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Bankruptcy is the legal process whereby financially distressed firms, individuals, and
occasionally governments resolve their debts. The bankruptcy process for firms plays
a central role in economics, because competition drives inefficient firms out of busi-
ness, thereby raising the average efficiency level of those remaining. The main eco-
nomic function of corporate bankruptcy is to reduce the cost of default by having a
government-sponsored procedure that resolves all debts simultaneously. The main eco-
nomic function of personal bankruptcy is to provide partial consumption insurance to
individual debtors and therefore reduce the social cost of debt. This chapter surveys
theoretical and empirical research on both types of bankruptcy.
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1. Introduction

Bankruptcy is the legal process by which financially distressed firms, individuals, and
occasionally governments resolve their debts. The bankruptcy process for firms plays a
central role in economics, because competition drives the most inefficient firms out of
business, thereby raising the average efficiency level of those remaining. Consumers
benefit because the remaining firms produce goods and services at lower costs and
sell them at lower prices. The legal mechanism through which most financially dis-
tressed firms resolve their debts and exit the market is bankruptcy. Bankruptcy is also
the process by which individuals and married couples in financial distress resolve their
debts, although financially distressed individuals—unlike firms—do not shut down or
exit. Governments sometimes also use bankruptcy to resolve their debts. Like individu-
als but unlike firms in financial distress, they do not shut down.

This chapter discusses the economics of bankruptcy law. Since the literatures on cor-
porate and personal bankruptcy have developed in isolation of each other, a goal of this
chapter is to draw out parallels between them. It is useful to start by defining terms.
Corporate bankruptcy refers to the bankruptcy of large- and medium-sized businesses,
which for convenience I assume to be organized as corporations. Personal bankruptcy
refers to the bankruptcies of individual households and small businesses. Small business
bankruptcy is treated as part of personal bankruptcy, since small businesses are owned
by individuals or partners who are legally responsible for their businesses’ debts. When
their businesses fail, owners often file for bankruptcy so that their businesses’ debts will
be discharged. Even when small businesses are incorporated, owners often guarantee
the debts of their businesses, so that personal bankruptcy law applies at least in part.

Regardless of whether the debtor is a business or an individual, bankruptcy law pro-
vides a collective framework for simultaneously resolving all debts when debtors’ assets
are less than their liabilities. This includes both rules for determining how much of the
debtor’s assets must be used to repay debt and rules for determining how those assets
are divided among creditors. Thus bankruptcy is concerned with both the size of the
pie—the total amount paid to creditors—and how the pie is divided.

For corporations in financial distress, both the size of the pie and its division depend
on whether the corporation liquidates versus reorganizes in bankruptcy and corporate
bankruptcy law includes rules for deciding whether reorganization or liquidation will
occur. When corporations liquidate, the size of the pie is all of the firm’s assets. The size
of the pie reflects the doctrine of limited liability, which exempts corporate sharehold-
ers from liability for the corporation’s debts beyond loss of their shares. The proceeds
of liquidating the corporation’s assets are used to repay creditors. The division of the
pie follows the absolute priority rule (APR), which carries into bankruptcy the non-
bankruptcy rule that all creditors must be paid in full before equityholders receive
anything. The APR also determines the division of the pie among creditors and requires
that higher-priority creditors be repaid in full before lower-ranking creditors receive
anything. Thus under the APR, each class of creditors either receives full payment of

-
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its claims or nothing at all (except that the lowest-ranking class of creditors to be repaid
receives partial payment).

When corporations reorganize rather than liquidate in bankruptcy, the reorganized
corporation retains most or all of its assets and continues to operate. The funds to repay
creditors then come from the reorganized firm’s future earnings rather than from sale
of its assets. The rules for dividing the pie in reorganization also differ from those in
liquidation. Instead of dividing the assets so that creditors receive either full payment
or nothing, most creditors receive partial payment and pre-bankruptcy equityholders
receive some of the reorganized firm’s new shares. Bankruptcy law again provides a
procedure for determining both the size and division of the pie, but the procedure in-
volves a negotiation process rather than a formula.

For individuals in financial distress, bankruptcy also provides a framework for resolv-
ing all of the individual’s debts. Again the procedure includes both rules for determining
how much of the consumer’s assets must be used to repay debt (the size of the pie) and
rules for dividing the assets among creditors (the division of the pie). In determining
the size of the pie, personal bankruptcy law plays a role analogous to that of limited
liability for corporate shareholders, since it determines how much of their assets indi-
vidual debtors must use to repay their debts. Unlike corporations, individual debtors
in bankruptcy are not required to use all of their assets to repay their debts. Instead,
personal bankruptcy specifies exemption levels, which are maximum amounts of both
financial wealth and post-bankruptcy earnings that bankrupt individuals are allowed to
keep. Amounts in excess of the exemption levels must be used to repay debt. To divide
the pie, personal bankruptcy specifies a division rule. As in corporate bankruptcy, the
division rule may either be the APR or a rule under which all creditors receive partial
payment.

An important difference between personal and corporate bankruptcy procedures is
that true liquidation never occurs in personal bankruptcy (even though the Chapter 7
personal bankruptcy procedure in the U.S. is called liquidation). Debtors’ wealth con-
sists of two components: financial wealth (including home equity) and human capital.
The only way to liquidate the human capital portion of individual debtors’ wealth would
be to sell debtors into slavery—as the Romans did. Since slavery is no longer used as a
penalty for bankruptcy, all personal bankruptcy procedures are forms of reorganization
in which individual debtors keep their human capital and the right to use it (or not use
it) after bankruptcy. !

The economic objectives are similar in corporate and personal bankruptcy. One ob-
jective of bankruptcy is to repay creditors enough that credit remains available on
reasonable terms. Reduced access to credit makes debtors worse off because businesses

! Both Britain and the U.S. used debtors’ prison as a punishment for bankruptcy during the nineteenth
century and, in earlier periods, Britain occasionally used the death penalty against debtors who defrauded
their creditors. While prison and the death penalty waste debtors’ human capital, they presumably cause
debtors to use their financial assets to repay debt even though the assets could otherwise be hidden from
creditors. See Baird (1987).

-
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need to borrow in order to start up and grow and individuals benefit from borrowing to
smooth consumption. On the other hand, repaying more to creditors harms debtors by
making it more difficult for financially distressed firms to survive and more onerous for
financially distressed individuals to work. Both the optimal size and division of the pie
in bankruptcy are affected by this tradeoff. Another way of expressing the same objec-
tive is to give both corporate and personal debtors an incentive to invest and consume
efficiently before and after they become financial distressed. A second objective of both
types of bankruptcy is to prevent creditors from harming debtors by racing to be first
to collect. This is because aggressive collection efforts by creditors may force debtor
firms to shut down even though the best use of their assets is to continue operating and
may cause individual debtors to lose their jobs (if creditors repossess debtors’ cars or
garnish debtors’ wages). Finally, personal bankruptcy law has an additional objective
that has no counterpart in corporate bankruptcy—to provide individual debtors with
partial consumption insurance by discharging debt when repayment would cause a sub-
stantial reduction in debtors’ consumption levels. This is because if consumption falls
substantially, long-term harm may occur, including debtors’ children leaving school pre-
maturely in order to work or debtors’ medical conditions going untreated and becoming
disabilities.”

In 1984, there were approximately 62,000 business bankruptcy filings and 286,000
filings by individuals and married couples. By twenty years later in 2004, the number of
business bankruptcy filings had fallen in half to 34,000, while the number of filings by
individuals and married couples had increased more than five-fold to 1,583,000.3 Con-
cern about the rising number of individual bankruptcies led Congress to adopt reforms
of personal bankruptcy law in 2005.

Part A of this chapter deals with corporate bankruptcy and Part B with individual
and small business bankruptcy. Each part contains separate sections that outline the law,
discuss theoretical research, and present the empirical evidence. A third topic that is not
discussed—because it has received little attention from economists—is governmental
or sovereign bankruptcy.*

2 Baird (1987) points out that discharge of debt in bankruptcy originally applied only to merchants and
was intended to prevent them from being forced to close their businesses if an adverse event occurred for
reasons beyond their control (such as a merchant ship sinking). Thus discharge provided a type of insurance
to business owners. Over time, discharge expanded from covering only business debt to covering individual
debt. But it gradually became less important for business debt as the corporate form and limited liability
developed.

3 See Statistical Abstract of the United States, 1988, table 837, and Administrative Office of the U.S. Courts
(for recent years).

4 Chapter 9 of the U.S. Bankruptcy Code provides a bankruptcy procedure for local governments. It does
not apply to state or county governments and has been used only rarely. See McConnell and Picker (1993) for
discussion. There is currently no bankruptcy procedure for countries that default, although the International
Monetary Fund has considered establishing one. There are several important differences between sovereign
bankruptcy and corporate/personal bankruptcy. One is that creditors have very limited collection options
against sovereign debtors, so that the race to be first among creditors is less important. Another is that the
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Part A: Corporate bankruptcy
2. Legal background—corporate bankruptcy law

The U.S. has two separate bankruptcy procedures for corporations in financial distress,
Chapter 7 for liquidation and Chapter 11 for reorganization. In Section 2 I discuss the
two Chapters separately and then discuss out-of-bankruptcy resolution of financial dis-
tress.

2.1. Chapter 7 liquidation

When a corporation firm files under Chapter 7, the bankruptcy court appoints a trustee
who shuts the firm down, sells its assets, distributes the proceeds to the firm’s creditors,
and dissolves the corporation. Legal efforts by creditors to collect from the firm are
terminated and all creditors’ claims must be resolved in the bankruptcy proceeding,
regardless of whether they come due in the present or the future. The APR is used to
determine the division of the liquidated assets among creditors. The APR carries over to
the bankruptcy context the non-bankruptcy rule that creditors must be paid in full before
equityholders receive anything, thus preserving creditors’ non-bankruptcy rights vis-a-
vis equityholders. But the APR also advances other claims so that they take priority over
debt claims in bankruptcy. The highest priority under the APR goes to the administrative
expenses of the bankruptcy process itself (including filing fees, lawyers’ fees and the
trustee’s fee); followed by claims taking statutory priority (including tax claims, rent
claims, and some unpaid wage and benefit claims); followed by unsecured creditors’
claims (including trade creditors, bondholders, and those holding tort judgments against
the firm). Equity has the lowest priority. Claims in each class are paid in full until funds
are exhausted.

Within the class of unsecured claims, various rankings are consistent with the APR.
If there are subordination agreements that place certain unsecured claims above others,
then these are followed in bankruptcy. In the literature, the best-known ranking is the
“me-first” rule of Fama and Miller (1972), under which unsecured claims take priority in
chronological order based on when creditors made their loans. The opposite of the “me-
first” rule is the “last-lender-first” rule, under which priority is in reverse chronological
order. If there are no subordination agreements, then all unsecured claims have equal
priority.

Secured creditors are outside the priority ordering. They have bargained with the firm
for the right to seize a particular asset if the firm defaults and/or files for bankruptcy.
Thus only assets that are not subject to secured creditors’ liens are included in the pool

cost of default is very high, since default usually leads to a severe recession in the country’s economy. Unlike
bankrupt corporations but like bankrupt individuals, countries can only be reorganized (“restructured”), not
liquidated. A final difference is that when countries default, the IMF plays an important role in restructuring
negotiations. See White (2002) for discussion.

-
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of assets used to pay other creditors. When firms liquidate in bankruptcy, often all or
nearly all of their assets are subject to secured creditors’ liens, so that other creditors
receive nothing.

When creditors realize that a debtor firm might be insolvent, they have an incentive to
race against each other to be first to collect. This is because, as in a bank run, the earliest
creditors to collect will be paid in full, but later creditors will receive nothing. The race
to be first is inefficient, since the first creditor to collect may seize assets that the firm
needs for its operations and, as a result, may force the firm to shut down. Early shutdown
wastes resources because the piecemeal value of the firm’s assets may be less than their
value if the assets are kept together and the firm sold as a going concern. However
the existence of bankruptcy mutes creditors’ incentive to race to be first. This is because
when one creditor wins the race and tries to collect by seizing assets, the firm’s managers
are likely to file for bankruptcy. And because bankruptcy is a collective procedure that
settles all claims at once according to the APR, a bankruptcy filing deprives creditors
of their reward for winning the race. Muting creditors’ incentive to race to be first by
imposing a collective procedure for resolving all of the firm’s debts is the traditional
economic justification for bankruptcy (Jackson, 1986).

But bankruptcy does not abolish creditors’ incentive to compete with each other.
Instead, it replaces the race to be first to collect with a competition among creditors to
leapfrog over each other in the priority ordering. The most common method by which
creditors raise their priority is to shift from unsecured to secured status. They do this
by negotiating with managers to renew their loans in return for obtaining a lien on a
particular asset owned by the firm or, if the creditor is a bank, by requiring that the firm
keep funds in an account at the bank (since these funds act as collateral for the bank’s
loan). If the firm is planning to file under Chapter 11 rather than Chapter 7, then another
leapfrogging method is for creditors to raise their priority by renewing their loans after
the firm files for bankruptcy, since doing so makes the loan an administrative expense of
bankruptcy that takes highest priority. But when creditors compete to raise their priority
in bankruptcy, the result is often that firms delay filing for bankruptcy because creditors
renew their loans in return for higher priority. This delay is inefficient if the best use of
the firm’s assets is something other than their current use.

Bankruptcy liquidation procedures in other countries are similar to the U.S. pro-
cedure. But in the United Kingdom, one type of creditor, called a “floating charge”
creditor, has the right to prevent managers from filing for bankruptcy. If the firm de-
faults, the floating charge creditor may liquidate any assets of the firm that are not
subject to secured creditors’ claims. Only after the floating charge creditor is repaid in
full does the bankruptcy trustee begin to liquidate the firm’s remaining assets for the
benefit of other creditors. The partial liquidation by the floating charge creditor may
cause ﬁrsms to shut down even though their assets are more valuable if they continue to
operate.”

5 Webb (1991) analyzes U.K. bankruptcy procedures as a prisoner’s dilemma and argues that, as a result,
too much liquidation occurs. See also Franks and Sussman (2005).

-
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2.2. Chapter 11 reorganization

In the U.S., managers of corporations in financial distress have the right to choose
between filing for bankruptcy liquidation under Chapter 7 versus for bankruptcy re-
organization under Chapter 11. Under Chapter 11, the firm continues to operate and
pre-bankruptcy managers usually remain in control as “debtors-in-possession.” A reor-
ganization plan must eventually be adopted that resolves all of the firm’s debts. Under
the plan, firms repay part or all of their debt from future earnings, rather than from
selling their assets.

Chapter 11 includes a number of provisions that are intended to aid financially dis-
tressed firms and increase the likelihood that they will continue operating. Creditors’
efforts to collect from the firm are stayed and debtor firms cease making interest and
principle payments to creditors until a reorganization plan goes into effect (although the
firm must continue paying interest on secured loans). Also with the bankruptcy court’s
approval, firms in Chapter 11 may obtain new loans and give post-bankruptcy lenders
highest priority, even though much of the payoff to post-bankruptcy creditors is likely
to come at the expense of pre-bankruptcy creditors. This gives firms in Chapter 11 a
new source of working capital. Also, firms in Chapter 11 are allowed to reject their un-
profitable contracts and their traditional pension plans. Penalties for breach of contract
become unsecured debts, so that they receive only a fractional payoff; while respon-
sibility for meeting the obligations of under-funded pension plans goes to the Pension
Benefit Guaranty Corporation—a U.S. government agency. Firms that reorganize suc-
cessfully also escape the obligation to pay taxes on debt forgiveness until they become
profitable. These provisions greatly improve the cash flow of firms in Chapter 11.

Firms in Chapter 11 must adopt reorganization plans that resolve all of their debts.
Because the reorganized firm retains some or all of its pre-bankruptcy assets and pays
creditors from its future earnings, the reorganization plan determines both the size of the
pie and its division among creditors. Bankruptcy law affects the size and division of the
pie by setting procedures both for bargaining over the terms of reorganization plans and
for adopting them. For at least the first four months after the bankruptcy filing, managers
have the exclusive right to propose a reorganization plan and creditors have only a take-
it-or-leave-it choice. Managers’ exclusive right to propose the plan reduces the size of
the pie, because managers have an incentive to propose the smallest pie that creditors
will accept. Furthermore, bankruptcy judges often extend managers’ exclusivity period
and this also reduces the size of the pie, since additional delay makes creditors willing
to accept less. The most commonly-used procedure for adopting a reorganization plan
is a voting procedure. Under it, each class of creditors must vote in favor of the plan
by a margin of at least two-thirds in amount and one-half in number of claims and, in
addition, two-thirds of all pre-bankruptcy equityholders must vote in favor. The less-
than-100% voting requirement also reduces the size of the pie, because the plan does
not have to satisfy the demands of holdout creditors in each class. Also the requirement
that all classes of creditors and pre-bankruptcy equityholders vote in favor of the plan

-
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means that even low-priority creditors and equityholders receive positive payoffs in
reorganization.’

The rules of Chapter 11 also provide some protection for creditors. Reorganization
plans that have met the voting requirements for adoption must also be confirmed by
the bankruptcy judge. For a plan to be confirmed, the judge must decide that it meets
the “best interest of creditors” test, which requires that each class of creditors receive
at least what it would have received if the firm liquidated under Chapter 7. If the re-
organization plan was rejected by one or more classes of creditors, then the judge can
use “cramdown” to confirm the plan. Cramdown requires that classes of creditors that
have rejected the plan receive either full payment of their claims over the period of the
plan (usually 6 years) or else that all lower-ranking classes of creditors receive nothing.
Alternately, the judge may allow creditors to offer their own reorganization plans, may
replace managers, or may order that the firm be sold as a going concern under Chap-
ter 11 or liquidated under Chapter 7. If the firm is sold under either Chapter, then the
proceeds are distributed according to the APR. Thus, regardless of how firms emerge
from Chapter 11, creditors must either receive as much or more than they would receive
if the firm liquidated under Chapter 7.

Chapter 11 thus substitutes a bargaining process and a voting procedure for the ac-
tual sale of firms’ assets that occurs in Chapter 7. In theory, the overall size of the pie
and each creditor’s individual slice must be at least as large in reorganization as in lig-
uidation, since the “best interest of creditors” test requires that each class of creditors
receive as much or more in reorganization as in liquidation. But in practice the size
of the pie in reorganization could be smaller than in liquidation. This is because man-
agers of large corporations rarely choose Chapter 7 when they file for bankruptcy, so
that when large corporations liquidate, it is generally only after they have operated for
prolonged periods in Chapter 11. While in Chapter 11, managers have little incentive
to operate their firms efficiently and often bankruptcy court supervision fails to pre-
vent waste and asset-stripping. When these firms eventually liquidate, the value of their
assets tends to be very low. This means that even a low payoff to creditors in reorgani-
zation exceeds what they expect to receive in liquidation.” In addition, the division of
the pie differs sharply in reorganization versus liquidation. In liquidation, high-priority
creditors receive full payment and lower-priority creditors and equity receiving nothing;

6 See Bebchuk and Chang (1992) for a common knowledge model of the bargaining process in Chapter 11
that uses the Rubinstein alternating offer bargaining game. They show how rules that favor managers/equity,
such as giving managers the exclusive right to propose the first reorganization plan and requiring that the class
of equityholders consents to the plan, reduce the amount that creditors receive. Other models of bargaining in
Chapter 11 include Brown (1989), Baird and Picker (1991), and Aivazian and Callen (1983).

7 The best-known example is Eastern Airlines, which filed for bankruptcy under Chapter 11 in 1989 and
continued to operate for nearly two years. While in bankruptcy, its value fell by $2 billion. Many of its assets
were sold to fund continued operating losses. When it finally shut down, secured creditors received 82% of
their claims, unsecured creditors received 11%, and equity received nothing. See Weiss and Wruck (1998) for
a detailed analysis.
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while in reorganization, each class of creditors receives partial payment and equity re-
ceives some of the shares of the reorganized firm. Unsecured creditors and equity must
receive something in order to obtain their votes for the reorganization plan, so that they
get more in reorganization than in liquidation. But secured creditors usually receive
less, because Chapter 11 delays or prevents them from seizing their collateral and the
interest they receive is often insufficient to compensate them for the delay. Transfers
from higher-priority to lower-priority creditors and/or from creditors to equityholders
under Chapter 11 are referred to in the literature as “deviations from the APR.” As
will be discussed below, many economists have argued that the negotiation process in
reorganization is itself economically inefficient and should be replaced.

The United Kingdom, France and Germany have all adopted new bankruptcy pro-
cedures recently that were intended to encourage reorganization of firms in financial
distress. These procedures differ substantially from Chapter 11 and also differ sub-
stantially among themselves. In all three countries, pre-bankruptcy managers are given
much less power over the reorganization process than they have in Chapter 11. Instead,
the bankruptcy judge or an official appointed by the judge decides whether the firm will
shut down or reorganize and, if reorganization is chosen, formulates the reorganization
plan. In France, bankruptcy officials appointed to decide whether firms in bankruptcy
will be liquidated or reorganized have “safeguarding the business” and saving jobs as
their primary objectives. However in the United Kingdom and Germany, bankruptcy
procedures are more pro-creditor than in the U.S. or France and reorganization is less
likely to occur.®

2.3. Non-bankruptcy workouts

Because bankruptcy involves high transactions costs, managers of corporations in fi-
nancial distress often attempt to avoid it by renegotiating the firm’s debts outside of
bankruptcy. These renegotiations, called workouts, are common in the U.S. (see bel