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ABSTRACT

This paper studies how bankruptcy codes and creditors’ rights affect distressed reorganizations
in different countries. Using a sample of 2280 small firms that defaulted on their bank debt in
France, Germany and the UK, we find that large differences in creditors’ rights across countries
lead banks to adjust their lending and reorganization practices to mitigate the expected creditor-
unfriendly aspects of bankruptcy law. In particular, French banks respond to a creditor-unfriendly
bankruptcy code by requiring more collateral than lenders elsewhere, and by relying on particular
collateral forms that minimize the statutory dilution of their claims in bankruptcy. Despite such
adjustments, bank recovery rates in default differ substantially across the three countries, with
medians of 92% in the UK, 67% in Germany, and 56% in France. Notwithstanding the low level
of creditor protection, low recovery rates, and high historical bankruptcy rates in France, we find
that pre-distress loan spreads there are similar to those found in the creditor-friendly UK. We
conclude that, despite significant adjustments in lending practices, bankruptcy codes still sharply
affect default outcomes.
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Introduction

This paper focuses on how bankruptcy codes influence distressed reorganizations and lending practices. We
use a large sample of defaulted firms from ten banks in France, Germany, and the UK to examine how bank
lenders respond to different levels of creditors’ rights incorporated in country bankruptcy codes, and the

extent to which observed adjustments help mitigate creditor-unfriendly aspects of the law.

For similar firms filing for bankruptcy in different countries, we could expect different outcomes for cred-
itors depending on the level of creditor protection provided by the bankruptcy code. For example, recovery
rates may be lower in debtor-friendly countries, where creditors have little control over the bankruptcy pro-
cess. However, in anticipation lenders may adjust both the terms of the loan contract, such as the required
level of collateral, as well as their reorganization practices following default. Such adjustments would affect
the characteristics of defaulted firms and reorganization practices, mitigating the influence of the bankruptcy
code on the outcome of default. We study whether important differences in outcomes across countries persist
after these adjustments, both in terms of creditors’ recovery rates in default, and in the pricing of the original

loan contract.

This study focuses on France, Germany, and the UK, because the levels of creditor protection in these
countries are very different. In the creditor-unfriendly code of France the State imposes court-administered
procedures in bankruptcy with the explicit objective of preserving the firm as a going concern and maintaining
employment. To achieve these goals, French bankruptcy courts are not required to sell a bankrupt concern
to the highest bidder. The role of creditors is reduced to an advisory function, and their approval is not
required to execute a reorganization plan chosen by the court. By contrast, in the UK, although the State
provides court-administered bankruptcy procedures, secured creditors can veto them and enforce the default
provisions specified in the debt contract instead. In the principal UK procedure (known as administrative
receivership), upon default secured lenders have full discretion to realize the firm’s assets as they choose,
and their actions cannot be challenged in the courts. Germany provides an intermediate level of creditor
protection, where collective court-administered procedures are imposed on the parties in bankruptcy, but
creditors retain significant control over the restructuring process, and their agreement is required to approve
a reorganization plan. These differences across the three countries are reflected in La Porta et al.’s (1998,
LLSV) scores for creditors’ rights, which range from a minimum of 0 for France, to 3 for Germany, and to
a maximum of 4 for the UK. The question we address is, how much do these differences matter both for

restructuring practices and outcomes of defaults, and for the terms of the loan at origination.
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This paper uses a unique dataset of 2280 small-to-medium size firms in France, Germany, and the UK,
almost all privately owned, which defaulted on their bank debt. The data have been collected specifically
for this study, under the initiative of Standard and Poor’s Risk Solutions, from the private records of ten
commercial banks, each with a significant market share in their respective country. The data include detailed
information on the terms of the loan contract of the defaulting firm, the event of default and its resolution

(either bankruptcy or workout), collateral values and sale proceeds, and lenders’ recovery rates.

Our analysis shows that in response to the large differences in creditors rights across the three countries,
banks adjust both the terms of lending at loan origination, and reorganization procedures subsequent to
default. With these adjustments overall recovery rates narrow across the three countries, but large differences
still remain. Our findings are summarized as follows. First, we find that banks’ recovery rates in default
are significantly different across countries when we control for firm characteristics, collateral, and the state
of the economy. The ordering of recovery rates in the three countries is the same as the ordering of LLSV
scores cited earlier. The differences are much more pronounced in formal bankruptcy procedures, where the
influence of the bankruptcy code is greatest. Contrary to our expectations, differences in outcomes in formal
bankruptcies do not appear to translate into sharp differences for out-of-court procedures, where recovery

rates are very similar across countries.

Second, we find that the incidence of formal procedures in France among defaulted firms is close to that
in the UK, even though the lack of control rights results in significantly lower recoveries in bankruptcy
for French banks. A factor that may increase the level of bankruptcies in France is the provision in the
French code that imposes severe (criminal) penalties on managers who do not report liquidity problems
to the authorities in a timely fashion, which may affect the timing of bankruptcy. We also find that, even
though control rights in the UK are concentrated in the hands of secured creditors, the incidence of piecemeal
liquidations is lowest in the UK, contrary to the predictions of Hart (2000) and Acharya, Sundaram, and

John (2004). UK banks explicitly favor going concern sales (see Franks and Sussman, 2005).

Third, collateral is the most important determinant of recovery rates in this size sector. Depending on
the rights of secured creditors, the same collateral in different countries can have very different values for the
bank. While real estate is by far the most important collateral type in Germany and the UK, contributing
about one fifth of total bank recoveries, it accounts for only five percent of recoveries for French banks. Low
realizations of real estate and many other collateral types in France reflect the dilution caused by preferential
creditors in the distribution of sale proceeds, as well as the ability of French courts to sell collateral at a price
below the highest bid. In contrast, accounts receivable can be realized directly by banks, and the proceeds
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are not subject to dilution by preferential creditors. As a result, receivables provide the largest contribution

to recoveries in France.

Fourth, French banks respond to such dilution of the rights of secured creditors by demanding higher
levels of collateral per dollar of debt. Moreover, the composition of different types of collateral reflects their
expected value in bankruptcy to the bank; as a result, the most widely used collateral in Germany and the

UK is real estate, while in France it is receivables.

Fifth, even in the presence of all these adjustments, default outcomes in the three countries remain
significantly different. Median undiscounted recovery rates for the bank are 92% in the UK, 67% in Germany,
and 56% in France. Notwithstanding these differences, they would be even larger in the absence of endogenous
adjustments. Delays in the realization of assets in bankruptcy reduce economic or discounted recovery rates,

and the effects of delays are largest in Germany and smallest in the UK.

Finally, we find that, despite the lack of creditor protection in France resulting in the lowest recovery
rates among the three countries, pre-distress interest margins are similar to those in the UK, and lower
than in Germany. It is unlikely that this finding can be explained by lower ex ante default probabilities,
as bankruptcy rates in France are significantly higher than both in Germany and the UK (Claessens and

Klapper, 2003).

Our paper contributes to the literature studying the influence of creditors rights on debt contracts and
distressed reorganization. Claessens and Klapper (2003) analyze how legal origins and creditor protection
affect the incidence of formal bankruptcy procedures at a country level for a panel of 35 countries. Qian and
Strahan (2005) examine their influence on the terms and pricing of bank loans, while Bae and Goyal (2004)
focus on the effect of property rights on loan spreads across countries. These papers find that differences
in creditors rights, particularly relating to the treatment of collateral, significantly influence the terms of
loan contracts.! Unlike these papers, we focus on a detailed study of bankruptcy laws at the firm level in a
small number of countries, instead of a limited number of metrics of creditor rights in a wide cross-section
of countries. This approach allows us to relate directly the differences in debt contracts and outcomes to

particular provisions of a code, such as the dilution of collateral proceeds in France.

Our paper documents reorganization practices for small French, German, and UK firms in default. Most
available evidence on financial distress comes from large US corporations.? Studies of other jurisdictions in-

clude papers on bankruptcy auctions in Finland by Ravid and Sundgren (1998), and in Sweden by Strémberg

ISeveral papers, including La Porta et al. (1998) and Djankov, McLiesh and Shleifer (2004), study at the country level
whether the development of debt markets is related to investor protection and the country’s legal origin.
2See Asquith, Gertner and Scharfstein (1994), Franks and Torous (1994), Gilson, John and Lang (1990), and Weiss (1990).
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(2000) and Thorburn (2000). Data limitations usually restrict available evidence on distressed restructurings
to formal bankruptcies. An exception is Franks and Sussman’s (2005) study of small company reorganiza-
tions in the UK. We know of no other paper that would provide a comparative study of defaults in different
countries strictly controlling for data comparability. Finally, our paper contributes to existing studies of
recovery rates® by documenting the levels and determinants of recovery rates for small firms in France,

Germany, and the UK.

The remainder of the paper is organized as follows. The next section briefly outlines the main features of
bankruptcy codes in France, Germany, and the UK, and provides a discussion of our hypotheses concerning
the effects of bankruptcy codes on debt contracts and outcomes of default. Section III describes how our
dataset was collected, and reports summary statistics, banks’ recovery rates, and the importance of both the
level and types of collateral. Section IV provides evidence on the importance of codes to outcomes including
reorganization procedures upon default, recovery rates and interest margins at loan origination. Section V

concludes. Further details on the bankruptcy codes in the three countries are provided in the Appendix.

II. Bankruptcy codes and testable hypotheses

A. Bankruptcy codes in the three countries

Bankruptcy laws and procedures in France, Germany and the UK are significantly different. Both the
French and German codes require both collective procedures and court supervision, while the UK requires
neither. The French code emphasizes the preservation of the going concern and employment, while the UK
leaves the contracting parties to the debt contract largely free to implement the procedure stipulated in the
contract. These differences are reflected in the scores for creditor rights constructed by LLSV (1998) cited
earlier. They illustrate that the three countries in our study correspond to very different creditor protection
environments, from very low protection in France to very high in the UK, with Germany in between, albeit
closer to the UK.

INSERT TABLE I HERE

Table I provides a summary of the main features of the principal bankruptcy procedures of the three countries

and those of the US for comparison. In the UK, in the event of bankruptcy control rights pass to the creditors.

3See Altman and Kishore (1996), Altman et al. (2002), and Acharya, Bharath, and Srinivasan (2004) for US evidence
regarding bond recovery rates. Studies of bank loan recovery rates include Gupton, Gates and Carty (2000) for a sample of
121 traded bank loans of large US corporations, and Araten et al. (2004) for non-traded bank loans in an internal study for JP
Morgan Chase. The results in the latter paper pertaining to small-firm defaults provide a US benchmark of comparison for the
results for our three European countries.
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In the principal procedure, administrative receivership, a secured creditor (designated in the debt contract)
appoints a registered insolvency practitioner (called ‘an administrative receiver’) to assume all the powers of
the company’s board of directors, with the sole purpose of realizing sufficient funds to repay the debts owing
to the secured creditor. The receiver has no duty to consider the interests of other lenders, in particular the
unsecured, and has full discretion over whether to sell the firm as a going concern or close it and liquidate
its assets piecemeal. However, he must respect the security rights of other lenders and the order of priority

of their claims, as provided for in the loan contracts; for more details see Franks and Sussman (2005).

In France, in bankruptcy the court appoints an administrator who takes control of the company. The
objectives of the administrator, as specified by statute, is to maintain the firm as a going concern, preserve
employment, and satisfy creditors’ claims, in that order. The court decides whether the firm should be
liquidated or preserved as a going concern, and in the event of a sale, the court can choose a low-value bid
if it provides for better prospects of employment preservation (see evidence from Blazy, 1989). Creditors
cannot veto the decision of the court-appointed administrator, and can only communicate their concerns

through non-binding recommendations of a court-appointed creditor representative.

In Germany, the current bankruptcy code took effect in 1999, although it was passed in 1994. Under the
most recent code, a court-appointed administrator supervises the bankrupt company and devises a plan of
reorganization. The new code introduced for the first time an automatic stay of three months on creditors’
claims, the potential for supra priority finance and majority voting rules for approving the reorganization

plan. A majority of secured creditors is required for the plan to be approved.

The differences in the three bankruptcy codes are best seen from the perspective of a secured creditor. In
the UK, upon default secured creditors are firmly in control of the company. Because there is no automatic
stay against creditors’ claims or provisions for supra priority finance, the receiver is often under some pressure
from secured creditors to sell the assets expeditiously. Unsecured creditors have few control rights and do
not participate in the sale of the firm’s assets, which severely limits their bargaining power. They do not, as
a matter of contract and practice, obtain any payout unless secured creditors’ claims have been completely
satisfied. As a result, there are no deviations from strict absolute priority, and recovery rates for junior

creditors are negligible.

In Germany, the position of secured creditors is a little weaker, since a collective procedure is imposed
on the parties, with a three month automatic stay on all claims. Although majority voting procedures can
dilute the rights of dissenting creditors, the approval of a majority of secured creditors is required for any

plan to be passed by the court.



DO BANKRUPTCY CODES MATTER?

In France, the rights of secured creditors are most at risk, as their approval is not required to confirm
a reorganization plan, nor is it required to sell their collateral. In addition, the State places its own claims
and those of employees first in priority when collateral is sold in bankruptcy. Some types of collateral,
such as guarantees and receivables, avoid this dilution of the secured creditors’ claims. In these cases the
secured creditor is first in priority. The rights of secured creditors are further diluted by the ability of
the administrator in bankruptcy to raise supra priority finance during the bankruptcy process without the
approval of creditors. Supra priority is also available in Germany, but creditors’ approval is required. It is

not available in receivership in the UK.

Chapter 11 of the US code provides important provisions limiting creditors’ rights, such as automatic
stay, debtor in possession, and supra priority financing. The bankruptcy process is supervised by the court,
but in general all creditor classes must approve the reorganization plan, although they are subject to non-
unanimity rules. Thus, the US bankruptcy code is neither as creditor-friendly as that of the UK, nor as

hostile as that of France.

B. Testable hypotheses

The need for a state-imposed bankruptcy code can be justified if market frictions preclude efficient
recontracting of distressed firms, thereby requiring statutory constraints on the implementation of default
clauses in the debt contract.* Ayotte and Yun (2004) study the link between an optimal bankruptcy code and
the legal environment, and show that the propensity to granting control rights to the creditors in bankruptcy

should be higher in countries with inefficient judicial systems and a low-quality judiciary.

Given any bankruptcy code, Coase’s theorem suggests that market participants will respond to minimize
costs and inefficiencies. In particular, we would expect that in creditor-unfriendly jurisdictions private
contracting through changes in lending practices will in part overcome constraints on lending. Djankov,
McLiesh, and Shleifer (2004) argue that banks may respond to the lack of control rights in bankruptcy by
relying on better screening and monitoring of borrowers ex ante. Qian and Strahan (2005) find that loan
characteristics at origination, such as maturity and the presence of collateral, depend on creditors’ rights
protection. Acharya, Sundaram, and John (2004) show that the optimal capital structure choice for given
asset characteristics depends on the allocation of control rights in bankruptcy. In our paper, we use a sample

of defaulted firms to study how reorganization practices are modified depending on the country’s bankruptcy

4Von Thadden, Berglof, and Roland (2003) argue that in the presence of renegotiation frictions in an incomplete contracting
framework it may be desirable to issue debt claims which become jointly inconsistent if the firm defaults. The ex post creditors
conflict and the possibility of creditor runs in their model give rise to bankruptcy rules as a necessary part of the optimal
financing contract.
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code, and the extent to which such adjustments allow banks to mitigate creditor-unfriendly provisions of the

code and reduce their losses in default.

Our first hypothesis predicts that for similar firms across the three countries banks’ recovery rates in
formal bankruptcy will increase with the level of creditor rights, implying the lowest recovery rates in France
and the highest in the UK. Since French bankruptcy courts are not obliged to sell bankrupt concerns to
the highest bidder, the value of the firm’s assets will on average be reduced even in the absence of direct
bankruptcy costs. These lower sales proceeds will be further diluted by preferential creditors, and result
in lower recovery rates for secured creditors. By contrast, German banks retain significant control over
the bankruptcy process, while UK banks have virtually all the control rights to recover their claims, and

therefore are likely to achieve higher recovery rates.

It is important to stress that it is only for similar firms in formal bankruptcies that this hypothesis
holds. By similar we mean defaulted firms are distressed to the same degree.® However, legal provisions in
the French code subject managers to criminal penalties for failing to report liquidity problems promptly to
the Bank of France, thereby encouraging them to report default early. An early default may allow lenders
to take remedial action and increase their recovery rates. Also, if the composition and level of collateral
alters in response to poor creditor protection, then recovery rates will also alter. The hypothesis also does
not directly extend to recovery rates in informal renegotiations, which are not subject to bankruptcy rules.
If the ratio of workouts to formal procedures also changes in response to poor creditor protection, then
such adjustments may in principle alter the country’s ranking in terms of recovery rates when all defaults

(bankruptcies and workouts) are included.

Our second hypothesis concerns how bankruptcy codes may affect the relative incidence of formal versus
informal procedures.® Since banks in France have limited control rights in bankruptcy, resulting (as we show)
in low recovery rates, they may rely more on informal procedures than banks in other countries. However,
this prediction is not unambiguous for a number of reasons. First, legal provisions require French managers
to report liquidity problems, which may increase the proportion of formal bankruptcies among defaulted
firms. Second, the greater control rights that UK banks enjoy in bankruptcy procedures may increase
their bargaining power outside bankruptcy, making workouts easier to negotiate with firm owners. Third,

borrowing from multiple banks is much more common in France and Germany than in the UK, potentially

5Due to data limitations, we do not address the important question of whether firms in different countries default at different
stages of economic distress, implying different firm market values on entering default. See Davydenko (2005) for US evidence
on the determinants of timing of default.

6Claessens and Klapper (2003) study how the proportion of firms that file for bankruptcy each year depends on creditors
rights. However, since they have no data on workouts, it is unclear whether the differences they report across countries are due
to different default rates, or to the relative incidence of workouts conditional on default.
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increasing renegotiation frictions and making workouts more difficult. It is an empirical question which of

these effects dominates.

While the first two hypotheses are related to default outcomes and preferred reorganization procedures,
the third concerns the effect that bankruptcy codes have on the terms of the debt contract at origination, in
particular those related to collateral. If, as we expect, the lack of control rights of secured creditors over the
sale of assets and the dilution of their claims, lower the value of collateral for French banks, then the banks
may respond by demanding more collateral per dollar of secured loan to ensure the same level of security
protection.” Moreover, we expect French banks to rely more on particular types of collateral, which they
can sell directly rather than through the bankruptcy courts, and which therefore are not subject to dilution

by preferential creditors.

Finally, we hypothesize that loan interest spreads at origination will reflect expected losses from loan
portfolios in each country. In particular, unless defaults rates are lower in France, the low recovery rates in
default there should result in higher loan spreads at origination. The assumption regarding default rates is
important, since if the overall loan portfolio quality is better in France due to more efficient screening and
monitoring, then ex ante expected default losses could be lower than in other countries, despite high loss
rates for those few firms that do default.® While we only observe spreads for defaulted firms, we use default
frequencies reported in the literature in conjunction with our evidence on recovery rates to assess the merits

of this proposition.

II1I. The data

A. Data sources and sampling procedure

Ten banks participated in this study, three in France, three in Germany, and four in the UK. Each
observation in the sample corresponds to a particular firm that defaulted during the sample period. In the
large majority of cases our bank was the borrower’s main bank. We collect for each firm data on loan terms
at origination, including limits, maturity and interest rate margins. We also collect information on measures
of distress, details of the default event and its resolution, recovery rates for creditors, the different types of

collateral at default and their realizations. We compare these realizations with the value of the collateral

7Qian and Strahan (2005) find that the presence of automatic stay on assets reduces the proportion of loans which are
secured. By contrast, we look at the amount of collateral required for secured loans. We contrast our findings with theirs.

8Qian and Strahan (2005) regress loan spreads on creditor protection variables, and find no significant association. Their
interpretation is that the effect of such variables is absorbed by debt contract terms. This implies that there are offsetting
effects both on the probability of default and on recovery rates. We later show that this is unlikely to explain differences in
spreads for our countries. See also Bae and Goyal (2004).
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on the books of the bank and with the loan outstanding. Where the banks provided us with names of
the companies, we use public data sources to supplement bank records on balance sheet and P&L account

information and details of reorganization proceedings.

To focus on small-to-medium-sized enterprises (SMEs), we apply the following size criteria: we include
in our sample firms with annual sales turnover below 75 million Euro and total debt outstanding with
the participating bank in excess of 100 thousand Euro.” We applied Basel II default definitions to select
companies in our sample. A company was considered in default and included in the sample if any of the
following default conditions were present: the bank’s loan was more than 90 day past due on a scheduled
debt payment, formal insolvency proceedings were initiated against the borrower, a specific loss provision
was raised by the bank against the exposure, or the bank’s officers, using an internal rating, indicated that a
material loss was likely. Our conversations with banks’ officers indicate that in practice in the great majority
of cases it is the last three criteria that were important for the selection of the sample, but that it is unlikely
that an officer would downgrade a borrower to default unless a scheduled payment was more than 90 days

due or the loan limit was exceeded.

To monitor the quality of data collection, particularly in light of differences of language and institutions,
we contracted with scholars and practitioners in each of the three countries who had local knowledge of
the bankruptcy code and familiarity with data collection for distressed firms. For each country, a template
was designed to collect data on a company by company basis. A similar template was used for all banks
within a country to ensure data comparability. We conducted numerous interviews with authorities in the
banks responsible for managing distressed firms, and in many cases we were allowed unrestricted access to
the original banks’ files. We also held extensive conversations with insolvency practitioners and judicial
authorities in the three countries in order to improve our understanding of bankruptcy laws, procedures and

practices.

An important issue in our study is one of comparability of data across banks both within and across

countries. We discuss these issues below and explain how we control for any perceived differences.

B. Summary statistics

Table II reports the number of companies in our sample, recorded by the date of default and by country.

The UK and German samples are concentrated in the years 1996-2003, while the French sample is more widely

9While Basel II accord defines the SME segment in terms of turnover, the requirement that profit and loss account data be
available for all companies in the sample would greatly reduce its size. We therefore defined the lower bound on firm size in
terms of debt outstanding rather than turnover.
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spread over the period 1993-2003. Table III shows the number of firms in each country by broad industry
group. In each of the three countries, the defaulted SMEs are most frequently found in wholesale/retail
trading and less frequently in the construction business. There are very few financial services or utility firms
of this size.

INSERT TABLES II and III HERE

Company characteristics are summarized in Table IV. Accounting data are taken from the last accounts
published immediately prior to the default date. As a result, leverage is almost certainly above the level at
loan origination. Average sales turnover before default is similar in the three countries, €17.4 million in the
UK, €18.6 million in France, and €23.8 million in Germany. Average book leverage at default is 61% in the
UK, 65% in France and 87% in Germany. These numbers are high compared with those for non-distressed
listed firms reported by Rajan and Zingales (1995), which are 48%, 38%, and 28% for France, Germany
and the UK, respectively. A second measure of distress, the current ratio (current assets/current liabilities),
suggests higher liquidity for French firms at 1.35, compared with just 1.05 in the UK; both are well below
the healthy firm’s minimum of 2.The higher ratio for French companies may be affected by a legal provision
that compels French managers to report when they are having difficulties paying suppliers.'® High leverage

and low current ratios confirm that firms in all countries are seriously distressed.

Defaulted firms in the sample are rarely start-up firms, with the median age at default varying from
7 years in the UK to more than 15 years in Germany. They have long-standing relationships with the
main bank, ranging from 3.8 to 4.9 years (medians). Column (6) of Table IV shows the proportion of
defaulting firms that enter formal bankruptcy procedures. The proportion is similar in the UK and France,
at 75.4% and 78.0%, while in Germany it is higher at 86.9% of defaulted firms. Thus, the incidence of
informal workouts conditional on a Basel II default event in the SME sector is relatively low in our sample,
especially in Germany. This is a much higher proportion of bankruptcies than those reported by Franks
and Sussman (2005) for the UK; they report that only 31.5 percent of their sample of distressed companies
entered bankruptcy. While companies in their sample are of similar size to ours, they include firms that
banks classified as distressed, but which did necessarily default according to the formal Basel II definition.
This comparison suggests that bankruptcy is a much more likely outcome when the firm defaults than when
it simply becomes distressed. We know of no comparable statistics for smaller unlisted firms in the US. For
a sample dominated by large publicly listed firms, Gilson, John and Lang (1990) report that only 53% of

distressed US firms end up in Chapter 11, while about 47 percent successfully restructure outside of formal

10 As discussed below, the requirement to report distress earlier may also affect the proportion of formal procedures among
defaults in France.
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bankruptcy.
INSERT TABLE IV HERE

Finally, the last column of the table reports the proportion of piecemeal liquidations, where the firm is closed
prior to asset sale. These include liquidations in bankruptcy as well as private sales, although the latter
are small in number. The proportions are similar in France and Germany, 62.0% and 56.9%, respectively,
but much lower in the UK at 42.9%. These results are not consistent with predictions based upon some
of the literature. For example, Hart (2000) suggests that because senior secured creditors are in control of
the UK bankruptcy process, they will have less interest in the going concern value and as a result there
will be more inefficient (piecemeal) liquidations.!! Comparisons of the percentage of going concerns across
our countries should particularly favor France because of the explicit commitment in the bankruptcy code
towards the preservation of the going concern, even though piecemeal sales may imply higher proceeds.
Other factors may be affecting outcomes, including macro-economic conditions which may constrain the
supply of buyers bidding for bankrupt firms, and the competence of banks in managing distress. Subsequent
regressions confirm the observed patterns of bankruptcy and liquidation across the three countries, controlling

for particular firm characteristics that may influence the outcome of reorganization.

C. Firm debt characteristics

Table V summarizes the characteristics of the debt outstanding with the banks, on the default date.
Although some firms may have banking relationships with several banks, we have information from partici-
pating banks only on their own debt facilities. For more than 90% of firms in the UK sample, our bank is
the main bank lending to the firm. For the French sample the equivalent figure is lower at 59%, reflecting

the fact that borrowing from several banks is much less common in the UK.

Throughout our analysis, we include all loans and overdrafts (credit lines) outstanding for the firm with
the participating bank. We also have data on ‘non-cash’ facilities, such as performance bonds, guarantees,
and interest rate swaps; however, these are excluded from our analysis, since our evidence suggests that they
do not involve significant credit risk for the bank even when the firm becomes bankrupt. In much of our
analysis, we aggregate all cash facilities, calculating the firm’s total debt outstanding as well as the total
loss on such facilities, and report the bank’s overall recovery rate for the firm. This approach allows us to
avoid the issue of the arbitrary allocation of recovery proceeds to different related loans by banks, and focus

on bank’s total losses.

1 This argument assumes that the senior creditor is not impaired in default and therefore is not the residual claimant.
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Table V shows that the average total debt outstanding at default with the bank, called Exposure at
Default (EAD), is €960,000 in the UK, €600,000 in France, and €2.41 million in Germany. The medians
are smaller, at €244,000, €269,000, and €1.23 million, respectively. These statistics confirm that German
firms in the sample are larger than those in the UK and France on the basis of debt exposure as well as
sales turnover. In the analysis below we use total debt exposure to the reporting bank as a measure of a

company’s size.

The second column in Table V reports the proportion of EAD that is secured (collateralized) at the time
of default. The table shows very substantial differences in the levels of collateral across the three countries.
While the median value of collateral in Germany is only 41% of the total debt outstanding, it is 62% in the
UK, and as high as 104% in France. The figures suggest that German firms appear to be able to borrow
without posting as much collateral as UK or French firms. Since we show that collateral has a major impact
on creditors’ recovery rates, high levels of collateral in France suggest that banks can mitigate the effects of
debtor-oriented provisions of the French bankruptcy code. However, these differences in levels of collateral
may also reflect differences in valuation methods, such as the degree of conservatism shown by the banks in
valuation, and the timing of revaluations. We find that UK banks tend to formally update their collateral
value estimates for distressed companies, whereas French banks do not. We also find that German banks are
very conservative in their valuations, placing zero value on personal and company guarantees. Finally, some
banks use the original cost or (written down) book values rather than open market values for particular types
of collateral. More frequent revaluations of collateral may lead to demand for more collateral, if revaluations
show the loan to be less secure. Competition among banks across the three countries may also affect the
ability of banks to demand collateral. These issues are important when we consider the proceeds of sale of

collateral and cross-country comparisons.

INSERT TABLE V HERE

Table V also provides statistics on the average number of loans per distressed company, the proportion of
loans that are long and short term, and those that are subject to repayment on demand (overdrafts). Long
term loans are defined as those with a maturity of more than one year, and the proportions for each firm are
calculated on a value-weighted basis. The proportion is highest in France at 43%, and lowest in Germany
at 19%, where the use of overdrafts by defaulting companies is much more common.The average maturity
of long term loans, calculated at loan origination, is between 6.5 and 8.8 years depending upon the country.
Much of the lending in France (52% of the total) is at fixed interest rates, while as much as 94% of UK
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lending is contracted at variable rates.Thus, debt characteristics in the three countries differ significantly

along a number of dimensions.

The last column of the table reports statistics on the interest rate margin stipulated in the loan contract
at its origination. For floating-rate loans, this is the loan margin reported in the loan contract, adjusted
for the difference between the reference rate and the applicable LIBOR rate. For fixed-rate loans, it is the
difference between the loan rate and the level of the reference risk-free rate in the respective country on
the date of spread measurement, adjusted by the applicable fixed-to-LIBOR swap spread. Interest margins
are very similar in France and the UK and highest in Germany. The mean margin is 224 basis points in
France, 223 in the UK, and 290 in Germany. We provide evidence below that loan margins depend on the
type of debt instrument used in our sample, for example, German firms rely more on high-price short-term
debt often originated around the distress event. Thus, comparisons should take account of differences in the

amount of new debt negotiated around the default event.

D. Company recovery rates

We calculate company recovery rates as one minus the bank’s total final loss (write-off)1? over Exposure
at Default (EAD), which is the total debt amount on all loans outstanding with the bank at the date of
default. We focus on nominal (undiscounted) recovery rates. For a subsample of firms, we have detailed
information on the timing of cash flows in bankruptcy that constitute the banks’ recovery payments. We
find that the median duration of the cash flows from the date of default is 0.78 years in the UK, 1.81 years
in France, and as much as 3.58 years in Germany. The median total length of reorganization proceedings is
1.45 years in the UK, 3.05 years in France, and 3.82 years in Germany. By comparison, Araten et al. (2004)
report mean recovery periods for a US bank for middle-market firms of 2.15 years. With these statistics
in mind, we do not formally report discounted recovery rates, as data requirements on the timing of cash
flows would reduce our sample considerably. However, reorganization periods reported above suggest that
discounting makes little difference for UK banks, which recover their loans quickly, but will have a greater
impact particularly for Germany. On a small sample, we have calculated that for high discount rates (e.g.
15%), longer reorganization periods in Germany make economic recovery rates closer to those in France, but

the ordering of countries in term of economic losses remains the same for smaller discount rates.

Table VI summarizes undiscounted recovery rates for defaulted firms in the three countries. Recovery

rates for all defaults, reported in Panel A, differ considerably across the three countries. Consistent with the

12 A small number of the cases are still open as of the time of writing, and final write-offs are not yet available. In such cases
we use latest available provisions as an estimate of future losses on resolution.
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LLSV rankings for creditor rights, median recovery rates are lowest in France (56%) and highest in the UK
(92%), with Germany in the middle (67%). The differences across countries are significant, both economically
and statistically, despite evidence reported below that banks adjust their lending and reorganization practices

to mitigate the creditor unfriendly nature of their country’s bankruptcy code, particularly in France.

It is interesting to compare these recovery rates to those documented in previous studies. For a sample
of small to medium-sized bankrupt firms in the UK, Franks and Sussman (2005) find mean recovery rates
of 74-77 percent. Our figure is similar to theirs at 70 percent. Gupton, Gates and Carty (2000) estimate
average recovery rates on traded senior secured bank loans for large US corporations of 70 percent; this
number falls to 52 percent for senior unsecured loans. For the middle-market segment, Araten et al. (2004)

also report bank recovery rates of 70 percent.

INSERT TABLE VI HERE

Figure I shows the distributions of recovery rates by country. In Germany and the UK the most common
outcome is 100 percent recovery for the bank. By contrast, for France a distinct feature of the distribution
is its bi-modal shape, with zero recovery being the second most common outcome; it also has a distribution
that is hardly skewed, resulting in almost equal mean and median values of 54 and 56 percent. We find
in our subsequent analysis that this bimodal distribution is largely explained by the median recovery for
secured loans of 100%, while the median for the unsecured is zero; combining recovery rates for secured and
unsecured lending on a firm by firm basis for the main bank produces two distinct peaks corresponding to
full and zero recovery. In a US study, Araten et al. (2004) also report a bi-modal distribution of the bank’s
recovery with the higher mode at 100% recovery rate, which is not dissimilar to our French distribution, but

has a somewhat more pronounced tilt towards full recovery and less — towards full loss.

INSERT FIGURE I HERE

Panel B of Table VI reports recovery rates by the type of procedure. Recovery rates in formal bankruptcies
are lower than those for all defaults in the three countries, without any change in ordering. The median
recovery rate in formal bankruptcy proceedings is 39% in France, 61% in Germany, and 82% in the UK. Panel
B also shows recovery rates for informal procedures and for piecemeal liquidations. As expected, recovery
rates in informal renegotiations are higher than in bankruptcies for all three countries. In France, median

recovery rates are 100% and the mean is 83%, which is substantially higher than in formal procedures. In
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the UK and Germany, although recovery rates are higher in workouts than in formal bankruptcy procedures
the differences are much smaller than in France. Whereas the results for the UK and Germany are to be
expected, since secured creditors have very significant control rights in bankruptcy, they are much less so
for France. If the value of assets is the same at default in different countries, low creditor control rights
in France should be accompanied in workouts by more debt forgiveness to borrowers and therefore lead to
lower recovery rates to lenders.The fact that recovery rates are so high in workouts in France suggests that

the value of assets at default is much higher than in other countries.

Panel B also shows that banks’ recovery rates in piecemeal liquidations in Germany are only a little
higher than for French banks, and that both realize approximately only half of what UK banks are able to
recover in piecemeal liquidations. Strong control rights for secured creditors in UK bankruptcy procedures
affects the UK—France comparison, but not comparisons with Germany, where control rights for secured
creditors are quite high. The differences must also reflect levels and quality of collateral, an issue addressed

in Panel D of the table.

Panel C of Table VI reports recovery rates by industry. There are few visible differences in patterns of
recovery rates across industries. Company recovery rates are higher for construction and services, but further
analysis reported below reveals that the differences are not statistically significant. We find no evidence that
industry patterns systematically influence recovery rates. The lack of industry significance is consistent with
findings of Gupton, Gates, and Carty (2000) and Araten et al. (2004) for bank loans in the US, but differs

from the patterns documented by Altman and Kishore (1996) for defaulted US bonds.

Panel D reports company loan recovery rates for different samples partitioned by the fraction of debt
which is secured. For all three countries recovery rates increase (almost) monotonically with the percentage
of the loans secured. In the UK the large majority of the sample have collateral in excess of 80% of the loans
outstanding. There are only a very small number with collateral below 40%, and even for these, recovery
rates are almost 60% or more of the loan’s face value. This suggests that firms giving the bank low collateral
are of high quality and the collateral has high resale value in the event of default. The results for France also
show a larger numbers of firms at relatively high collateral levels, but for those firms with collateral below
40% recoveries are small and below 20%. In contrast, for Germany, there are few firms with very high levels
of collateral, above 80%; however, as described earlier this reflects in part more conservative valuations, a
subject we return to below. For comparison, Araten et al. (2004) find that US bank recovery rates for
secured loans is about 72%, while for unsecured loans it is less at 60%.

Comparisons with the US results suggest that for secured loans the US ranks second behind the UK,
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and for unsecured loans ranks first. Given that the US scores, according to the LLSV index of creditor
rights, 1 compared with 3 for Germany and 4 for the UK, these recovery rates are higher than we might have
expected. It maybe that the creditor rights scores for the US, based as they are upon Chapter 11, are less
applicable to SMEs, which may rely more on Chapter 7 than Chapter 11. Other interpretations are that the
size of assets at default is larger than elsewhere because default is called earlier or bankruptcy procedures

preserve more of the going concern.

E. The use of collateral

Whereas previously we reported recovery rates by the fraction of the company’s loans that were secured,
in the following two tables we describe the relative importance of each type of collateral both at the time
of default (ex ante collateralization, Table VII) and when the assets of the company are realized (ex post
contribution to recovery, Table VIII). Panel A of Table VII shows the importance of collateral types in the
three countries expressed as a proportion of total collateral value. In the UK, real estate, guarantees and
debtors are the most important types, although the value of real estate exceeds that for the other two types
combined. Panel B shows the same collateral types but with their values expressed as a proportion of debt
outstanding. The relative importance of the three forms of collateral are unchanged. In France, guarantees,
debtors and real estate are the most important types, but in contrast to the UK, real estate comes a poor
third contributing only 11 per cent of value. The figures in Panel B give a similar picture although real estate
appears now slightly more important than in Panel A. The relative importance of debtors and guarantees
confirms our earlier description of the bankruptcy code that collateral which avoids the dilution caused by
preferential claims plays an important role in France. In Germany, real estate is overwhelmingly important,

with guarantees being a very distant second, reflected in the statistics in both Panels A and B.

INSERT TABLE VII HERE

In Table VIII, we report the contribution to recovery rates of proceeds from the sale of different types of
collateral. In Panel A the proceeds are expressed as a proportion of the estimated value of all collateral
reported at default, and in Panel B as a percentage of total recovery of the bank. For the UK, the figures
in Panel A show that the ratio of proceeds to valuation is very close to 100% for most types of collateral,
reflecting more up to date valuations by banks for distressed firms. The figures in Panel B present a different

picture, since they give the importance of collateral proceeds in terms of total cash flow recoveries to the
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bank.'? Real estate is the most important contributor, accounting for 22% of total recoveries, with debtors
accounting for another 13% and guarantees for 7%. Thus, debtors contributes far more to realizations than
guarantees, even though Table VII might suggest that ex ante their values are similar. We believe this

illustrates the stale nature of some collateral values as well as difficulties in forecasting realizations.

INSERT TABLE VIII HERE

In Table VIII, we report that for France, proceeds of sale of collateral are on average 35% of valuation,
compared with 83% for the UK. As reported earlier, French banks do not often revalue their collateral with
the onset of distress. The low level of realizations could also be due to dilution of claims by preferential
creditors, higher priority claimants, or to low realizations arising from stale valuations and the decline in the
quality of collateral caused by the company’s distress. The decline in quality may reflect the asset specificity

of the collateral; for example, debtors and guarantees are more likely to suffer from distress than real estate.

We provide some evidence on the impact of dilution on collateral proceeds in France by preferential
creditors, using data on gross realizations and net bank proceeds for a sample of 243 collateral items. We
find that, for collateral types for which the State cannot dilute the bank’s claims, such as guarantees or trade
finance, almost all proceeds accrue to the bank. In contrast, for real estate, which is subject to dilution of
preferential creditors, only 59% of the sales proceeds accrue to the bank. This is consistent with the evidence
presented in Panel B, which shows that in France debtors and guarantees are the most important contributors

to the bank’s total recoveries.'* No other type of collateral contributes more than 5% to total bank proceeds.

For Germany, Table VIII shows that the ratio of proceeds to collateral value is high for real estate,
but very low for all remaining types. Real estate contributes 17% of all bank proceeds, and the next most

important type, guarantees, contributes only 6%.

There is strong evidence that collateral matters for recovery rates. However, comparisons of collateral
values across banks and across countries are affected by the timeliness of valuations and the degree of
conservatism adopted by the banks. Nevertheless, our findings suggest that banks choose types of collateral
that avoid the more creditor-unfriendly aspects of their bankruptcy code, such as dilution by preferential
claims. Differences in the composition of collateral will also lead to differences in asset-specificity, for example

proceeds from guarantees will be more affected by distress than real estate.

13The percentages in Panel B of Table VIII for the different types of collateral add up to less than 100% since the proceeds
of unsecured loans are included in total bank recoveries.

MHowever, the supply of these claims is limited by the nature of the business and the wealth of the owners, and therefore
strong differences in recovery rates remain.
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IV. Regression analysis

A. Overview and control variables

In this section we perform cross-country regression analysis on the choice of reorganization procedure,
recovery rates, and interest margins. The principal question we address is, do the differences across countries
reported in Table IV persist after controlling for various firm, industry, and macroeconomic variables? Given
that our focus is on international comparisons, we do not attempt to build comprehensive models explaining
the variation of the dependent variables within each country. For (mostly large) US firms, a number of
papers have studied the choice of formal bankruptcy vs. workouts,'® the determinants of recovery rates,'6
and interest rate spreads on bank loans. Data limitations preclude us from using some of the variables that
such studies find important, in particular those based on accounting statements. However, our tests using a
limited sample of firms for which data are available suggest that our conclusions regarding the significance
of country dummies in reported regressions would not be altered. For example, when we employed firm
leverage and liquidity where available, they typically were insignificant, and inter-bank comparisons were

not affected by their inclusion.'”

We use firm-specific variables, including firm size and age, collateral, and debt characteristics. We
use Exposure at Default (EAD) to control for firm size. Where the firm has accounts with several banks
(more typical of France and Germany than the UK), this measure may understate the total firm’s debt and
thus its size. Another control variable is the fraction of debt secured, equal to the ratio of the collateral
value at default to EAD. One may expect that banks would be more willing to avoid formal procedures
and renegotiate privately if collateral is inadequate. We also look at the presence of particular collateral
types, and we use the age of the firm at default (from incorporation) as a proxy for relationship banking and
information asymmetry issues.'® We hypothesize that for older firms the uncertainty about the asset value is
smaller, making the bank more willing to make concessions in an informal renegotiation rather than demand
repayment through the initiation of a formal bankruptcy procedure. Given the importance of firm age in
predicting bankruptcy (documented below), we shall also use this variable as an instrument in recovery rate

regressions.

To control for any possible industry effects, we use industry dummies in our regression specifications.

15Gee, for example, Gilson, John, and Lang (1990), Asquith, Gertner, and Scharfstein (1994), and Yost (2002).

16For example, Altman and Kishore (1996), Altman et al. (2002), and Acharya, Bharath, and Srinivasan (2004).

17These results are available on request.

18Giammarino (1989) argues that information asymmetry is an important factor for the bankruptcy decision, while Chen
(2003) provides empirical evidence that there is more information asymmetry for Chapter 11 US firms for those in workouts.
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In addition, the country’s GDP is included to capture variations in the general level of economic activity
within the country across different stages of the business cycle. For each country, we normalize the levels of
GDP by its value in year 1991 (the first year with a significant number of defaults in our sample), and also

subtract the exponential time trend, estimated between years 1991 and 2003.

B. Bankruptcy and liquidation

Univariate statistics reported in Table IV suggest that the percentage of workouts is the lowest in Ger-
many, and the percentage of piecemeal liquidations is the lowest in the UK. Using regression analysis, we
re-examine this result, and study the factors that affect the outcome of default, a formal bankruptcy proce-
dure or a workout, and whether it will be followed by a liquidation or preserved as a going concern. Country
bankruptcy codes provide different incentives to choose a particular form of reorganization. For example,
French banks may choose to rely more on informal procedures than banks elsewhere, because they have no
control over the bankruptcy process. In the UK, the concentration of control rights in the hands of the
most senior creditor may be expected to result in more piecemeal liquidations than elsewhere (Hart, 2000;
Acharya, Sundaram, and John, 2004). By contrast, we might expect the lowest incidence of liquidations to

be in France, where the proclaimed objective of bankruptcy is to preserve the firm as a going concern.

Table IX presents the results of logit regressions of the probability of a formal bankruptcy, and of eventual
piecemeal liquidation. The independent variables include country dummies (with France as the omitted
dummy), exposure at default (our size measure), the fraction of debt secured by collateral at default, firm
age as a control for the uncertainty about the value of the firm’s assets, the normalized GDP level in the

firm’s country in the year of default, and industry dummies.

Regressions (1)—(2) of Table IX address the choice between formal and informal reorganizations. The
dependent variable in these regressions equals one if the defaulted firm is reorganized in a formal bankruptcy,
and zero otherwise. The regressions show that the incidence of formal bankruptcies in default is significantly
higher in Germany than in both France and the UK, confirming the univariate results. Surprisingly, it is
the UK rather than France that has the highest proportion of workouts, although the difference between the

two countries is not statistically significant.

In regressions (3)—(4) the dependent variable equals one if the firm is eventually shut down and liquidated
piecemeal (which may or may not be in formal bankruptcy), and zero if it was preserved as a going concern.
The proportion of piecemeal liquidations is higher in Germany than in France, but the difference is insignif-

icant. The most striking result is that the UK has the lowest proportion of liquidations among the three
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countries, again confirming our earlier univariate results; it is sign