economy where businesses are so reliant on

debt. Similarly, %0}*]S}E % E}S S]}v C Vv}SZ &€ vu U e« C Z E ]5§]
could be applied to all corporate insolvency, or to protect any other class creditors or
circumstances thatlso appear to occupy a special place in the public psyche. A law

that compensated voucher holders of failed retail firms Hegepak would be one

example, and in fact there are a number of measures that exist to protect consumers

in the event of insolvecy, which will be returned to at the end of the chapter.

Remaining for the time being, however, in the analogous world of banking
regulation, it has proved difficuto effectively draft depositoprotection type laws

that clearly define who is and is ntat be protected. The current UK depositor

% CampbellA andCartwrightP (1999)98
% CartwrightP @004), p18
* |bid, p193
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% E}S S]tve Z u ] (]v « Z E%0] ]3[U AZ] Z 1+ 8} » C &2
of protection offered” which instils consumer confidence and thus prevents bank

runs®® dZ]e ]Jo }VSE <3 AlsZZAju¥%o] 18 }v e« C e]eU
Azl z & He }( pe]vP A }ve] & Tbe Gover®énvSCX
response to the Northern Rock crisis, where an attempted merger over the weekend

was followed by a declaration of enhanced protectionMonday, fits with the

characterisation of implicit respon&even though an explicit scheme was nominally

already in place. In a miserable epitaph to the Financial Services Aufh&tiE } v

e E} & JopE Z PJu[8Z PE § E % SiplyfocdgtéFail,v ] o « S}(
and any explicit scheme is fatally undermined the moment it seems the government

might change its mind. A voucher protection scheme could easily fall to this sort of

public pressure, which may in part explain why the High Colirtéenpelled topush

HBOS into paying out further money to the Farepak creditors.

Restricting protection of unsecured creditors, however, is not simply a question of
e« AJVP u}v CX VC * Z u }( %}*]3}E % E}S 3]}v upes A ]P
public poicy intervention against the costs of distorting rislking incentives
SZEYUPZ op Z [VEWHE WSYVIEU 00C  « E] « 3Z ~u}E o Z 1|
Begg describes this succinctly:

You are sitting in a restaurant and remember you left your car unlocked. Do you abandon

your nice meal and rush outside to lock it? You are less likely to if you know tisefudfyr

insured against theff?

% CampbellA andCartwrightP (1999), p6

% CartwrightP @004), p195196

¥ CampbellA andCartwrightP (1999)p96-97

“ CartwrightP (2004)p196

40 v v ~Z] :UA7D&>v]vP v E ]3}E u}E okidg Pafier ntJ 21@xpri} ( vPo v t}
2004, p9

2 Campbell Aand CartwrightP (1999), p98
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A depositor is less likely to pay attentiamthe condition of their bank if their deposit

is protected. This is sedlvidently also the case for a creditofa nonbanking
companywhoseinvestment is protected. In the context of banking the impact of this

moral hazard was observed in Argentinatie 1980s, where after the government

E ]Jves 8 %}*]S}E JvepE v N %o}e]S}Ee ¢}uPZ3 }pus 2} |
thought most likely to fail as they paid the best rates of interédtHaldane and

Schiebe found evidence of correlation between Iifkding of last resort and

increased bank returns, although they noted other efforts at quantification have

produced mixed result Truman has attacked the notion of moral hazard,

} » EAJVP 8Z § Muvep 3 v3] § 3Z }E 3] o %oEdD@rje]S]}ve v
insufficient intellectual foundation for dramatic changes in international financial

%o } 0 [° The_experiment in the seconmrt of this chapter aims to add a little

further substantiation to the moral hazard question.

A behavioural analysis ofaral hazard has to make the following observation: if | am
not the sort of man to abandon a good meal, then having car insurance may increase
the likelihood that | stay but it is not going to make any difference either way. If
deposit insurance increasése likelihood that I fail to verify the solvency of the bank

by 0.1%, then how much do | care? As Cartwright observes, ensuring the consumer
knows they are protected is insufficient to definitely alter their behaviiuFhe

crucial difference is that ganent is drawn from those resources remaining to the

firm, and not some separate government fund or insurance policy.

Extending this logic back to unsecured crediwiraon-banking firmamay explain

why they do not receive the sort of lagprotection bak savers do.f trade creditors

3 |bid, p99
*HaldaneA and Scheibd(2004), p7
BAdEuuU v ~TilfeU ZW E+% S]A » }v A3 Ev o § E]*]*[U *% Z (}E 8z D}v CD

HaldaneA and Scheibd(2004), p9
6 Campbell Aand CartwrightP (1999)99
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and consumersgre protected then they will not take care in their investments.

Concerns about market discipline do not appear to have tamed the pity of Smith J

S}JA E + 83Z & & % | « A EX WE}( edijc@nterEnithtie Ev E+ *(uC
pve HpE E ¥ ¥aErtheddw reports reflectingopular concern about

( 8}E-+ o]l 8Z A C v AZ] Z u]v]*S3E S}E[* ( * Vv *A 00}A
before trade créitors get a sliceKeayand Waltondescribeitasas ( § }( o](

$§Z §38Z+ & ]3}E+« E ]A o0]880 }E v}8Z]vP Jv #vC VIE]
Part of the justification for the system of priority is that iloavs private ordering.

TZ "~ nE E ]S}E ] }E %o E JME ] § )18 drilithis Z EP
process of bargaining in the shadow of insolvencylawposes market discipline

upon firms and consumers alikelalfers exposed to the risk of failure are more likely

to pay attention to their investments, bringing price towangse value and allowing

the market to accurately assess risk. The Farepak customers were, in law, fully

exposed to the folly of their savings choice, yet they did not incorporate the risk into

their decision making and ultimately were spared the full copemces of their

decisions. Where does this leave creditor exposure and the system of priority as a

tool for market disciplineAVhat is the place of creditor decision making in the

orderly workout?

“Tribe[+ VIEP%E C v [vsparkrupteyandihsdlvency.blogspot.coemtry 21 March 2011, [accessed
27 March 2011]

“8Keay A and Walton P (2008), p471

“° Goode R2005), p59

*®See Chapter 1.2
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7.3 THE EXPERIMENT

In order to explore these questian performed an experimeniNinety-five

volunteers, predominantly graduates and pagaduates, were presented with an

on-line narrative presenting increasing levels of insolvency risk to a firm from whom

they wished to buy a record voucher: afictior@ }E& <Z}% Iv}Av e« ~s EE]_X
(]E*8 <p *38]}vU "AZ § ] 3Z u AJupu C}u Alpo % CEIE il
seem a little strange. Wyone who has bought one knows that it costs £10. Yet these

*}ESe }( Zt]oo]vP 8} W C[ ~tdMesearchdnto €Bgnitived/alanion}

both as &@undamentalelement ofcost modellingand because they can provide

accurate predictions even in the absence of real money transfers

When a price is below the willing to pay threshold, the artefagiicchased For

some respondents this is confusing:

| found it interesting that you wanted the participants to quantify how much they would
spend on a voucher. For me it was an either or scenario. | would expect to pay £10 for £10 of
goods or | wouldn't prchase the gift voucher at all, | couldn't put a value (e.g. £8) because

either | wouldbuy the voucher or | wouldn't(Respondent 6)

This sort of experiment has a good record of producing reliable resdtsever, and

the question was used to filtexixty respondents who both completed the
questionnaire and specified that they would pay £10 for the voucher. The use of the
£10 voucher was intended both to connect to the relevant events, and an
exploitation of the phenomena of anchoring and coherent taginess>* People are
better at scaling to an arbitrary value than determining absolute value. By

establishing a subset prepared to pay £10 for the voucher in normal conditions, we

%! Ariely D, Losrenstein G, Prelec D (2003), p98
*2 |bid, p74
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therefore more easily comparable.

Participants were then asked the maximum they would pay if they heard from a
respected journalist that the record shop might go bust over the weekend. Reliance
on hypothetical choices does present methodoladjigroblems but, as described by
Kahneman and TversKythere is little that can be done to overcome this limitation

without encountering other problems.

What would you be prepared to pay if you hear that Vaxxi may be about to go

bust?

Three groupgemerge. Group A are effectively indicating theirhditawal from the
transaction. @ce risk is highlighte@Group AWTP becomes 0. For some this was a

because the record voucher was intended agfa

%% |bid, p75
** KahnemarDand Tversky (1979), 265
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18]« % @& « v§ (JE (E] v V $sBle tugr¥edenpiior d@veighe any of the
financial issues. The point of a gift is to make them feel good; any kind of hassle, no matter the
sum involved wouldiefeat the purpose of the gift(Response 94)
Group B has adjusted to take into account tisk of failure. Why is the risk of failure
quantified at £5? Why is it not distributed more evenly across the spectrum
according to relave risk aversion? This suggests arbitrary nature of the decision
Clvepu E« E ~pv o0 3} EAG) A (JE ES V] BamIGoP }} «
decide that if they have to take risk into account, they may as well hatverilce.

Players have no other market to adjust their behaviour around

Group C are still WTP £10. It was possible that some players woulidleofil0

trivial. In anticipation of this | asked for players WTP for a £100 voucher.

What would you be prepared to pay for a £100 voucher?

Distribution
skews left for
£100 voucher

*® Ariely D, Loewenstein G, Prelec D (2003), p77
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Moderate positive
correlation but
significant
movement
amongst hose
who would pay
£10 fora £10
voucher under risk

Some of the movement here may well be from players who simply considered the
notion of a £100 voucher to be ridiculous, but there is a significant shift, with a third
no longer willing to buy and mort&an half only willing to pay less than £20 for the
£100 voucher under risk. There is particular volatility in amongst players who

previously said they would pay £10 even under conditions of risk:

This suggests, unsurprisingly, that magnitude of invesiins a factor which

increases sensitivity to risk. Note that the full sample diagram maintains Group
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seemingly sensible, fashion to account for duration, they are doing smdran

E ]35E EC °%Tha respoise to magnitude is explained by Kahneman and
Tversky: "W eC Z}o}P] 0 & *%}ve ] }bv. A (puv 8]}v }( 8Z u Py
change... thus the difference between a gain of 100 and a gain of 200 appears to be

PE 3 & 3Zv s3$Z J((Ev SA v P v }(TUiil v P v }(

Players were now told that they had consulted a sup@mputer that had told them

with absolute certainty that there was only a 20% chance of the shop failing.

How much will you @y with a certain 20% chance that the firm will fail?

| hypothesised before the experiment that this would result in a peak in the £8
valuation, a reasonable application of nelassical utility maximisation theary
Utility should be weighted bprobability. While there is a movement to the £8 pgint

there is also a significantamement of players into Group C. Group C vabhedE10

% Ariely D, Loewenstein G, Prelec D (2003), p101
" KahnemarDand Tversky (1979),p278
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voucher under a 20% risk of failure at £10. We might expect movement from the
Group B risk evaluators to the &8luation but what is particularly interesting is the
drop in Group A withdrawals frofourteen players tosix C these players two

moved to £10, two to £8, three to £5 and one to £2. These players appear to have
withdrawn from a purchase because of thaecertainty, rather than the risk of loss

per se

Finally, note the three circled players were willing to pay less once they knew the
(relatively low) risk of failure. Obviously this is too small a number to indicate a
trend, but it is an important refimder that consumers will not idly follow expected
patterns. This is nate factoan irrationalchoice (the player furthest to the right may
simply trust computers more than journalists), but it does seem to demonstrate
rather arbitrary behaviour by theasticipants. The relatively weak correlation
becomes even weaker if we remove changes caused by Group A being prepared to
re-enter the market now that risk can be calculated and simply concentrate on the
impact upon players who remained in the marketcréasing the information does

not seem to be enforcing an underlying preferericevouchers adjusted by risk.

Risk averse players do not necessarily remain risk averse, and vice versa.
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voucher to order a CD. They were asked if they thought that when Bob went to the

closed down store and tried to take the CD he ordered from a mixed piadtie

legal right to do so, and whether he should have such a right.

Who has the right, and who should have the right, to ordered CDs after the shop

has failed?

Two things are striking about these results. The first is that nobody from the sample

believed that the record shop both owned (legally) the CD and should (normatively)
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keep the CD Second, even amongst those that correctly believed that Vaxxi had the
legal right*® only five of the thirtyseven thought that this was how the law should

be. Fdlowing on from this, players were asked about their own record voucher, still
in their possession, and whether out of the creditors of the record shop they or the
bank should be paid back first. The dead ity split indicates as much

ambivalence abut the law as the split in the first question.

Iv §Z }vS ES }( %}*]S}E % E}S S]}vU 1§ Z - V suPP 5§
not aware of what protection is offered, they are likely to assume that there is

v}v R Nine out of the twentythree (39% who thought Bob had the right were

prepared to pay the full £10 when they heard the rumour of failure (Group C)

Sxteen out of the thirtyseven (47%) who thought the record shop had the right to

the CD did the same. Full information about risk isimggacting upon price.

In the final question time leapt forward a year, and they were given another

opportunity to buy a £10 record voucher from a shop that a journalist had suggested

was about to fail. The difference this time is that the government hizsvened

Al3Z v /E%0] 15 E ]83}E % E}S 3]}veZuU v ZA ~e3pu
AZ} YAve §Z]e «}ES }( A}p Z & Al3Z (JEu 8Z 3 P} » pe3 Alo

The following graphs speak for themselves: protected consumers do not pay

attention to risk.

*8Bob is seeking a property right in an unascertained good and will be disappointed by s16 Sale of Goods Act 1979
andRe London Wine (shippers) (1886 PCC 121 CD
% Campbell Aand CartwrightP (1999)p100
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How much would you pay with a government quarantee of a refund in the event of

failure?

Without Guarantee (Question 2) With Guarantee

To summarise, players asked what they would pay for a £10 record voucher when
exposed to possible failure displayed apparently arbitrary decision making rather
than apparent probability * cost decisions, where passing a risk threshold (which was
a lower proportion for a higher amount) caused them to withdraw rather than
proportionaely adjust their willingness to pay. Where their ownership was
threatened their legal rights did not match their expectations or their ideas of the
social norms, but as soon as they were protected they ceased to give either risk or
norms much considerain and simply stated a willingness to pay £10. This could be

expected to have a dolorous effect on market discipline.

Instead of rationally analysing risk, consumers respond to proximity and magnitude.
The majority will pay £10 for a £10 voucher, becathseanchoring is straightforward
(of the ninety-five participants, onlyfifteen suggested other prices). If there is an

immediate threat of danger (the journalist) many either withdraw from the market
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altogether or mediate their investment, unless the@stment is too small for them

to care. If the amount they imagine they will lose is big enough, then even a more

distant threat of failure will do exactly the sartteéng (the £100 record voucher)

ANdZ e i 8]A  ee eeu vE }( %o E} $odjédfivedassessnment of Z

%ZCe*] 0 <p v8]8] » eu Z ¢ Je3 v }YE ]I XXX €RZ] Ze 0 o ¢
am reminded of Father Tezkplaining the difference between a small cow and one

which is far away"

The market for vouchers has certaiglyanged:

How many people still buy CDs? How many people still go to a record shop? | wouldn't ever
consider buying a Vaxxi voucher in reality because | don't know anyone whaigsilirusic
that way! (Spotify, ilines etc) (Response 6)

Some part of this Wl be due to the failure of firms like Farepak, or music, games and

Al } Z]v e AA] AZ @ "% }%0 AZ} P}3 « AA] Alp zZ B+ « Z

l* A @ 38Z C A & v[§ ]vP %S Jv *3}E ¢ (3 E 13 A vs
u E €11PdAdother example is the prpackaged sale of the fashion chain
v E}Eu v AZ] Zz @&} v pa@ $fiednditions being placed upon the
redemption of their gift vouchers, and the recent entry of Comet into administration

E *pos]vP Jv §Z “Acfivetighars]}v _

A v8e 0]l 8Z]e Jv B « §Z°offhilurP hud gut bF €ome consumers
who would otherwise have bought vouchers. Yet organisations like iTunes and many

other department stores still successfully sell vouchers. The assumptibthitias

% TyverskyA and Kahnemaid (1974) p1124

L A UK Channel 4 Situation Comedy broadcast from 1998

2re AAJPI(8 E +» v A}JpzZ E- U
|http://www.bbc.co.uk/blogs/watchdog/2009/01/zavvi_giftcards and vouchétmlifaccessed 20 August 2012)
BA UEEC 8} ue , 188 v :v E}YEu v '](5 s}pu 2 E+_U
|http://iwww.moneysavingexpert.com/news/shopping011/07/hurry-to-usehabitat-andjane-normangift-cardg
(accessed 15 November 2012)

Aty 8 P](8 Al Z Ee spe% V e Z ]v }00 % ¢ Jv&} u]v]*3E 3]}v_U
http://www.telegraph.co.uk/finance/newsbysector/retailandconsumer/9653058/Comét-voucherssuspendeehs
, (Accessed15 Nov 2012)

% TverskyA and kahnemanD (1974) p1127-1128
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simply because consumers do not have sufficient information is dangerous, and akin
to the workman blaming his hammer because it cannot saw wadbid. reasonable to

conclude both that:

a) Enhanced protection of unsecured creditors, like Farepakchen holders,
presents similar risks to the moral hazard concerns that accompany
depositor protection in banking regulation, and thus hagdater systemic

consequences.

b) Increased information does not appear to lead consumers to incorporate the
risk into their decision making in accordance with expected utility theory,
thus undermining the validity of the information paradigm to consumer

regulation and the model fo@rderly and Effectiversolvency.

Clearly protecting people like the Farepak customers issnsomplex than it might
initially appear. The desire to protect the vulnerable against the harsh consequences
of business failure has led to some difficult legal contortiohisis is manifest in the
effort to divide unsecured creditors into trade creatis, who as commercial entities
are expected to negotiate in the shadow of the law, and consumers, who are not.
The Consumer Credit Act 1974 was introduced to provide protection of individual
debtors, both by regulating the business practices of the tiadustry in general
v }vS8E}oo]vP §Z ~(}E&uU }vsS v3U § Bue v V(}E u vs }(
E 135 PE °HiTheéacdargelyseeks to protect smaller, necommercial
transactions. The most important revisions regarding insolvencys&enbich deas
with antecedentnegotiations (such as a hire qmhhase agreement) by creating agency

between the negotiator and the creditor, to the effect that it givésv }-excludable

% Sealy LS and Hooley RGAmmercial Law: Text, Cases Materials 4" Ed, Oxford University Press (Oxford:
2009),p1146
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rights to the debtor or hirer against the negotiator in respect of breadfes<press

}Jv 18]}ve v A EE v3] « }E }( 3]}V “Qand pYEEWHHCEE ¢ VS S]}v_
makes the provider of credit jointly arsgverallyliable for items with a cash price
between £100 and £25,000. The Consumer Credit Directive that came into force o
the 1 February 2011 expanded this to cover arrangements where the cash price of
the item exceeds £30,000 but the credit amount does not exceed £60,260 and
specifically mentions the case of liability for the creditor where the supplier is
insolvent. Thiglifficult dance of definition and value limits is the exact same
challenge faced by drafters of depositor protection for banisw do you balance
systemic risk with moral hazageshd the protection of the vulnerab® The answer in
mainstream insolvenckaw has been to devise the construct of the consumer and

then apply arbitrary limits to what constitutes namommercial consumption.

Another example of recent developments in creditor protection are the new rules set
out in Ghapter 5 of the Client Assete@cebook?, issued 31 October 2012, which

have tightened the rules and particularly reporting requirements regarding client
money by financial firmsClient money is money a firm holds or receives thabis
immediately due or payable, and they must Haqed in a separate interest bearing
account so that it is identified and segregated in the event of insolvency. The reason
for the tightening of the rules is the financial crisis, and particyldm failure of

Lehman Brothes to properly segregate chiémoney from mixed fundsTightening

up the rules is about consumer protection but also about restoring confidence in

banking and financial services.

" Harvey BR and Parry Olhe Law of Consumer Protection and Fair Traﬁfhgd, Butterworths (London:
2000),p316
%8 Statutory Instrument 2012/65
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Perhaps the most famous ruling regarding the protection of consumers in an
insolvency context is the caseRé Kayford® A mail order business had created a
* % E S Juvs Jvs8} AZ] Z pe8}u E[* u}v C Zz &} % ] X
became insolvent?Z pe3}u Ee[ u}v C A ¢« % E}S 3 C 82 & S8]}v
over the separate account. In his ruling, Megarry J observed that he was concerned
(JE "uu E+ }( 8Z %pu o] U-etu } AZ}u v ]Joo ((}JE 38} £
a claim to adividend inth o] <p] #]&nd that as such the establishing of a
e % E § } v Serdiirely proper and honourable thing for a company to

Y'Y / AlezZ $Z 88U *]83]vP Jv §Z]e }uESU /| ZEZp®EEGCEZ]" }
Yet the Cork Committee did nohoose to institute statutory reforms that would
oblige firms to hold consumer pqgayments in separate accounts, in much the same
way that financial services firms would later be required to hold client money. Finch
explains why, even if efficiency anemoval of capital issues are ignored, such a

statutory rule would fail on the grounds of fairness:

The problem for proponents of consumer protection lies in any contention that consumers are

in a worse position than all unsecured trade creditors. Thallunsecured trade creditor

AZ} 1o v}§ v JvE]vu]VvP E o0 3]}veZ]% A]3Z S}IE }u% vC u C
the case in fairness for spectedatment of consumers s.a general elss seems not to be

made out’®

Similar problems would facehypothetical rule designated a part of tipeescribed
part to be paid by consumerssome creditors are protected for social reasons,
whether to protect individuals deemed worthi{gg.high street consumersy
organisations deemed importaiieg. banks) Adifficult costbenefit analysis is made

to weigh the social value of the entity against the social cost of the moral hazard

% Re Kayford Ltf1975] 1 WLR 279
Re Kayford LtfLl975] 1 WLR 279, Megarry J at 282
71 ypai
Ibid
" Finch VCorporate Insolvency Law: Perspectives and Princiﬁ‘i@l, Cambridge UnivetgiPress (Cambridge:
2009), p665
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created. High street consumerare protectedbecause they command sympathy in
the public eye, confidence in financial serviceseserved through protection of
client money because of theimportance to the economy, and trade creditors are
left to hang because at the end of the day someone has to [dke. distinction
between the vulnerable consumer and the rational trade credgaan artificial cover
for this difficult process of prioritisingThis i®nly a problem ifve fall for the idea

that vulnerable creditors are protected because they anable to make informed
choices. Individuals are incapable of purely rationalsiesimaking. fithat was the
basis of protection then everybody should be protected from their inability to make
informed choice. One suspects certain large financial institutions might have

benefited from being protected from theinability to make infrmed choices as well.

Orderly and Effectivinsolvency cannot rely on creditors to choose the best
monetaryreturns outcome.If it is not simply a lack of information but also cognitive
failings when it comes to managing information and making the besistns, then
a rescue orientated system needsngans to reduce the impact of expectation and
emotional involvement from the creditors withoigolatingthem from the

Jve cpv ¢ }(S8Z]E 38]}veX o W}ev E } » EA sU "Zuu v Z
systemialepartures from rationality. Cognitive psychologists, economists, and
economic analysts of law have presented evidence that most of us commit a variety
}( C*3 u] }Pv]3TAIf theBaEEJGRINVE errors are systemic then they
require a systemic sponse. This is where, in an insolvency regime that already has
a good infrastructure and strong property rights, small inclusivity measures could

have significant benefits.

"®Posner RA (2007), p17
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CHAPTER 8 THE USE OF ADR TEHNIQUES AND
REINTEGRATIVESHAMING TO IMPROVENSOLVENCY

OUTCOMES

8.1 THE NORMATIVE ROLE © THE ADR CULTURE IENGLISH

LAW

I have argued that in an insolvency system with a good infrastructure and strong
property rights inclusivity encouraged by an element of redistributiea strength

that improves creditor returns by increasing the likelihaddescue.l even went so

far as to argue that inclusivity measures could improvepaeks, in many ways the
pinnacle of the nofinclusive English rescue measure. This may be riadangp bells

for the reader, paticularly one who finds the word E ]*S@&] usS]}v_ ] }0o}P]
disagreeable in the first placdt should not. The types of changes | recommend are
already being adopted by commercially savvy operatdise intentionin this

chapteris to share some of these ideas and give a clearer idea of why they work to

improve orderly insolvency.

This chapternims to demonstrate the sorts of measures | mean when | talk about
inclusivity, andsome practical suggestions that might irope insolvency outcomes

by increasing creditor complianc®&y compliance | mean willingness toauerate in
effective workout, whether that means directors accepting the firm is unsalvageable
or creditors appreciating that a penny in the pound reallthesbest they are going

to get. It does so by building on the exploration of the role of punishment, shame

and stigma in insolvency laws@hapter 6, and the handling of information and
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consumer decision nkéng in Gapter 7. The suggestions focus on rgaral changes
that will achieve small improvements in process, and include the use of mediation
techniques and mediation training by insolvency professionals (including within
financial institutions), encouraging opportunities for directors to explain thiey

failure happened anébr stakeholders to describiés impact, and the power to

require an apology. The objective is to impragturns by reducing the instances
where stakeholders choose to pursue impossible rescues or liquidate viable
enterprises, bét due to hubris, anger, or simple mistake. This is not a
communitarian argument, in that I am not arguing that insolvency law should
consider these factors for some reason beyond maximising financial returns,inor is
concerned with the emotional welding of participantbeyond the extent to which it
improves effective wealth maximisatiorit will be argued, however, that a small
expenditure on considering the emotional context of decision making will ultimately

pay off in increased aggregate returns.

It may be difficult to see, prima facie, the place of ADR aridtegjrative sharing in

the insolvency process. pportunities for litigation are deliberately limited by the

use of moratoria, and the multiplicity of groups and interests makes it diffioul

visualise the scenario in the same fashion as a simple two party civil litigatien. T

Enterprise Act sought to enhance creditor participation in insolvency proceedings:
dZ '}A Evu v3[e JvE V3]}V ]* 8} *%}ve}E ]ve}oiclus\@, HtE} JVvPe AZ]
sense that they affrd all creditors partiipation rights and under whicdll creditors can look
to the presiding insolvency practition&s both representheir interests and to account if he

fails to do so.Whereas collectivitper sesimplybinds creditors, inclusiveness eft them a

pro-active role in the procedure itseff.

! Frisby S (2004p250
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Yet one might also question the need for encouraging creditor compliance given that
many insolvency procedures involve little creditor decision making, and psrha
dismiss inclusivity as more of a communitarian concern and therefore a distributive

goal in itself rather than being something that improve outcomes.

Three rebuttals are offered to these concerns. First,¢higpter is focusd on low

cost measures it achieve marginal increases on those @teas when they apply.
They do not need to be universally applicable to be useful. Second, CVAs need
creditorvotes and the Administration €/A combination is the most viable approach
available for successfulseue. Measures that improve the chance of favourable
voting and effective desigof CVAs are worth investigating hird, this thesis is more
concerned with insolvency laws operation on bargaining within its shadow. These
recommendations are more to doithi changes in the culture and approach to

informal workout than with substantive changes to the law.

What is it about English law that makes it such an effective commercial mechanism?
Perhaps the single most important cultural chang&talish civil lawvas the
enactment of thewoolf Reform&with the introduction of the Civil Procedure Rules
Jv i666X dzZ « A] @& vVP]JVP Epo « E % E » v§ "~ (uv u v$
}( ]A]lo o]3]WP S@Bv _}lve] E ~}v }( 8Z E o ehistoryeofeS}E] ¢ v
v P o]+Z “>DrAwing on concerns that English adversarialism lveagnga
deleterious effect on the justice system, Woolf emphasised the value of Alternative
J*% s Z s}opusd]lv ~ Ze ~ o Ju]woPjullidiaband othek reseursE

was usually quicker and cheaper, and often achieved a more mutually satisfying

*The Woolf ReportsAccess to Justicelnterim Repor(June 199 .
(accesse@3 Nov 2012)Access to Justicd-inal ReportJune 1996]http://www.dca.qgov.uk/civil/final/index.ht
(accessed 23 Nov 2012)

® Loughlin P and Gerlis Giyil Procedure? Ed, Cavendish (Ldon: 2004), p7

“Sedly S, Foreward in Loughlin P and Gerlis S (2004)
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Jus Ju (JE $Z % ES] +° Rde 1.4¢7)%)Rf hE}OPR states that the
JMES ~ v JUE P S5Z % ES] * 8} po v 038 EvV 3]A %o pus
cout considers it appropriate and facilitatingZ pe }( g Z % GEpreiptdE X_ d
fist in the glove. Failure to consider ADR can activate the gadigcretion regarding
costs under the Senior Courts Act 1981 s51(1), thusEs¥ reduction in costsrder
was held to be proportionate response for not considering Apdd even a failure
to take a reasonable position in mediation has resulted in an adverse costs’order.
The result is that lawyers are obliged to consider alternatives to litigatioroatydgo

to court if there is no other reasonable alternati¥e.

How is this relevant to insolvency lavwiPR rule 2.1(2) excludes insolvency
proceedings from the rules, bgame lawyers being required to embrace ADR are the
ones advising parties lormgfore litigation is considered, and the purpose of the
reforms was to change the whole culture of English |ais means they are more
likely to consider alternative approaches to dispute resolution, with the attendant
advantages described by Lord Woolbab. Taken as a whole, and supported by the
following arguments in this chapter, this change in culture informs my submission
that greater inclusivity has made English law more effective at achieving greater
returns in insolvencyThe focus omodernEndish civil law is on resolving disputes

before they reach the court. Thisas effective in insolvency as it is anywhere else.

® Loughlin P and Gerlis S (2004), p6

® Straker v Tudoj2007] EWCA Civ 368

" Earl of Malmesbury v Strutt and Park2608] 118 Con LR 68
8 Cowl v Plymouth City Coun@001)The Times8 January 2002
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8.2 INFORMAL WORKOUTS AN AUGMENTED DECISIONIAKING

The importance of informal workouts is clearly recognised inQhgerlyand

Effectivemodel of insolvency? }E %} E & A}EI}use v E +SEY SUE]VPe

supported by an enabling environment that encourages participants to engage in

consensual arrangements designed to restore ateramise to financial viability.

But the emphasis is still on the information paradigm notion that if consumers have

all the information they will make the best choice. The principles consistently return

to the importance$Z § 8Z o A "@E «p]E 3Z % E}A]*]}v }( E o A v§
§}&or"E <U]E ]e 0} uE }(}E vepE e« 3} S]Ju OCU &

financial information on the distressed enterpriseé These are important principles

but they do not address the whole problem.

Chapter 7 both explored and demonstrated seritimgtations to the information
paradigm, but there is strong evidence thatormation sharing has significant
positive benefits to the insolvency process}pe3}v § o[* u%]E] o JvA «3]P
the subject finds the benefits of information sharirgylde wniversally positive,

]v opu Jhighertbank profitability, lower bank risk, a reduced likelihood of financial
crisis,av  Z]PZ €&  }v}u] “PME pAlEy égarding information sharing
reflects the Londom\ %0 % E} ZU v §Z decisiorts $LSSSZ SIE]-
longerterm future should only be made on the basis of comprehensive information,
which is shared among all the banks and other parties o} E |} [f$$suggested

in Chapter6 normative behaviour in banking was demonstrated to fa\sitategic
co-operation amongst clearing banks andancial institutions As well agroviding

structural benefisthat improves insolvency performance across the board, Houst

° World Bank2001), p11

1% |bid, p10

" |bid, p11

2Houston JF, Lin C, Lin P and Ma Y (2285

3 |MF (1999) 2 - General Objectives and &erres of Insolvency Procedurgsl4
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S o[+« E « E bhatnfiati®m sharing reduces the potential haoh

ZIPZ & (]J]E-+S o SwongencEdioCrightstead to higher volatility, while
greater levels of information sharing reduce volati[ayd] helps mitigate the

positive effects that strongetredis}E E]PZ3+ Z A [FURebntildgltheP X _
two disparate findings the value of information sharing as opposed to the weakness
of the information paradigmt requires a better understanding of how people make

decisions based upon the informati they have.

Neuroscientists Campbell, Whitehead and Finkel$tiave found that decision
making occurs in two stages: firpttern recognition looking for similarities
between the current situation andur past experiencesand secondemotional
taggng where the emotions associated with tipatterns enable us to judge the
importance of the current event. Both components are essential because without
u}s]}v o }vs £3 A Ju *0}A v ]Jv }Ju% 5 Vv$§ ]*1}v u | E:-
we retain the capacit }E } i 3$]A N D@ %A} *° Z %% Ve N ou}eS
Jved v v }{ami6nce the pattern is fixed is very difficult to shift from this

initial frame.

Inappropriate selinterest, the presence of distorting attachments and misleading
memories are® E (o P }v2f&l bar lead to incorrect pattern recognition

and thus bad decisiorend inappropriate emotional response8usiness failure
contains a surfeit of opportunity to encounter these red flag conditionse Mame

Z VIEMPY%S[ §eltisS]|Euv u EI]JvP C}uE ~-crimina(comdlct pn ]

vE EJVvP Jv8} R MHgHeah €courage distrust on the part of creditors

*Houston JF, Lin C, Lin P and Ma Y (2020 p

® Uu% oo U tz]3 Z ‘U &]vl 08 ]Jv AU ~tZC '}} > Hardrd Blisiness Revidiebve U
2003) 601 66)

' Campbell A, Whitehead J, Finkelstei2®03) p63

Y bid

'8 |bid, p66

'° Efrat R2006) p369
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and potentially inappropriate shame on the part of the debtors. Although firms

themselvesare not emotimal thepeople that run them are
dZ & [+ *}u SZ]vP ]Jv §Z %*C Z }( ]E& S8}E- }( "D *U 00 ]85 %E&]
you like, but they try solve their own problems for far too long and the problems just get
worse and worse. And they canbevet} S E} JvP W § B 8} % C W poU ]J( C}u (
| %o $Z vl <p] § (JE + 0}VvP « %}es] 0 U §Z C[oo A v SZE}A Jv §Z
lu }(3Z UulE Ju%k}ES vE E ]8}E-U AZ 53Z C }v[s } ] P S]v %
§Z & [+« nd\Jpétition threatened. And that means that there are a lot of very hacked

off creditors out there, so that the chance of persuading them to go for a CVA i&zero.

Even for those that pride themselves on their objectivity emotional tagging is an
essental component of effective reasoning, and theotions associated with
making mistakes have been shown to interfere with reasoning and the ability to

detect and prevent further error§:

The barrier concept developed by Mnookin describes two key factatspiievent
successful negotiatiaff The first factor concerndrategic barriers, where players
refuse to ceoperate and share information even to their own advantage for fear of
giving an exploitabladvantage to the other side. The second factmoignitive bias,

which Busltonsidersas follows:

[During] cognitive processes by which people assimilate information, there are regular and

] v8](] o Z % ESPE « (E}u & 3]}v 0]SC[ §Z S o §} ]*8}ES]}v v
Iv(}Eu §]}v E BedduseXf cognitive biases, each party is incapable of reading the

information providedby the other side including offers and demaratscurately and

objectively. Therefore, each is likely to analyze this information with a false and distorted

? Frishy $2011), p366

ZichikawaNA] Po ,U :}v « EU < u]*Z]Ju <U dZ}u%e}v t<U 'E}es ::U KZ]E ,U ~& o]VvP
emotion regulation and action monitoring the anterior cingulate cortex Cogritive Affective andBehavoural

Neuroscencell(3) (2011) 35871

ZMnookin RHU ~tZC E P}&§] §]}ve & 00W Vv A %0}E 5]}v }( EChij SateIpuindl Z *}opsd]lv }
on Dispute Resolutia® (1993) 235249, strategic barriers p23242, cognitive barriers p24346
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perspectivethat, once again, leads them to miss opportunities for deals entirely, or make

deals that fail to realize all possible joint gaffis.

Business failure occurs in a scenario where mistakes most likely have been made and
a sense of embarrassment, shamed@appointmat heightened, creating a higher
probability of cognitive bias, just as the bankruptcy stigma will aggravate distrust and
exacerbate strategic barriers to negotiatiogssentially*sZ}e ( ]JvP (Jv v ] o
difficulty are not best placed to assetheir own situation. The stresses and strains
that inevitably accompany financial problems may cause undue panic, or

08 Ev §]A oC Zzz Jv §Z** Bankriptcyussnat cdadMcive to good

decision making.

Where parties have an unhelpfuiiiial framing or informal unassisted negotiations
have broken down, the key is to firdmechanism that helps overcortteeir barriers
to negotiation. It is not simply a question of providing parties with all the
information, but providing it in a fashiaat helps them overcome their initial
impressionsand the emotional response theyovoked. In management theory

Campbell et al suggest that:

For important decisions, we need a deliberate, structured way to identify likely sources of bias

tthose red fag conditionst and we need to strengthen the group decisian |JvP % &} <Y

the simple answer is to involve someone elssomeone who has no inappropriate

attachmentsor sefffjvs €& <SY dZ S % Ee<}v }po Z oo vP Z & §Z]vi]vPU (}
her logic, encourage her to consider options, and possibly even champion a solution she would

find uncomfortable®

Formal mediation can improve int@arty decision making ingmilar fashion to the

way deliberate structures can improve internal decision makiln a typical

ZBushRU ~tZ § }t E D ] 3}E &}®BWdlueD | §}E[E P}3OKipSEate dburnal of
Dispute Resolutioh? (1996) 136), p10 thenpll-12

#Dennis V (2007) p12

% Campbell A, Whitehead J, Finkelsteif2®03) p64
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mediation the mediator will briefly speak to the parties together before taking each
individual party separately in a series of individual sessions and encouraging them to
explore how the dispute arose, what they hope to achieve in desatint and what

they would be prepared to do in order to settle. Meetings are entirely confidential,
the mediator is a neutral third party, and offers are only passed to the other room
under the explicit instruction of the parties. ADRg, an associafiacaredited

mediators, claims an 80% success rate in achieving binding agreements through

~

mediation®® peZ 3§

¢

e §Z 8§ "u ] 8]}v]e 5 puv Ee*S}} U Jv e
of "facilitated or assisted, negotiation" in which the mediator facilitatesiheties'

YAv v P}3] §]}v %@Edtrate Xiis |» Ju% EIAJVP % ESE] [ Z]Vv(}Eu §]
VA]JE}vu v3[ AZ E 8Z u ] 8}E « le 3} "Ju% E}A §Z (o}A }
reduce the effects ofalseor biased e i u %o § ¥ ThX process helps parties

reconsder how they have understood the problem.

Having acess to better informationmay not be sufficient to dislodge inaccurate

initial framing, particularly in the context of strong emotion, and here the format of

formal mediation is helpful. It hasbeendemeS®E & $Z § "u ] S]}Vv %o @E} H
high levels of satisfaction and compliance, and that these levels are typically much

higher than those generately }p@ES % E} <+]vP }( #?]THis ha@s been « X _

o]vl A]8Z AZ § ]+ IVIAv < Z% @& (E @ljetE the meadg by @izich

an outcome is achieved is shown to have value to the participdfasly research

into procedural justice theory emphasised consumer preference for the process

control available in adversarial rather than inquisitorial jostbecause it gave a

greater opportunity to put what they felt was important in front of a judeThis

% ADRg, Mediation Training Programme Course Manual, ADR Group (Bristol: 2012), p1.
" Bush R (1996) p3

%8 |bid, p14-15

% |bid, p16

® Thibaut J, Walker L, Latour S, Houlden P (1973
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goesbeyond % & ]JA PE 3 E Z v }( %}*]3]A E spo3WwW
the consensual processes, even where dlidcomes they receive ithese processes

E pv( A} pEMcBweh and Maimalhavedemonstrated that parties are
attracted to process advantages like the opportunity to express how they feel about
what has happened, attention being paid to what clients feel are the key isanés,
facilitating client involvement in shaping an agreemelnttheir analysis of the Asian

financial cisis, Radalet and Sachs observetha&Z u €| S Z « E S u}les

" %

%}e]S]A 0C 8} Jv]E] §]A « §Z & E]vP CE® Wihihe v EYE+ §}1

insolvency context this feeling of procedural fairness may help offset the impression
of unfairness that can often accompany business failure, and consequently improve
poorly framed decisions: those decisions made in the heat of the moment, without a
full appreciation of the facts or the consequences, and that tend to form the first

impressions that are so hard to get rid of.

That formal mediation hathese benefits is all well and good but as observed at the
beginning of the chapter the opportunities forrfoal mediation may be more limited

in an insolvency context because of the multiplicity of players and the consequent
problem of ceordination, and the limited opportunities for litigation once moratoria

have been put into place. If legislation was pddserequire mediation between

% EE] » 8} (]JOJVP He]v esU ~"8Z u E ( & §Z & §Z }JuUES Z

parties participate in mediation might suggest that the court should have the means
to enforce the mandate through a participation in goodHaiequirement, or by
V(}& JvP u ] 8 P @ot anlywr@sulting in rapidly escalating costs and

complexity but also bringing it within the auspices of the courts, which reduces its

¥ Bush RA1996),p18

“McEwen CAand Ju v Z:U ~~u 00 o Juv D JvdMvVv u%]E] oMaine baw Re¥ieRB

(1981) 237268

¥ Radalet S and Sach€000), p111

* o(]v] :: v D 'U AD ] 8]vP v §Z ~Z YA }( 8Z IuESW AuEA C }( 8z
Law Rev 54 (2001) 1-2D6, p172173
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independence and thus its forcéf. the most important negotiabns- those that are
most likely to determinghe life or death of the firm are those that take lace

during an informal workouthen formal mediation appears to have little utility to
the process as a whole. There is nothing, however, to prevenivesoy
practitioners, workout specialists and clearing banks from adopting techniques of

formal mediation into their procedures for informal workouts.

These professionals are already in a valuable position to assist stakeholders to an

insolvency. Heath,arrick and Klayman observe that decision making in conditions of
HE ¢ ]J* }(5 VvV Ju%k ]CE pHe N % ES] po E0C Ju%}ES vS (

information is the absence of experience with highly unusual events. Bank examiners

rarely see a bank fail, nucleechnicians rarely see a meltdowamd airline

% E<}vv o E E oC A]Bor mest padicipants the failure of a business

they run or in which they have invested will be an uncommon or even unique event.

It is submitted that even the most expenced serial phoenixer benefits from the

perspective and experience of an insolvency professional. The use of insolvency

practitioners is known tdacilitate smooth run downs, and forestall problems of-set

off and other complexiti€$, similarly it has éen observed that preparation of a CVA

is usually too technical for directors to prepare without the assistance of an

Insolvency Practitionet’ It is not controversial to suggest insolvency contains many

opportunities for inexperience impairing decisioraking. However, although

administrators, bankers and lawyers have extensive experience of business failure

from which the parties might profit, clients are unlikely to be in the right

¥ 8ZU U > EE] | ZWU v <0 Cu Vv : A }PV]3]A Z % JE*W ,}A KEP v]i 8§]}v o WE
/v 1Al p o "~Z}E ResedrePin Qdganizational Beha2or(1998) 137,p14

®AZ&YIE UIBEVEWE <+ 0 }( 8Z pe]v eeU ]8[+ &8 €E 8§} Z A v ]veloA v C

% E 8]8]}v E"RE%r0C X[~EBTO*U %oi0

¥ Dennis V (2007), p98
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psychological position to make proper use of that information untibirect pattern

recognition and consequent emotional tagging has been dealt with.

The most practical recommendation to assist with this issue is not a change in the
law or a requirement for formal mediation, but simply the recommendation that it
become comon practice for insolvency and turnaround professionals to receive
some training in mediation techniques. This would not have to isgrea

significant investment. Aimple two day training course might help them to gain a
broader understanding of hoto overcome faulty initial framingnd also recognise
and advise when formal mediation might be useful to resolve specific conflicts early
in the process.This soriof small adjustment to practice may not be glamorous but
would onlyneedto improve a smalproportion of outcomes to reap significant

rewards.
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8.3 THE USE OF REINTEGRAVE SHAMING TO RECZER THE

SENSE OF FAIRNESS

The importance of an impression of fairness, and the idea procedural fairness can

improve decision making, is supported by research into the notion of a preference

for fairness by economists using tteposS]ju Spu P u X[ /v SC%] o A u%
proposer tas $20 and may choose how to split this money with the responder. The
responder may then decide to accept this offer, so that both take the money as the

proposer decided, or reject the offer, in which case both players get nothing. The

game theoretic saition to this is that the proposer should offer the lowest amount

possible and that the responder should accept any positive dtéritial empirical

testing, howeve, discovered that this is not what people .&oFurther tests by

Kahneman, Knetsch an¢hdler found that:

Most allocators offered more than a token payment, and many offered an equal split. Also,
some positive offers were declined by recipients, indicating a resistance to unfair allocations
and a willingness to pay to avoid them... Rdliocations are observed even under conditions
of complete anonymity and with no possibility of retaliation. Of the 161 student(1@%)

divided the $20 evenly”

& JEV o+ J* 81 Vv 8} Ju%oC SZ 3 }u "}% %} ESuV]IS] » (JE P ]v
Perraps playersct upon an undrlying sense of fairness, or perhaps ifoisfear of

future reprisals due to being recognized as being unfaither way, as long a

creditor is focsing on the difference between the money mwésted and the return

offered rather than the supedrity of rescue to liquidatiopand perceiving this as a

% Stahl,Bargaining TheoryEconomic Research Institution (Stockholm: 1972)

¥ GuthW, SchmittbergeRand SchwarB. » v A% E]Ju v 0 v 0Ce]* }( paldjimabof EcondGic V]V P _
Behaviour and Organisatid(1982) 367388

“° KahnemarD, KnetschlLand ThaleRH (1986)p289, then p291

“bid, p286
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negotiation between himself and the debtor rather than a situation they are both

facing togetherhe is likely to rejecthe offeras unfair.

Kahv u v § ofe ]+ uemss Has gome resonance with the honour system

Posnerproposes enforces the credible threat of vengea in primitive legal

systems® It may also help explain the disproportionate importance placed on the

parri passwprinciple in English law. This wastten into the law with thel542

"S SuS }( VIEPKS[* & <p]E u vS SZ S % E} s (E}lu VIEYN

distributed among creditorss E § v & § o]l U }E JvP 8} §Z «<«u VvS]!
§ and (v U VS 0 % E]V %0 }{ Yet-Goollevm@edia&l)

follows this claim by highlighting thrange of exceptions tpari passuy principally in

the form of priorities and costs, and the extent to whigdri passus at all

descriptive has been questioned

Thepari passuprinciple is rathe less important than it is sometimes made out to be, and does
not fulfil any of the functions is rather less important than it is sometimes made out to be, and
does not fulfil anyof the functions often attributed to it. It does not constitute an accerat
description of how the assets of insolvent companies are in fact distributed. It has no role to
play in ensuring an orderly winding up of such companies. Nor does it underlie, explain, or
justify distinctive features of the formal insolvency regimetaindy, its collectivity. The case

law said to support the@ari passyrinciple serves actually to undermine its importance. And

the principle has nothing to do with fairness in quuidatl“(?n.

Whether it has ever really operated as described or not, thigon of parri passu
being fundamental to law grants an impression of underlying fairness. This in turn
has an importance to player compliance. Where creditors have the impression that a

result is unfair then they can go to extraordinary lengthsee ankrupts brought to

“2posner R (2007), p261

3 Statuteof Bankrupts (34 & 35 Henry VIII c4) (1542)

“ Goode R2007), p56

“MokalRU "WE]}E]SC + WarBZapopPQEW _WZ u E] P > A :}puE v-681p583584iiiie fioi
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justice t consider thefortune creditorsspent in the Pitkin Affair to hunt down and

haul back a ce@onspiratorwho had fled tdtaly, in order to achieve a pitiful

additional return of a little more than a shilling in the podhd Ths is only aract of
rational maximisation ifengeancéairnesshas some additional valugot yet
recognised The argument that they are acting tsdipline the market is hollow
defence of a nealassical model of the creditaalthough it is often pwposed, as the
game theoretic analysi%o }JvSe 8} % &]e}v E[* ]Jo uu W u EI §
good and theoptimal path in this oneshot game is to get the most you can for

yourself and let someone else pay to discipline debtors.

Instead parties tahe insolvency arat least in parresponding to fundamental
physiological responses to threaf\ neurological study by Sanfey et al found that low
ultimatum game offers triggered anger and disgust responses in the*hraird

Burnhanf® connects this to the work by ClutteBrock and Parké&twhich shows that

e 1%

Ay P SJA E 1% E} ]3C e pe C }ulv vs v]u o¢ 8§} E °¢]*S -

(E}u ]v uoP]VvP v Z AJJUE §Z § SZE 3 ve 3Z (P8v e+« }( &2

In pu&EvZ anjrrwak he demonstrated that increasing the testosterone levels of
men participating in the ultimatum game increased the frequenayejaction of low
}(( &«X dZ]e u}vedtimatim gamegejegtions are caused, at least in
part, by psychological meclv ] « u ®XPosner himself speculated that there might

be some genetic factor, and it certainly seems that our creditors are physiologically

pre-programmed to enforce social fairness/vengeance mechanisms even in

“6Kadens E (20)0p29

4" Mot only do our results provide direct empiricalpport for economic models that acknowledge the influence of
emotional factors on decisiemaking behaviour, but they also provide the first step toward the development of
quantitative measures that may be useful in constraining the social utility funaotieconomic models. Models of
decisionmaking cannot afford to ignore emotion as a vital and dynamic component of our decisions and choices in
the real world._Sanfey AG, Rilling JK, Aronson JA, Nystom LE and C¢Rea3)Dp1758

® UEVZ ud UTedJPRE E}v D v Zi & >}A hosJu $pu 'u K(( E+_ WE} JvPe }( 82 Z}

(2007) 23272330, p2327

9 Clutton-Brock TH an®arkerGA, "W pv]+«Zu v3 Jv v]u tNatireB78](199%) 20216
% Burnham TC (2007p2327, citing CluttoBrock Ri and Parker GA (1995)

*' BurnhamTC (2007)p2329
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environments where they cannot possibly bébéom them. This fits growing
evidence of the importance of social and emotional factors in white collar chase,
A oo < v[s e« E]%3]}v }I( E ]J3}E }viE}oo VPO0]+*Z o A

vengeance:

Creditors wanted revenge, or they wanted thankrupt to suffer, or they wanted him to serve

e v /F u%o0 X E ]3}E+ A vs 35Z §}JE 8} % C Z]e "A] SJu-_ (]Py
literally, and they wanted to make sure that bankruptcy was viewed with such horror and that
community pressure aloneauld deter others. At a certain rather visceral level, punishing

was more important than ensuring cooperatlB%

This thesis has highlighted many examples of insolvency proceedings provoking
strong emotional responses& E ]+ C } < h&idsotveéngy ok companyinevitably
generates dismay and manycases resentmeramong a variety of stakeholders in

§Z )} E %o} BR&darulXss of the criminality of otherwiséthe insolvents

conduct, thefailure of a company can feel criminal; recall the age ofthe Farepak
customer in @Gapter 7 who declared that the director§Z C ~+Z}puo %o LV ]eZ
through the justice system for that they have done, because with effect, ltagg

«3}o v ifiiUIII u u EX] Repal atso that the courts responded in kind

the revocation of the overdraft by HBOS.

dZ @&]Ju]v}o}P]es € ]3ZA 18 EPp 382 3 73Z |1 C 38} E]Ju
commitments to shaming... societies with low crime rates are those that shame

potently and judiciously; individuals who resort tance are those insulated from

«Z u }A E 37 |E AURpinRdgrdtve Xhaming brings together

interdependent groups so that they are able to express their disapproval to the

2 Murphy K and Harris §2007),p913

%% Kadens [£2010) p75

* Frisby $2011), p350

®&EIU v ]vd EA] A Al3z & EB%adIKiAGS RGN, [034” % o |

% BraithwaiteJ Crime, Shame arReintegration Cambridge University Press (Cambridge: 1989), p1
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wrongdoer,that all parties are able to gain a greater understanding ofréasons

for and consequence of the crime, atitht the wrongdoer has the opportunity to

accept responsibility and express remorse. The result is a reduction in recidivism by

offenders and a greater incidence of victims achieving emotional cldggaleding a

reduced desire for vengeanceflthough principally used as a technique for the

management of youth offending, with notable success in New Zealand, research has

shown its applicationo other crimes like*s £ Z 3§]vP v CElkls E]A]vP

more o]l oC §} (C 8]A v A~ }v ]8]}ve }( ZIPZ ]JVE E % Vv Vv C
] %% EYA E v 3ZPFUes BvBBYAE_ % ES] » "% ES] 1% § v

AZ @ lvs§ZC % v }v Z }8Z E §} *°ltdd edsy th se@thowv X _

business relationdps can develop the same qualities.

Chapter éexplored the important historical role of shame in the management of
bankruptcy. Btinguishing innocent insolvency from fraudulent bankruptdyas
always been and remains exceptionally difficult, and eveawthe state determines
innocence the creditor is likely to continue to consider themselves a victim.
Becoming a bankrupt i$ 13 (p o ktriminallcomuct in entering®, for which
rape, dismemberment, slavery and hanging have all beesidered reasnable
retaliation, suggestingve should not underplay the seriousness of the emotional
consequences of business failut@reditors of a failingrm like it or not, are
participating in a network where they depend on each other to achieve the best
possilde outcome. Appreciating the parallels with the use of reintegrative shaming

techniques in criminal law can help us assist creditors in achieving best returns.

" Murphy K and Harris 2007) p903, see also GrasmidiGand BursilRJ» }ve 1 v U ~]PVv](] v& K&§Z E+U v
Rational ChoiceExtending the Deterrence Modellaw and Society Revie#(3) (1990) 837861

%8 MakkaiT and Braithwaite] (1994)p362

% |bid, p375376

©dzZ VvIEuU 8]A Jvd E Z VP ]0]8C }( 8Z & Bue A VIEU%S C_ v ~Jve}oA v C_ s ]°
exploration of bankruptcy stigma.

®! Efrat R2006) p369
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A highly successful application of reintegrative shaming has been the use of family

conferences]v E A « o v (& ]urkplazing cAurt processing of juveniles

Als8Z Jv(E v « 85 v C ]8]1 ve AZ} @& wu}+s ®}us 872 C}y
JUUPV]SEC ip P uvs]e «}o <+ 38Z }o 38 }(]ve}oA v C o AeX

medieval Icelandi@ C ig P « « &E] Z}AU }% @& 3§]vPviftuallys} ] $C &2

stateless®, the claimant and the defendant would gather relatives and stand before

a lay judge in a system of informal arbitration. The court had no power to enforce its

ruling, but judyement was made before and with the participation of kin. Posner

suggests that the presence of family would have a cooling effect, and the ruling

Alpo v(}E C 8Z 3Z& 3§ 8Z & 1]v A}puo ZE oo] [ &}

experience of the trial itsgl v * S]¢(C S§Z % ES] % vS[e <<]E (}E ipe

Family conferences achieve this by bringing the parties and their families together
with an independent arbitrator, whose objective isfoo A }% Vv upo3] %0
interpretations of responsibility while refing to allow the offender to deny personal
responsibility entirely... the strategy is to focus on problem rather than person, and
v §Z PE}u% (]Jv JvP <}ous]fketis emindoedEskh@subét in our
dilemma the problem is twofold: firsthere is not enough money left for the parties
to achieve full payment, and it is preferable for them to choose some money over no
money at all; second, that the creditors desire for revenge and/or fairness prevents
them for doing this. Bringing the gaes together helps creditors to focus on the
actual problem (do you want £500 or nothing?), rather than the ultimatum they feel
they have been given (I have taken £9,500 and offer you £500, will you accept this
bargain?): focusing on the problem ratheéhan the wrongdoer, in the context of a

community of care and understanding for the wrongdoer, creates the structural

%2 MakkaiT and Braithwaite J (1994)p363

¥ posneRA 2007), p262

“ & 18ZA 18 : v DUP(}JE ~U ~ }v ]8]}ve }( "n  e++(pH0o Z ]v3 PE $]}v & ulv] W
K(( v @rtiskuJournal of Criminolo@#(2) (1994) 13971, p146
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v 18]}ve v p ]JA 8§} E Jvs PTPusiare sithply] pitig people in
a room together can help them understand the situatias it really is and

concentrate on achieving the best possible outcome.

It may not seem credible that the creditors of a bankrupt will be particularly
interested in understanding the bankrupt, or that a creditor meeting might seem an
acceptable substitu for criminal punishment. Yet victims who see perpetrators go

to trial:

Often emerge from the experience deeply dissatisfied with their day in court. For victims and
their supporters, this often means they scream ineffectively for more blood. But it snadke
difference when the system responds to such people by giving them more and more blood,
because the bloodust is not the source of the problem; it is an unfocused cry from
disempowered citizens who have been denied a voice. Reintegration ceremonies: fidimly
recognized] political value because, wheall-managed they deliver victim satisfaction that

the courts can never delivéP.

Victims of crime often feel both shame and fedhhile this is more intuitively
evident for victims of violent crime, someone who has invested money and lost it will

feel a mixture of foolishness and uncertainty that undermines the credit economy.

The obvious window for this sort of approach in the irsoky process is the creditor
meeting. Creditor meetings are often regarded to be a waste of time, not least
because you cannot be sure how many creditors will actually turn up. They were a
compulsory part of the administrative receivership procedurd,tbe new

administration procedure offers a list of exceptions to the occasions where a creditor

% MakkaiT and Braithwaite] (1994)p380
% BraithwaiteJand MugfordS(1994) p148

233



meeting must be held as part of an administrafigrsuch that the administrator

need not hold such a meeting where:
(&) He thinks creditors will be paid iolf, or

(b) There is insufficient property to make a distribution to unsecured

creditors; or

(c) The company cannot be rescued as a geimgcern;or

(d) §§ E @ +pod (JE $Z }Ju% vC[s E ]3}Es + Az

likely on winding up cannot ba&chieved.

An interesting quality of the list of exceptioissthat althoughit will be relatively
common for an administrator tbe able tojustify not calling a creditor meeting, it
remains compulsory in any rescue attempt (and equally should creditddinlyal 0%

of the debt request one within the requisite peri§8i World Bank guidelines

suggest thattirectors of a debtor corporation should be required to attend

u S]vPe }( E* NbtlaBleiKg a creditor meeting reduces the apparent cost
of the administration, and so one can understand the attraction of not having one
Az @ 82 & ]15}E][* }%]v]}v AlJoo Z A 0]3%0 Ju% 3§ }v §Z
act of bringing the parties together and having them talk to each other has the
potential to havea dramatic impact on creditor compliance. This is perhaps another
example of something that appears to be an essentially communitarian eletment

English lavhaving a practical commercial benefit.

®7 Insolvency Act 1986 Schedule B1 s51(2)
% |nsolvency Act 1986 Schedule B1 s52(2)
®World Bank2001), p48
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8.4 LETTERWRITING AND APOLOGIB

This process of recogriing and addressing the interpersonal barriers to negotiation
v Plv %E]}E 8§} vC E ]8}E u 3]vPX t vi o[« A}JEI }v o

Australians requiring that they pay a fine for breaking the tax code found that:

The explicit or implicit principlefor the design of reminder letters appear to be (1) brevity and

conciseness, and (2) firmness and pressure. The former are based on the assumptions that
taxpayers do not properly read, understand or act upon longer letters, and, taxpayers value,
and havendeed a right to, have their compliance costs (which includes the reading of letters)

kept to a minimum’®

These principles will not be unfamiliar to the professional administrator, who acts
under the acute awareness that every procedural cost incurredages the limited
pot from which creditors can be repaid. Yet Wenzel demonstrated that by adding to
the letter elements that were informationa®tZC @& A « v JvP C}u 3Z]e o 38§
tZzC Vv[3 A UYE *% (P Why 8Z\We impdse Enaltidd’, or
interpersonal; " t Iv}A oe tRat times can be difficult, &do not want to mag&
things more difficult for you'?, both significantly increased compliance with the
uv v E 0 A oe}( Ju%o JvdX tvlo[sE+ E Z ] v}

effect of combining informational and interpersonal aspects, but in the absence of
further work it is reasonable to infer that the two would not cancel each other out.

AESE %}o S]vP (E}u t vi o[* E }uu v 3]}veU ]Jv]38] 0o }uupv]

shouldinclude:

x Information regarding their rights and responsibilities

X An expression of sympathy for their situation

®WenzeMU "WE]V [%0 « }( WE} HPE 0 & JEV *+ |v Z u]Cente for ax Syatsth &] 0 £ % E
Integrity, Australian National University, Working Paper No 42 (2002), p1

™ |bid, Appendix, p33

" |bid, Appendix, P34
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X A description of how and why the situation came to pass

X An explanation of the harm being experienced by the other parties

X An opportunity for theparties to express what impact the bankruptcy has
had on them and their feelings about it, which should be seen by the other

parties.

There are a number of elements of the English insolvency process where it is possible
to see how the reintegrative effectsf information sharing could be taking place, for
/E U%O0 S % @E}%}e 0 Jv O * ~ v E%o0 v §]}v « 8} AZC ]v
voluntary arrangement is desirable for the company and why creditors are expected
§} }v pnE A]sz 3z (@ gl Bdditiondneasures like those described
above cost almost nothing but the aggregate of the marginal benefit would be

significant.

Having applied interpersonal elements to correspondence, brought parties face to
face, and possibly even used mediatithe insolvency professional may still find that
parties cannot agree. At this point it is worth investigating the value of an apology.
An effective shaming ceremony climaxes with an apoldgyapology allows the
separation of the identity of the banki#e § (E}u 3Z $ }( 8Z ]Jve}oA VvEW " v ]
splits himself into two parts, the part that is guilty of an offence and the part that

]o ¢} 1 8 ¢ 13 o( (E}u 8Z o]Jvcip vd v ((JEu*™ o] (]v 8Z
Having to apologise can be a real punishment for the director of a company
Makkai and Braithwaite observéu v P u v8 & /E<pu]*]3 oC « ve]3]A &}
criticism "® In an environment where parties have been able to distissauses

and consequences &8 Z Z (elievds the perpetrator of the stigma of bankruptcy

™ Dennis V (2007), p100

™ GoffmanE and Manning fRelations in PublidNew York: Basic Books, (New York: 19713 pdited byBraithwaite
J and Mugford S (1994)150

™ Makkai T and Braithwaire J (1994), p377
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(recalling that failure can be a traumatic experience for the bankrupt as well), and
allows the creditor to disassociate the director as a person from the bankrupt as a
construct. Cruciallly ] Jv ] S ¢ VvV % EZ %+ AV ]vp «3Z "~ «|E

E ] P&t creditors sdong for,and which is the highest indicator of future reform.

This also provides a unique opportunity to maintain creditor control at the heart of

insolvency law. Matching punishment toreditor outrage due to the two main ways

in whichonemeasurs $Z «]1 }( *}u 3Z]vPX S P})JEGC » 0 ¢ ™ }ve]eS ]
* S}I(}IE E& €& *%}ve U ¢ ]JvSZ (ulo]  (}EuU S }(uvC }%
whereas magnitude scales®@a ~ u v]vP(po I E} v v}'uWhite E }uv X _
humans are excellent at comparing one thing with another (this rock is heavier than

the other rock) they are poor at estimating magnitude (this rock weighs 15kg), and

highly susceptible to arbitrary anching. People are incapable of putting a price or a

value to something without some frame of reference, and more disturbingly are

highly susceptible to accepting entirely incidental values as the basis upon which to

anchor theirresponsé®. This is part ofhe reason why governments have struggled

to match punishment to theutrage caused by bankruptcyt id surprisingly and
counterintuitively difficult for a jury to scale the difference between being made to

wear a basket as a hat in public, having anreailed to a pillory, or being hung by the

neck until dead (all punishments for bankruptcy at different periodsstohy, as

described in Chapter)6

Kahv u v § o[« A}YEI }v % pv]S]A , proposedanight@r@atiedE] o

" Murphy K and Harris (2007) p910

"Kahneman D, Schkade DA and Sunsteifi @$8), p53

®See Tversky A and Kahneman D (1974). Also of interest is VPiliamdstones application of the principle to

Liebeck v McDonald's. Here a claimant in the US to win $640,000 in damages for spilling coffee on herself, after her

o AC Euv P 8} vZ}E 8Z ipEC 3} 8Z v}§]}v 8Z § D }vootdtheiz}po %oUv]eZ Jv
international profits. See Poundstone W (2010)4p3 721, 276, 278, discussing the damages award in Liebeck v.

McDonald's Restaurants, P.T.S., Inc., N20ODCW3-02419, 1995 WL 360309 (Bernalillo County, N.M. Dist. Ct.

August 18, 1994)

237



Like other internaktates that vary in intensity, outrage and punitive intent can be expressed
either on category scales or on magnitude scales. For example, respondents could be asked to
Aop s 3Z IUSE P Jpev oo }( J(( E vE 8]}ve }v § PYEC » 0o E

JUSE P }ue_ 8} N £SE U°0C }USE P }u+X

One might envisage a system which allowed, at the completion of a creditor meeting,
creditorstovoteon Z %o pv]eZu vS[ (}E&. FHeymiptE, fo gxBmplebe

PIAv & VP }( }%3]}veU v ES[|YyRoAVZAZTZ «Z}po *}u 8.
along the lines of a foal written apology. They woulge then be given the option

§} ¢ 0 135 W% (JE Z* A E[}E ZA EC « A E[ =+ *U AZ] Z 2
public apology to be published in the prasseven some degree of community

serviceU p8 o} ]v 8Z }8Z E ]E 3]}v (}J&E Zulo [ }E ZA EC u]
deemed not to lie with the bankrupt and a written apology might be replaced with a

joint statement of fact or creditors might vote tha portion of the remaining fund

be returned to the debtoto help them start over again (like the element of

discharge removed from the law of 1706).

It is essential to not that this process would not give creditors the power to prevent a
pre-pack or overrule the administrator. That would be unacceptably expensivis.
processsimply gives creditors aputlet for their outrage. A apdogy can be higly
effective. h the context of violent crime it has been observed tHaology from the
man who disrespected her is the most powerful way of resuscitating thiestém

and community shaming of the disrespecting behaviour is also powerful affirmatio
1(8Z € *% 3 (}E Z¥Bankruptéy iShe} ra)ie and the writer is not
attempting to diminish the crime by making such a comparison. Bankrapity
business failure, however, dmpact upon the selesteem of the parties, and

because of the cognitive difficulties with scaling described alamekthe physical

" Kahneman D, Schkade DA and Sunstein CR (1#28)
8 BraithwaiteJand MugfordS (1994)p155
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process of responding to status threats the value of reintegration still applies. There
is evidence of this approach beitested in English law already. In response to the
Farepak insolvency, a small scale insolvency with relatively minor losses that was

oo ~ v §]}v o SE P C *\Spalek@ports tigat:

A National Reporting Centre in the City of Londongeodiervice has recently been established,
offering a listening service to victims, where victims can also ask questions about what
resources are available to help them, and where victims can also act about the progress of any

investigations that are bein(\:pnductedg.;2

In terms of moving creditors to a place where they could come to accept (correctly)
that receiving almost 50p in the pound was consideréthatastic result®*this was
an excellent approach to takaVhat this means foOrderly and Effectivansolvency
regimes is that qualities like specialist courts, the use of formal and informal spaces

© %% E}% E] § U ZA] SJu[ *PH%%}ES v E ]+SE] us]A Jvs
behaviour, rather than being an undesirable delay that increases costs anceedu
insolvency efficiency, actually improve efficiency. They do this because they improve
the pricing mechanism by reducing the incidence and impact of systemic cognitive
error. More research, ideally experimental empirical work, would be required to
determine the best form and language for such a process but giving creditors a
conduit to express and see some impact from their sense of injustice would be
valuable. An insolvency law that pays attention to the public sense of injustice will

also more effiently place resources in those best placed to use them.

There are two final points that arenportant to make. First, creditor inclusion is not

necessary for successful insolvency proceediagslemonstrated by Pygacks. As

BAY"W dZ & E % |, u% E }oo %ofhtiplinéwEbbs.co.ukdf/hi/buSibess/612486.stm|

(accessed 23 Nov 2012)
¥ SpalekB (2008), B
BAg E % | ped}u E+ 8} E JA Z o( }( u}v Jhitg/wwi bbc.tb ik/nawe/Bugingss) |

1878230((Accessed 17 August 2012), citing Suzy Hall, director of the Unfairpak campaign.
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emphasised in the discuss of what drives creditor returns in Chapter 4, the single

most important factor is strong property rights and the rule of law. The question for

regimes that already have strong property rights and the rule of law is what will make

for the very best crditor returns possible.

It is submitted that the medium term survival of ppacks would be improved if
small measures were taken to improve creditor inclusivitys clearly important not
to interfere significantly with the efficiency benefits of aarmeprepack by
introducing measures like a possible creditor veto or a new prescribed part.
However, optional expansions to the SIP 16 process sucpeasaenal letter from
the directors explaining why they feel this is the best optibow it comparesd

liquidation (similar to what is done with a CvVandif it is the casehat they regret

the impact onunsecured creditors, may well make a difference to the success of the

phoenix firm after the sale is completedhis is not about whether creditor ilusion
is necessary but whether creditor/debtor exclusion is optimal. | believe | have

submitted enough to demonstrate that it is not.

Alv U slu % }%0 E oules ¢« ZYEE](] C SZ -
§3Z C E C $Z 3§ EBu "EdZisE ] AKZWXPunisEmeni is a
strong word, and redistribution itself often means harsh interference with private
property. Entrepreneurship is generallprsidered to be a good thing, ankddre is
research to demonstrate that the prospeat sanctions and punishment of debtors
Ju% 3¢ }v % }% 0 [+ Aloo]vPv «FahlandWEHtE digcolereddd9x
increase in the probability of households owning businesses in US states with
unlimited bankruptcy exemption¥ @Eu}pE v  psardssRuntry study of

the forgivingness of bankruptcy regimes shows a significant effect on self

g vt v tZ]s D:U AW E+}vo VIEU%kS C v $Z > Alooria oft&aEarke E v HE] o

Economicg6 (2003), 54567
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employment rate¥. Punishment that marginally improves rescue rates at the cost

of significant reductions in entrepreneurship would clearly be-deféating.

It is important when considering this chapter not to place too much weight on the
He }( 83Z A}E %opv]eZu vsiX (E toygiiagness isimespuied oy
levels of disharge and eemption availableall things that have subst#al financial
andpersonal consequences.lthough thisresearch draws on the language and the
theory of punishment, the central conclusion is that it is mild andhtegrative
punishmentthat is most effective dZ]e ]+ o0o}vP A C (E}u us83]vP }(( %o }°
sendingthem to prison, or confiscating their propertpirectors may be exquisitely
sensitive, and an apology may be a real punishment. But it is not credible tatthink
would have a significant impact on stanps if new directors know that one day they
might have to apologise for losing creditors monélhe point of recognising that
even in businesslecisionmaking is not simply a question ofti@al maximisation

but that there isalsoan important personal dimension, is to take advantage of what
we knowabout personal decisiomaking. lke any new husband quickly learns, a
willingness toexplain what happenedisten to the consequenceandapologise for
anyharmcausedgcan have significant benefit.his lesson is equally applicable in

business.

B EUuluE : v  HuulvP U "A vWE MEE ChiE AmefEarzl]aw adl Economics Revid®)
(2008), 30850
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CONCLUSION

The International Monetary Furicand World BarkGuidelines promotingrderly

and Effectiverisolvency were witten in the wake of the Asianrfancial crisis with a

view to promoting stable economies that werdraictive to overseas investment.

Given that the IMF recommendations reflected long standing characteristics of
English Insolvency Lawot to mention our status a®rum de jourfor

incorporatio! v~ (E} 3 breoorporateinsolvencyijt seens almost tautologous

to describe English law &rderly and Effective This thesis sought to address certain
assumptions about the reasons why English law is effective at maximising returns to

creditors.

Understanding how Englishsolvency law impacts upanvestment and business

turnaround is particularly relevant in the current economic climate, where businesses

are struggling for credit and in many cases simply struggling to survive. This thesis has
argued that changes in the Enterprise Act to incraaskisivity and credit pro

activity’ have improved returns to investors in distressed firms, contrary to a

significant body of law and economics theory that suggests that distribution and

A 03Z u A£]Ju]e 8]}V }% E 3§ ]v & ve]}v 3} Jeffectivehd@dss®EX VvPo]
not because of some ruthless pursuit of allocative efficiency via priority for secured

creditors, but rather sensitivity to creditor driven solutions and provision of

frameworks that facilitate collaborative, inclusive solutions.

! International Monetary Fund Legal Departme®tderly and Effectivinsolvency Procedures Key Iss(iddF: 1999)

2World BankPrinciples and Guidelines for Effectivelvency and Creditor Rights Systevgorld Bank: 2001)

®Brierly P and Vlieghe G (1999), p170

 Armour J (2005), p386

®Walton P (2011), p2, footnote 10, quoting Bertrand des Palliefes. 0+} ~>}v }v E]els ju 8§z VIEU%S C
E}3Z o (}E TheGya¥dian\P1 Jan 20[laktp://www.guardian.co.uk/business/2010/jan/31/insolvenayk- |

|law-bankruptcyforeign|

® Frisby S (2004250




The idal of efficient insolvency &s been hugely influential, particularly through the

work of law and economics scholars such as Jackson, Baird, and Rasmussen, who

have™ }ul]v § $§Z (] o ]v $3Z %t dawki ogtheEongept of

allocative efficiency and the first welfare theorem, which suggests that conditions of

perfect competition will always achieve a paraiptimal outcomé&. Coase theoret

then suggests that it is only where there is market failthat assets will fail to end

up in the hands of those best able to use them. This has been applied by insolvency
efficiency proponents, at their most extreme, to suggestthatZ (JE+S (pv S]}v }(
bankruptcy is to allow unpaid creditors to seize tvesif 0 A v § S}EZe e+ SeU ¢ 00
§Z u Vv JVA 8 §Z % E} o Pyrepsaxingethd concept of stated

rescue from the law altogether.

The accepted role of the state is enforcing collectivism, particularly through the

mechanism of stays in ord® 3} % & A v§ " PhiEis a Gpe oKmarket

failure known as a prisondr dilemma where the equilibrium is not the optimal

solution. Beyond collectivism in this limited sense, any distributions made by law are
inefficient where they donotred § ~8Z I]Jv }( }vSE 8§ SZ 8§ & ]S}E- A
§} 1( 82 ¢ A E o 8} v P}8] 8§ Al3z Z }8Z¥@eind}E ES v
inefficient they areconsidered ultimatelyinjust, as they cost more to society as a

whole than having the parties whdirectly benefit decidé® This leads to the

conclusion that the only just role for insolvency law is to reduce the cost of ¢fedit.

"Keay AR and Walton P (2008), p25

8 Anand P (2006), p222

® Coase R (1960)

©Brogi R and Santella P (2004), p9

" IMF (1999), 2General Objectives and Features of Insolvency Procedures, p12
'2 Jackson TH (1986), p17

¥ Schwartz A (1998p18171818

*|bid, p1819

243



In turn the economic and social heartache caused by business failure is not properly a

question for insolvency law.

TZ]e %% E} Z Z « & ]A PE & o}( E]8] ]J*uU ]Jv op ]v
theoretical constructs to reach policy conclusions without any attempt being made to
A E]J(C C u%]E] o A] v 8Z % E u]e «*&8kdthahz] Z §Z C
their economic analysis of the law is stuck in 19th century notions of lafagez
economics’V 8Z § posdju § oC 3Z |E v-ASEv Eajdbagedo E
upon a weakness for the seductive quality of easy ansWelet the analysis
remains enormougl influential in theOrderly and Effectivenodel, and particularly
the notion that distributive or communitarian measures are made at the cost of
efficiency and thereby wealth maximisation. Legal regimes may choose to protect
workers or prescribe a parbtbe distributed to unsecured creditors, but in doing so
they reduce returns to secured creditors and thereby increase the cost of credit and
E pu ]JVA «3u vE3X dzZ ~e uE E JS}IE ]- }E %o E]}E]S
(} E*°]and his ability to eforce his claim as a creditor reduces the risk of giving
E ]88 v 8Z E (JE ~]vE ++3Z Ao ]o]3C}( & 15 v 8

JVA «3u v3 u}& P'v E 00CX_

Empirical exploration of how English lavDederly and Effectiveevealsa number of
flaws in this analysis. The notion of orderliness demands that insolvency regimes
Vepu®E& 8Z o0} SJiv }( E]el']Jv "%E ]38 oU <«ul]S§ o U v

[so as not to undermine] willingness to make credit and other investment

'® Jackson TH (1986), p25

®* Goode R (2011), p72

7 pettet B (1995), p143

BKeay A and Walton P (2008), p27

®Warren E (1987), p797

® Goode R (2005), p59

2L IMF (1999)2 - General Objectives and &erres of Insolvency Procedutgs3
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] +1} V*% Xhe eficiency model suggests that this is simply a question of
preventing a grab race, after which participants will proceed to make the decision on
the basis of a simple cost function and pick the alternative that grants them the
greatest utility. Even if thiis accepted, the notion that freedom of choice in a
scenario that allows optimisation of utility will lead to the maximisation of monetary
is not a sad assumption. tility does not directly translate into price. The enormous
leap of faith required tamagine that it does is illustrative of the extent to which
JveloA v C ((]]1V C %E}%}V vie[ %o E}%}* o« XEn ~ E]JA v C

particular a fierce belief in aggregate rationality and efficient markets.

An orderly insolvency law must taked account thejuasicriminal *

guality of
insolvency, because participants in an insolvency are driven by a great deal more
than monetary values. The ancestry of insolvency is in the act of bankfypttych
taints the most innocent insolvent. Busine ( ] oinéEitablly generates dismay
and, in many cases, resentment, among a variety of stakeholders in the

} E %o } &° &hpwdecisions made under conditions of stress and shame are very
different from those made when calm and collected (and often leadery different
outcomes than stakeholders would objectively preféf)Overcoming this problem
requires a deliberate and structured means to identify bias based upon strengthened
group decisiormaking processe¥ Yecialist courts, highly trained iolvency
professionals and procedures that require formal processes force a more considered

response to failurelt is essential to note that collaborative rescue procedures are

only likely to be beneficial if the appropriate legal infrastructure and gjrproperty

2/D& ~1666"W E o Ki 8]A e« v & SUE * }(/ve}oA v C WE} HUE * U %i
Z\Warren E (1987), p812, in this case talking specifically about the work of Baird, although she makes it clear she
considers his ceonspirators, such as Jackson, equally culpable.

* Efrat R (206), p369

% Triemanl (1938)

% Frisby $2011), p350

%" DickersorSSand KemenwE (2004), B37

8 Campbell A, Whitehead J, Finkelstein S (2003), p64
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rights are already in place. Countries that are still struggling with judicial corruption,

significant economic change or political change, or inadequate rule of law generally,
will most likely simply saddle themselves with a more expensivelidgon

procedure® However, once effective and efficient rule of law is in place and has had
some time to inspire confidence in its durability, the most effective insolvency law is

not one of absolute secured creditor priority but one that best enabiehisive

creditor and debtor led solutions.

A central pillar ofthe insolvency efficiencgpplication of Coase Theorem is process
independence. Process independence suggests that the means by which allocations
are achieved is unimportant. THigas beerstrongly refuted by procedural justice

theory where preferences for adversarial over inquisitorial justice, regardless of
outcome, have been established because it gave a greater opportunity for
stakeholders to put what they felt was important in frontajudge® McEwen and
Maimart! have demonstrated that parties to litigation are attracted to process
advantages like the opportunity to express how they feel about what has happened,
attention being paid to what clients feel are the key issues, and facilitating client
involvement in shping an agreement, which provides an alternative explanation to
the finding that during the Asian financialcrisis Z u Gl S Z « E S u}eS
%}*]S]A oC 3} 1v]8] 8]A « §Z § E]vP E TsiEthe heart S} E -+ §} 1

of inclusivity.

Aneff §]A Jve}oA v C o AU « (]Jv C 83Z /D&U ]e }v 3Z § }%

and maximise value for the benefit of all interested parties and the economy in

# Djankov et al (2008), p1146

® Thibaut J, Walker L, Latour S, Houlden P (1973)
* McEwen CAandMaiman RJ (1981)

¥ Ralalet S and Sachs J (2000), p111
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P v @ an objective that is achieved not only through rescue of viable businesses
but also bythe fashion in which unviable firms are liquidated. English law aims to
achieve best returns for creditors, but public interest communitarian values were
also explicitly recognised in the Cork RepbrA strict insolvency efficiency approach

would condiler this to be inefficient:

[Blargaining succeeds with respect to money: Renegotiation after insolvency will shift tangible
wealth to the estate when it is efficient to do so but not otherwise, whether or not a
uv S}EC EHO ] % E - veiMsshodlEHpristién @ mgximesthe monetary

value of the estate?’.5

On this basis it would be a reasonable hypothesis that changes like the prescribed
part, whichprima faciereduce returns to secured creditors, in turn fail to maximise
the monetary value offte estate and are therefore ineffective. Exploration of
empirical data regarding insolvency suggdbat this is not the case. h€ Enterprise
Act has improvedross returns, and whilst the improvement in gains has been for
the time being cancelled outebincreased costs returns are now being realised

significantly faster.

Chapter 3dentified three hypotheses for why the shift to an administration based
system in the Enterprise Act might be producing better overall returns. First,
reduction in securedreditor control might have been offset by infrastructural
improvements to the efficiency of the judicial system, but given that the data
available comes from the period of transition from the old law to the nasharing

which infrastructure changes are nelikely to create additional cost than benefit

this is not a particularly strong argument. Second, the argument that the Enterprise

Act made no significant practical difference to the position of secured creditors is

®¥I/D& ~1666W E o Ki 8]A e+ v & SUE * }(/Vve}oA VvV C WE} UE »_ U %oi
* Goode R (2011), p75
® Schwartz A (1998), p1809
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refuted by interview evidence, pacularly the changed position of HMRC has had a
significant strategic impact and there is a great deal of evidence of a cultural shift in
practice amongst clearing banks. Regarding the third hypothesis, however, there is
evidence that absolute secured dlitor priority does not improve secured creditor
returns in a linearly positive fashion, and that surrendering some element of control
actually results in greater returns. There is evidence of a tension between levels of
security and probability of resctfe which leads to uncertainty® o EP E % E}
}( ( posS } e v}S u v §Z § Hdstlosses dEe«greater. With the
greater probability of default but greater protection (e.g. smaller losses) in the case
ofdefault, o v E<[ I8gses m&y either rise or faff Returns are not simply a

linear function of the level of security.

Part of the reason for the misconception about how insolvency law operates to
maximise wealth is due to an apparent difficulty with probabilistic reaspniVealth
maximisation for the economy in general, and for repeat players like institutional
creditors, is not a question of returns in the individual case but what gets the best
returns in the aggregate. In any individual case it is impossible to knadvance
whether a rescue effort will achieve better returns than a liquidation, and impossible
to be certain afterwards whether the chosen path achieved the best outcome. In the
aggregate and all other things being eqwad administration housed CVAtlge most
effective device for wealth maximisatioa,process that depends on inclusivity and
includes interventionist distributionin a situation where it is uncertain if a business

is viable the best strategy is administration, because only a smalp@rtion of them

have to succeed to cover the costs of those that fail. This is not simply because of the

highly favourable returns from trading CVAs, but also #sset sales via

* Houston JF, Lin C, Lin P and Ma Y (2050
% |bid, p489 emphasisdded.
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administration may be preferable to direct liquidati¢gsuch thatit has leen argued

that CVLs are becoming redund&rand removing the procedure altogether in

( A}Ju@E }( ~+]vP 3% Porsa depéat player the gains made from a successful
trading CVA are so much better than a liquidation that the additional cost of
attempting is worth the speculation in any case where viability is possible. This was

envisaged by the framers of the act:

The imposition of wider accountability on the insolvency practitioner was designed to increase
the realizable value of the company's asdgysaddressing the problem of perverse incentives;
the streamlining of administration was designed to make the procedure more flexible and
easily accessible, and to reduce costs. The expectation of policymakers was that this twin
approach would promote corpota rescue andby increasinggross realizationand reducing

the costsof formal rescue, produce betteret outcomedor creditors across the boarld.

The important addition is that by reframing the concept of orderliness to include the
need to manage stigs and shame issues surrounding business failure and their
impact upon decision making, it is clear that the perverse incentives that the
effective law manages are not only materialistic but also normative. The
administration housed CVA is considerfte only genuinénsolvencyescue

u Z v]+%inthe post Enterprise Act regime, and is predicated both upon a
requirementof§Z @& ]8}E-<[ S]A %o % E } Aandidqually uibneap %0 VU
statutory distribution to unsecured creditofwhich has theeonsequence that all
parties to a trading CVA achieve some degree of return). The long term survival of a
firm depends on maintaining relationships with creditors, and also helping parties
make decisions in their best interests under adverse conditiwhsther they are the

bank or the taxman, suppliers or customers. Getting the cooperation of the

*®Katz A andlumford M (2006),p48

* Frisby S (2006), p81

% Armour J, Hsu A, Walters A (2008), p161
“IFrisby S (2006), p63

“2 Frisby 2011),p377

3 Enterprise Act 2002 s252
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unsecured creditors increases the chances of the rescue, and so once again it is
worthwhile introducing inclusivity if it improves the chance of a wealth méasiig

rescue.

The trick is to have enough inclusivity to engage important stakeholders without
exposing the process to excessive cost or the irrationality ofinstitutional

creditors. The final chapter of this thesis sought to argue that implementing
techniques learned from mediation, addressing questions like the potential need for
an apology and giving both parties an opportunity to explain their sideeostory

and hear the impact, would improve insolvency outcomes by improving stakeholder
decisbn making.The advantages of the proposed techniques is that they are of
sufficiently low cost that even a small increase in aggregate returns would more than

pay for them.

A common characterisation of English law is that it is laitEez in that it *} % & S -

Al8Z E P & &} 8Z}+ % E 8] +» 3Z 5 A 0}%"A]8Z]v §Z }ul
Institutional creditors operat@s oligopoliesstrategically ceordinating to get the

best results, and part of how this has manifested is in the London Approach: an
Jve3]3pus]}lv o] Vv}EU E]A A(E}u SZ o P o Ce3uU « Ao
$E ee} ] 8]}ve VvV % E}( *dhdalvency}piactioners feel

A} v« S E bprofessional regulation and reputational concerns to "do the job

%0 E } %o “AEDGlISK +rsolvency process seems to be heavily influenced by normative

values that favour informal collaborative workouts, and all the evidence points

towards a preference famaintaining relationshigé and preserving reputatiof,

alongside a willingness to make significant investment on the chance of successful

“no Z3E ]8]}vv oo §3]3p Lo Plc(B]EEI VRG PP E h 0 Y EE <t » A 0} % %
*%}vS v u vS % E o u}v  SantéllalP 02X p9

“>Santella P (2002), p30

6 Armour J, Hsu A, Walters A (2008), p164

7 |bid, p157

“8 Frisby (2006), p12
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evidence that it is wealth mamising.

If normative strategic coperation out of court iso successful, what is the place of
formal insolvency? First and foremost, the critique of contractualism does not
undermine the importance of preventing grab ra@® enforcing collectivism.
However, ollectivism must also be a forum for augmented negotiation, with
measures to improve communication and information sharing (the SIP 16 is an
excellent innovation in this direction), and providing professional assistance to
participants. Partiem particular will be more likely to comply if they have had the
opportunity to say how they have been affected, to hear why decisions have been
taken, and feel they have some substantive role in decision making. There is also an
enormous normative valuw state authority, providing institutional certainty around
which private players can order themselves. This must, however, be distinguished
from outcome certainty. The court is in an important position to provide oversight
by removing rogues and fodliom the process, overruling in cases of irrationality or
bad faith and thus improving confidence in insolvency professionals, but should not
engage in the uncertain business of diagnosing the reasons for commercia tailu

the grounds of public inteist.

The rapid increase in the use of empiricism in insolvency law has finally given law and

economics an opportunity to emerge from the™@entury, and that naturally opens

many avenues for future researchds Warren putit"A «Z}po P § }us 382

busness of asking harder questions, looking for better evidence, and approximating
§3 E ve+R& Ta@ereds a pressing need to improve the empirical base from

which we draw conclusions abotlte impact of insolvency law.

““Warren E (1987), p814
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The first line of research thamust be pursued is an expansion of the existing
insolvency outcomes researho as to produce a timseries analysis of outcomes
rather than the current® « v %o « ZJ& would, amongst other things, make it
possible to identify the impact of adaptation the new regime, increase the sample
size to sufficient that smaller increases in returns could be judged statistically
significant, and explore how outcomes have changed as incidences of administrative

receivership have been phased out.

A second worthwhe investigation would be a broader empirical investigation of the
strategic role of HMRC, and how they are using their new position of champion of the
unsecured creditor. This might best be achieved ethnographically, embedding a
researcher in order toxplore perspectives and approaches, and ideally quantify

levels of investment and return.

A third and potentially verinterestingavenue would be the use of experimental

economics to examine the impact of inclusivity on compliance, similar to the work by
behavioural economists to explore the nature of decision making under conditions of
E]-IX *Ju% o0 /& U%O0 }( 3Z]* *}JES }( %% E} Z A« P]A Vv
of willingness to pay, but with funding for more sophisticated group based

experimentst would be possible to test and quantify the degree to which offering an
apology improves compliancer whether explaining the reasons why a business

failed makes consumers look more favourably upon agarek, or indeed explore

any number of process bad questions.

Rapid developments in our ability to quantify and empirically explore commercial

guestions make thisreexciting time for insolvency theory. Institutional creditors

*Frisby S (2006), Armour K, Hsu A, Walters A (2B@8),A andiumford M (2006) and Walters A and Frisby
(2011)
*! Frisby $2006) p44
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increasingly recognise the importance investing in collaborative and imelus
approaches to workouts that identify and support economically viable firms. English
insolvency law i©rderly and Effectivbecause it has been sensitive to these actual,
practical developments in business and finance. It is crucial that insoltrerary

follow suit.
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