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BANKRUPTCY AND BANKRUPTCY
PROCEDURES

DIFFERENT APPROACHES TO
BANKRUPTCY*

OLIVER HART**

In the last fifteen years or so, lawyers working in law
and economics and economists with an interest in le-
gal matters have turned their attention to the topic
of bankruptcy. A large amount of work has resulted,
both theoretical and empirical, some of which has
been concerned with the functioning of existing
bankruptcy procedures and some with bankruptcy
reform. Although researchers in this area have ex-
pressed different views, I believe that one can identi-
fy a consensus on certain issues, e.g., the goals of
bankruptcy and some of the characteristics of an ef-
ficient bankruptcy procedure. (There is probably less
agreement about exactly what the best bankruptcy
procedure is or how well existing systems around the
world function.) In this paper I will focus on this con-
sensus because I believe it is useful in guiding coun-
tries with poorly developed bankruptcy procedures
in efforts to improve them.! One point I will stress is
that it is unlikely that “one size fits all“. That is, al-
though some bankruptcy procedures can probably
be rejected as being manifestly bad, there is a class of
procedures that satisfy the main criteria of efficien-
cy. Which procedure a country chooses or should
choose may then depend on other factors, e.g., the
country’s institutional structure and legal tradition.
One can also imagine a country choosing a menu of
procedures and allowing firms to select among them.

* This paper was presented at the Annual World Bank Conference
on Development Economics, Paris, June 21-23, 1999. It was pub-
lished as NBER Working paper 7921 (September 2000) as well as
in Governance, Equity and Global Markets — Proceedings of the
Annual Bank Conference on Development Economics in Europe,
1999, La Documentation Francaise, Paris 2000.

** T would like to thank Philippe Aghion, John Moore, Andrei
Shleifer, Joseph Stiglitz, and, especially, Fritz Foley for helpful com-
ments.

Department of Economics, Littauer Center 220, Harvard Univer-
sity, Cambridge, MA 02138; oliver-hart@harvard.edu.

CESifo DICE Report is glad for the author’s permission to re-pub-
lish his article.

I My approach will be mainly normative: I will have very little to
say about why bankruptcy laws have developed in the way they
have. On this, see Berglof and Rosenthal (1998) and Franks and
Sussman (1999).

It is important to recognize that bankruptcy reform
should not be seen in isolation: it may be necessary
to combine it with legal and other reforms, e.g., the
training of judges, improvements in corporate gover-
nance and the strengthening of investor rights?, and
possibly even changes in the international financial
system.? I will not discuss these issues here, although
they should be borne in mind in what follows.* Also,
I will deal only with company bankruptcy and not
with the bankruptcy of individuals or governments
(local, state or national), even though some of the is-
sues raised are similar.

The need for a bankruptcy procedure

Firms take on debt for several reasons. Probably the
most important is that they wish to commit to pay
out some of their future cash flow. Whatever the rea-
son, there will be circumstances in which a firm will
be unable to pay its debts. Bankruptcy law is con-
cerned with what happens in such situations.

In the absence of a bankruptcy law, a creditor has
two main legal remedies at her disposal in countries
like the U.S., the UK., and the rest of Western
Europe. First, in the case of a secured loan, the cred-
itor can seize the assets that serve as collateral for
the loan. Second, in the case of an unsecured loan,
the creditor can call on the court to sell some of the
debtor’s assets.

This method of debt collection runs into difficulties
when there are many creditors and the debtor’s assets
do not cover his liabilities. Under these conditions,
creditors will try to be first to recover their debts. This
race by creditors may lead to the dismantlement of the
firm’s assets, and to a loss of value for all creditors.
Given this, it is in the collective interest of creditors
that the disposition of the debtor’s assets be carried
out in an orderly manner, via a bankruptcy procedure.

2 See LaPorta et al. (1998).

3 See Rowat and Astigarraga (1999) and the 1999 IMF report.

4 Among other things, the IMF report suggests that one way to re-
duce financial distress might be for a firm and its bondholders to in-
clude debt renegotiation provisions in their bond contracts. This
may be thought of as a private bankruptcy procedure — see below.
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In principle, individuals could arrange bankruptcy
procedure themselves. That is, a debtor could specify
as part of a debt contract what should happen in a de-
fault state. Writing such a contract may be difficult,
however, given that the debtor may acquire new assets
and creditors as time passes. Moreover, the empirical
evidence — both the fact that firms rarely write such
contracts and that almost all countries have at least a
primitive state-provided bankruptcy procedure — sug-
gests that we cannot rely on this “private” solution in
practice. In other words, there seems to be a clear case
for the govemment at least to provide an “off the
shelf“ bankruptcy procedure, i.e., one that the parties
can use in the event that they do not write their own.

Goals of a bankruptcy procedure

It is hard to derive an optimal bankruptcy procedure
from first principles, given that economists do not at
this point have a satisfactory theory of why parties
cannot design their own bankruptcy procedures (i.e.,
why contracts are incomplete). In spite of this, eco-
nomic theory can guide us as to the characteristics of
a good procedure.

First, there is a strong argument that a bankruptcy
procedure should deliver an ex post efficient out-
come, that is, it should maximize the total value
(measured in money terms) available to be divided
between the debtor, creditors and possibly other in-
terested parties, e.g., workers. (We call this Goal 1.)
Specifically, a firm should be reorganized, sold for
cash as a going concern, or closed down and liqui-
dated piece-meal according to which of these gener-
ates the greatest total value. The reasoning is that,
other things equal, more is preferred to less; in par-
ticular, if a procedure can be modified to deliver
higher total value, then, given that each group re-
ceives an adequate share of this value (see the dis-
cussion of Goal 3 below), everyone will be better off.

Goal 1: Ceteris paribus, a good bankruptcy procedure
should deliver an ex post efficient boutcome.

Although Goal 1 will be readily accepted by most
economists, it is worth noting that it goes against
much informal thinking on the topic. It is often tak-
en for granted that debtors will favor a pro-debtor
bankruptcy procedure and creditors will favor a
pro-creditor bankruptcy procedure. The informal
view misses the point that if, say, a pro-debtor bank-
ruptcy procedure is chosen, then debtors will have to

pay higher interest rates to compensate creditors in
non bankruptcy states.

The second goal concems ex ante efficiency. As we
have noted, probably the most important reason a
firm raises funds by borrowing money rather than, say,
issuing shares is to commit itself to pay out future cash
flow. For such a commitment to have any force, there
has to be some punishment if the commitment is not
fulfilled. This punishment can take various forms.
Shareholders can be punished by having their claims
wiped out (see Goal 3 below). Managers can be pun-
ished by making it less likely that they can hold onto
their jobs. But without any adverse consequenees at
all, there is very little incentive to pay your debts.

Goal 2: A good bankruptcy procedure should pre-
serve the bonding role of debt by penalizing managers
and shareholders adequately in bankruptcy states.

Next we turn to the way value is divided among the
claimants. A simple way to penalize shareholders in
bankruptcy is to respect the absolute priority of
claims (i.e., senior creditors are paid off first, then ju-
nior creditors, and finally shareholders). Adhering to
absolute priority of claims has other advantages.
First, it helps to ensure that creditors receive a rea-
sonable return in bankruptcy states, which encour-
ages them to lend. Second, it means that bankruptcy
and non-bankruptcy states are not treated as funda-
mentally different: contractual obligations entered
into outside bankruptcy are respected to the full ex-
tent possible inside bankruptcy.

However, an argument can be made against absolute
priority. As a number of scholars have pointed out, if
shareholders receive nothing in bankruptcy, then
management, acting on behalf of shareholders, will
have an incentive to “go for broke,” i.e., they will do
anything to avoid bankruptcy, including undertaking
highly risky investment projects and delaying a
bankruptcy filing. For this reason, there may be a
case for reserving some portion of value in bank-
ruptcy for shareholders.

Goal 3: A good bankruptcy procedure should preserve
the absolute priority of claims, except that some portion
of value should possibly be reserved for shareholders.

Existing procedures

Although there are many different bankruptcy pro-
cedures around the world, they fall into two main




categories: an asset sale (or cash auction) on the one
hand and structured bargaining on the other hand.

Asset Sale (Cash Auction)

The simplest bankruptcy procedure, some version of
which can be found in almost all countries, consists
of a sale of the firm’s assets, supervised by a trustee
or receiver. Often the assets are sold piecemeal; in
other words, the firm is liquidated (having been
closed down). Sometimes, however, the firm is sold
as a going concern. Whichever occurs, the receipts
from the sale are distributed among former claim-
ants according to absolute priority (usually secured
debt, then varlous priority claims, then unsecured
debt, then subordinated debt and finally equity);
however, absolute priority is not an essential part of
the procedure.

From a theoretical perspective, a cash auction has an
attractive simplicity. If capital markets work well, the
procedure should generate an ex post efficient out-
come. In particular, if the firm is worth more as a go-
ing concern than liquidated, a bid to keep the firm
together will dominate a set of independent bids for
the parts. On the other hand, if the firm is worth
more closed down, then a set of independent bids for
the parts will dominate a bid for the whole.

A cash auction has another advantage. There is no
haggling among the claimants about who should get
what: the firrn is transformed into a pile of cash,
which is distributed according to absolute priority
(or some other agreed-in-advance rule).

Although there is little clear-cut evidence about
whether cash auctions for firms work well in prac-
ticed, there is plenty of indirect evidence suggesting
that debtors, creditors and society generally do not
trust them. There have been discussions in many
countries in the last fifteen years or so about bank-
ruptcy reform, with new procedures being intro-
duced in some countries, but, as far as I am aware, all
of the discussion and changes have been in the di-
rection of introducing a Chapter 11-type structured
bargaining procedure (see below); none of the move-
ment has been in the direction of cash auctions.® In
fact, I'm not aware of any group — management,
shareholders, creditors, or workers — who is pushing
for cash auctions. Thus, it seems to be a fact of life

5 But see Pulvino (1998).
¢ Countries in which a Chapter 11-type structured bargaining pro-
cedure has been introduced recently include Australia, Indonesia,
Thailand and Argentina.

that countries are not prepared to rely on cash auc-
tions as a bankruptcy procedure.

Structured bargaining

Because of the concern about the effectiveness of
cash auctions, a number of countries have developed
alternative procedures based on the notion of struc-
tured bargaining. The idea behind these procedures is
that the firm’s claimants are encouraged to bargain
about the future of the firm — whether it should be
liquidated or reorganized and how its value should
be divided-up according to predetermined rules. The
leading example of a structured bargaining proce-
dure is Chapter 11 of the U.S. Bankruptcy Code; how-
ever, U.K. administration is based on similar ideas, as
are procedures in France, Germany, and Japan.

The basic elements of Chapter 11 are as follows. A
stay is put on creditors’ claims (that is, they are
frozen: no creditor is allowed to seize or sell any of
the firm’s assets during the process); claim holders
are grouped into classes according to the type of
claim they have (secured or unsecured, senior or ju-
nior); and a judge supervises a process of bargaining
among class representatives to determine a plan of
action and a division of value for the firm. During
the process, incumbent management usually runs the
firm. An important part of the procedure is that a
plan can be implemented if it recelves approval by a
suitable majority of each claimant class; unanimity is
not required.

U.K. Administration was introduced in 1986 as “the
British version of Chapter 11“. An important differ-
ence between U.K. Administration and Chapter 11 is
that the UK. administrator (who is an insolvency
practitioner) runs the firm during bankruptcy. The
bankruptcy law enacted in France in 1985 is also
somewhat like Chapter 11. However, the court,
through an administrator, has considerately more
power than in the U.S. or U.K.: it can accept a reor-
ganization plan without the approval of creditors (or
workers), provided it best ensures the maintenance
of employment and the repayment of creditors.

Chapter 11 has been criticized for being time-con-
suming, costly, too friendly to debtors and for not re-
specting absolute priority. The procedure could un-
doubtedly be modified to deal with some of these
criticisms. However, there are two fundamental pro-
blems inherent in Chapter 11 and structured bar-
gaining procedures like it. These problems arise be-
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cause a structured bargaining procedure tries to
make two decisions at once: what to do with the firm,
and who should get what in the event of a restruc-
turing of claims. Unfortunately, restructured firms do
not have an objective value. Consequently, it is hard
to know what fraction of the post-bankruptcy firm’s
securities each group of creditors is entitled to re-
ceive. This is true even if there is no dispute about
the amount and seniority of each creditor’s claim. As
a result, there can be a great deal of haggling.

Perhaps even more serious, there is a danger that the
wrong decision will be made concerning the firm’s fu-
ture. The voting mechanism is fixed in advance, which
means that those people whose payoff ought not to be
affected by the outcome (either because they are ful-
ly protected anyway, or because they are not entitled
to anything) may end up controlling the pivotal votes.

As an example, consider a firm whose debts are ap-
proximately equal to its liquidation value. Creditors
will push for a speedy liquidation (since they will be
close to fully paid), while shareholders will hold out
for a lengthy reorganization (since they enjoy the
upside potential, but not the downside risk). De-
pending on the circumstances, a good firm may be
terminated if creditors have the pivotal votes; or a
bad firm may be kept going if shareholders have the
pivotal votes.

In spite of these problems, Chapter 11 has its sup-
porters. However, it is far from clear that a country
embarking on bankruptcy reform should choose
Chapter 11, rather than trying something new.

Bankruptcy reform

In this section I will describe a class of procedures
that have some of the same features as structured
bargaining, but are simpler. In particular, they allow
the claimants the choice to restructure the firm; but
they avoid haggling about the division of the pro-
ceeds. All of these procedures involve an automatic
debt-equity swap. They may or may not also include
an auction for the firm’s assets or a formal vote on
what should happen to the firm. The merit of these
procedures is that they replace bargaining among
claimants who have different objectives with a vote
by a homogeneous group of shareholders.

Basic Procedure: When a firm goes bankrupt, its
debts (most or all of them) are canceled. The former

creditors become the (principal) new shareholders in
the firm. A decision about the firm’s future — wheth-
er it should survive as a going concern or be closed
down - is made by the new shareholders. The firm
then exits from bankruptcy.

There are two aspects to the procedure: the decision
about whether to reorganize or liquidate the firm
and the debt-equity swap. We discuss these in turn.

Decision about the firm’s future

There are several ways of deciding the firm’s future.
We present three possibilities.

Version 1:" The firm is put up for auction (someone,
e.g., a judge, supervises this). Cash or noncash bids
are allowed. In a noncash bid, someone offers secu-
rities instead of cash. For example, incumbent man-
agement might offer the former creditors (the new
shareholders) a combination of shares and debt in
the post-bankruptcy firm. Thus, a noncash bid em-
braces the possibility of reorganization and/or recap-
italization of the firm as a going concern. The new
shareholders vote on which bid to select.’

Version 22 The supervisor of the bankruptcy proce-
dure, a trained bankruptcy practitioner (BP), say,
takes over the running of the firm (she replaces the
board of directors). The BP draws up a plan (or
plans) for the future of the firm. The plan might be
to reorganize the firm, to sell it as a going concern, or
to close it down. (In fact, a plan is just like a cash or
noncash bid.) The plan is implemented as long as it
receives majority approval by the new shareholders.
(The bankruptcy practitioner may choose to put
more than one plan to shareholders and see which
one receives greatest support.)

Version 3:'° There is no formal auction or vote.
Instead the choice of what to do with the firm is de-
termined by the new shareholders via standard cor-
porate governance procedures. In particular, soon
after the debt-equity swap, an election is held for a
new board of directors. (Any staggered board pro-
visions are eliminated.) Takeover bids are also al-
lowed through the elimination of all anti-takeover
defenses (e.g., poison pills).

7 This is based on Aghion et al. (1992).

8 It may be efficient for incentive purposes that management retain
an ownership stake in the post-bankruptcy firm. Such an ownership
stake can be part of a noncash bid.

9 This is based on Aghion et al. (1995).

10 This is in the spirit of Bebchuk (1988).




The versions differ according to the level of involve-
ment by outsiders, e.g., the courts, with Version 2
having the most outsider participation, and Version 3
the least. Less outsider participation comes at a cost:
managers’ jobs are most on the line in Version 2 and
least on the line in Version 3. However, all the ver-
sions put management under some pressure, i.e.,
they go some way toward satisfying Goal 2.

The versions also meet Goal 1. The firm’s future is de-
cided by a homogeneous group — the new sharehold-
ers — who have a strong incentive to vote for an out-
come that maximizes the firm’s net present value.!!

The Debt-Equity Swap

The other part of the scheme involves how debt is
converted into equity. Again, there are several ways
of doing this. If all debt has the same priority (e.g., it
is unsecured), it is natural to allocate all the equity to
the creditors on a pro-rata basis, possibly reserving a
portion (10 percent? 20 percent?) for former share-
holders.

Matters become more complicated if there is senior
and junior debt. The reason is that it is not clear
what fraction of the equity each group is entitled to.
The leading example of senior debt in practice is se-
cured debt. One possibility is to leave the secured
debt in place, and just convert the unsecured debt
into equity.'2 This turns the firm into a solvent one
since the value of the firm is at least as great as the
value of its physical assets (which are collateral for
the secured debt).

Version A: Suppose there is a single class of unsecured
creditors and some secured creditors. Then the se-
cured debt is left in place, and the unsecured creditors
become the new shareholders (with some of the shares
possibly being reserved for the old shareholders).

Version A deals quite well with secured debt, but less
well with other kinds of senior debt, e.g., preferred
debt. Preferred debt refers to claims that society has
decided should have priority over ordinary debt, e.g.,
unpald wages of workers and taxes owed to the gov-
ernment. In practice, unpaid wages are not a great

1 To the extent that the firm is worth more as a going concern than
liquidated, putting the firm’s future in the hands of shareholders
should also lead to the preservation of workers’ jobs.

12 To be more precise, an appraisal would be made of the collateral
underlying each secured claim. If the appraised value is more than
the secured creditor’s debt, the debt is left in place (it is fully se-
cured). If the appraised value is less, then only the secured part is
left in place; the residual is treated as unsecured debt and is con-
verted into equity.

burden and the post-bankruptcy firm can pay them
off by new borrowing. Taxes can be much more sig-
nificant, but a simple solution here is to remove the
government’s priority and treat taxes owed to the
government as unsecured debt.13

Another approach to dealing with debt of different
securities, including secured debt, has been suggested
by Bebchuk (1988). Bebchuk proposes eliminating
all debt, and allocating shares to the senior creditors
and options to buy shares to the junior creditors and
shareholders. Specifically, junior creditors are allo-
cated options to buy equity from senior creditors by
paying what these senior creditors are owed. (In ef-
fect, they buy out their claim.) Similarly, shareholders
are allocated options to buy back their equity by pay-
ing off all creditors. Note that this is a decentralized
process: each option holder acts independently.

Version B: Suppose there are several classes of debt
plus equity. Then the most senior class is allocated all
the shares. A junior claimant (including a sharehold-
er), owning X percent of her class’s claims, is allocat-
ed the option to buy (up to) X percent of the equity
from senior claimants by paying X percent of the to-
tal amount those senior to her are owed.

Bebchuk’s scheme deals ingeniously with the gener-
al case of multiple debt classes. In effect no junior
claimant (including shareholders) can complain that
he is being underpaid since, if he thinks that those se-
nior to him are getting more than they are owed, he
can always buy them out at the face value of their
debt. However, Bebchuk’s scherne has the undesir-
able feature that junior claimants must put money in
(i.e., exercise their options) to get money out (to be
paid). This may be a problem if junior claimants are
wealth-constrained. One possible solution is for the
bankruptcy procedure supervisor (a judge or bank-
ruptcy practitioner) to create a market for the firm’s
options and shares, so that junior claimants can sell
their options. The sale of securities in this market can
also be used to pay off some creditors. For a detailed
proposal along these lines, see Hart et al. (1997).

To sum up, we have presented two ways of carrying
out the debt-equity swap, both of which are in line
with Goal 3. Combined with the three ways of decid-
ing the firm’s future, this means that we have six pos-
sible bankruptcy procedures. (Further variations on

13 An even more radical approach is to eliminate the priority of se-
cured debt too, i.e., treat all debt as unsecured. For a discussion of
this, see Bebchuk and Fried (1996).
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these procedures are obvlously possible.) All of
these procedures avoid the haggling problems that
beset Chapter 11.1

Which procedure is best? The answer probably de-
pends on the circumstances. For example, Version 2
of deciding the firm’s future, combined with version
A of the debt-equity swap, might work well in a
country with trained bankruptcy specialists (e.g., the
U.K.). On the other hand, Version 3, combined with
Version A, might work well in a country where the
judicial system is not very developed and/or the
macroeconomic environment is such that there are
too many bankruptcies for the courts to handle.!s

In fact, because it is unclear which procedure is best,
a country could select a (limited) menu of schemes
and let firms pick from them in advance (e.g., as part
of their corporate charter or debt contracts).

A final important point concerns whether the state
bankruptcy procedure should be mandatory. There
seems to be no compelling reason why it should be.
If a firm and its creditors wish to opt out of the state
system and write their own bankruptcy procedure —
tailored to their own situation — why not let them
do so?10

Concluding remarks

In conclusion, it is worth briefly touching on an im-
portant “political economy” issue that arises in any
country that is considering bankruptcy reform: the
transition problem. Although we have argued that a
debtor and creditors should jointly favor a more ef-
ficient bankruptcy procedure, this may not be the
case in the short run given that firms will have debts
in place negotiated under a previous regime.

For example, some countries currently have pro-
debtor bankruptcy laws and are thinking of making
them more pro-creditor. Debtors resist the changes

14 These procedures also avoid the need for special “debtor-in pos-
session” financing. This is because both Versions A and B of the
debt-equity swap turn the firm into a solvent one, which should be
able to raise capital given a profitable investment opportunity.

15T am grateful to Joseph Stiglitz for this observation.

16 An interesting example of parties writing their own procedure is
Administrative Receivership in the UK. Under Administrative
Receivership, an important creditor — typically a bank — contracts
with the debtor to be granted what is called a “floating charge.”
This glves this creditor the right to appoint a receiver when the firm
defaults. The receiver takes charge of the firm and decides whether
to sell the assets piecemeal or maintain the firm. As Franks and
Sussman’s interesting paper (1999) shows, Administrative
Receivership is best seen as a privately negotiated contract be-
tween a debtor and its creditors. There seems no reason to interfere
with such a contract.

because they are already paying the “cost” of pro-
debtor procedures through high interest rates. One
way to deal with this problem is to leave the current
procedure in place and introduce the new bankrupt-
cy procedure as an option, i.e., debtors can choose
whether or not to switch to it (if they switch, they
have to do so on all their debt contracts). In the short
run debtors may choose not to switch. However, in
the long run, as their old debts expire, they are like-
ly to switch if the new procedure really is more effi-
cient: they face a choice of paying high interest rates
under the old procedure or low interest rates under
the new procedure.

In fact, this example illustrates the desirable feature
of a menu of procedures more generally. With a menu
there is a “market” test. If several procedures are
available, then in the long run the efficient ones are
likely to be chosen by debtors and creditors; the oth-
ers will eventually be discarded.
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INSOLVENCY LAWS AROUND
THE WORLD — A STATISTICAL
ANALYSIS AND RULES FOR
THEIR DESIGN

STIIN CLAESSENS* AND

LEORA KLAPPER**

The growing literature on law and finance suggests
that the development of capital markets is promoted
by greater investor protection, while more developed
credit markets exist in countries with greater creditor
protection.! An important component of a country’s
creditor rights is its insolvency framework, which
together with a supporting judicial environment af-
fects the degree to which commercial distress is
resolved using formal bankruptcy proceedings.
Strong bankruptcy regimes also play a role in deter-
mining higher liquidation values and improved
chances of ex-post firm survival. A good insolvency
regime is one with ex ante screening mechanisms that
prevent managers and shareholders from taking
imprudent loans and lenders from giving loans with a
high probability of default. At the same time it should
also deliver an ex-post efficient outcome, in that the
highest total value is obtained for the distressed firm
with the least direct costs and loss in going concern
value. Recent financial crises in Argentina and
Russia have highlighted the importance of well-func-
tioning insolvency systems in preventing and resolv-
ing corporate sector financial distress.

Consequently, there is increased interest in the
design of insolvency systems from the points of
resource allocation, efficiency, and stability as well as
equality and fairness. There are many aspects in
which insolvency regimes differ across countries.
Investigating the actual use of the bankruptcy
regime in relation to countries’ specific insolvency

* World Bank and CEPR.
## World Bank.
1 See Levine (2004) for a review of the literature.

features can be a way to shed light on the impor-
tance of particular creditor rights.

Insolvency around the world

Insolvency regimes are complex in design as they try
to balance several objectives, including protecting
the rights of creditors — essential to the mobilization
of capital for investment and working capital and
other resources — and preventing the premature lig-
uidation of viable firms. In addition to legal rights,
there is a need for an efficient judicial system to
enforce these rights, or at least to serve as a credible
enforcement threat, and to speedily conduct the pro-
cess of liquidation or restructuring when so desired.
These different objectives and constraints have led
to differences in insolvency and collateral regimes
across countries, as well as considerable variation in
the actual use of bankruptcy proceedings to resolve
financial distress. The fact that the literature has
found no strong relationships between (an index of)
creditor rights, on the one hand, and various aspects
of financial sector development and functioning, on
the other, may relate to the difficulty of capturing
the many features of insolvency regimes.

In a recent study, Claessens and Klapper (2005) doc-

ument the actual usage of bankruptcy across coun-

tries and provide insight on how creditor rights fea-

tures affect actual bankruptcy use. Previous research

has been based on the use of an index of CREDI-

TOR RIGHTS consisting of the summation of four

dummy variables, with four the highest possible

score (La Porta et al., 1998). The components are:

a) Restrictive Reorganization, equal to 1 if the time-
table for rendering a judgment is less than 90 days;

b) Mandatory Management Turnover, equal to 1 if
incumbent management does not stay during a
restructuring or bankruptcy;

¢) No Automatic Stay, equal to 1 if there is no auto-
matic stay on assets;

d) Secured Creditors Priority, equal to 1 if secured
creditors have the highest priority in payment.

This paper tests whether there are differences be-
tween the effects of each specific creditor rights on
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firm and creditor behavior. For instance, a stipula-
tion in the insolvency law that provides creditors
with the right of no automatic stay on assets also
provides creditors with some bargaining power that
may allow them to more easily negotiate debt
restructuring out of court. At the same time, the
absence of an automatic stay may lead to a creditor
race to seize assets, thus possibly accelerating the
possibility of financial distress and bankruptcy.
However, previous guidelines for an effective insol-
vency and creditor right system suggests that there
should preferably be an automatic stay on assets for
at least some initial period (World Bank, 2001). This
suggests that there are some differences of opinion
on what constitute desirable creditor rights features,
which in turn may relate to lack of understanding on
how certain creditor rights features affect actual
bankruptcy use.

The presence in the law of secured creditor priority
and absolute priority of claims in bankruptcy or
restructuring (i.e., senior creditors are paid first, then
junior creditors, followed finally by shareholders if
any residual remains) is another example. Such pri-
ority may deter ex-ante risky financial behavior and
thus reduce the likelihood of financial distress. But
such feature can also help overcome creditor coordi-
nation problems when a corporation is in restructur-
ing. At the same time, if the law stipulates that share-
holders receive nothing in bankruptcy, a firm may
attempt to delay or avoid bankruptcy, including
undertaking more high-risk projects when the cor-
poration starts to run into financial distress. Alter-
natively, an insolvency law that stipulates that man-
agers must automatically leave when a firm is in bank-
ruptcy, might be associated with greater use of bank-
ruptcy as creditors will stand to gain more from using
this right in formal bankruptcy procedures. These
discussions show that each of the specific creditor
right features may influence firm and creditor be-
havior differently and what constitutes a desirable
creditor right feature may depend on circumstances
or objectives.

To examine these arguments, the authors analyze
how actual bankruptcy filings relate to countries’
individual creditor rights and overall judicial effi-
ciency in order to identify which creditor rights are
more important and how a strong judicial system af-
fects their relative importance. The authors con-
structed a unique dataset on the number of commer-
cial bankruptcy filings in 35 countries, which includ-
ed all legal proceedings designed to either liquidate

or rehabilitate insolvent firms. The average number
of total commercial bankruptcy filings was collected
from government and private sources for the period
1990 to 1999. The main insolvency measure was con-
structed by including firms that filed for liquidation
or reorganization; thus the measure refers to the
total use of the bankruptcy law and the associated
judicial system to resolve corporate financial dis-
tress. A description of the macroeconomic and legal
variables used for the 35 countries examined is given
in Table 1.

Panel regressions (not shown) find, controlling for
overall economic development and macroeconomic
shocks, that bankruptcies are more frequent in coun-
tries with better functioning judicial systems. The
efficiency of the legal system is significantly and pos-
itively related to filing for bankruptcy — the greater
the likelihood a creditor can efficiently restructure
and collect using the court, the more likely creditors
are to use formal bankruptcy proceedings in the case
of default. However, CREDITOR RIGHTS, a sim-
ple index for the presence of creditor rights alone, as
used in past research, is not associated with a greater
use of bankruptcy. The overall strength of creditor
rights is negatively, but not significantly, related to
the occurrence of bankruptcy across countries,
although the coefficient for judicial efficiency
remains statistically significant.

Of primary importance is the shift from aggregate
creditor rights to its individual components. Regres-
sion results on that basis are summarized in Table 2.
In Column 1, CREDITOR RIGHTS and each of the
four subindices are included in separate regressions.
Of the four subindices, one is significantly positive —
RESTRICTIVE REORGANIZATION - and one is
significant negative - NO AUTOMATIC STAY. The
other two subindexes, SECURED CREDITORS
PAID FIRST and MANDATORY MANAGEMENT
TURNOVER, are not significant. These differences
suggest that the deterrence and actual bankruptcy
usage effects vary by individual creditor rights and
that a simple aggregation of creditor right character-
istics is problematic.

For example, restrictions on reorganization, such as
creditors’ consent, provides creditors with more
legal tools and reduces the debtor’s degrees of free-
dom, leading to greater use of bankruptcy, including
reorganizations. In contrast, the ability of secured
creditors to seize assets even when a firm has filed
for bankruptcy seems to deter the filing for bank-




Table 1
Summary statistics, by country
Available No. of BNKRPT Legal Creditor
Country years bankruptcies in % orizin Rule of law rights
Argentina 92-99 2,144 0.12 French 5.35 1
Ausralia 90-99 5,505 2.10 English 10 1
Austria 90-99 2,065 1.33 German 10 3
Belgium 90-99 4,850 2.59 French 10 2
Canada 90-98 12,697 2.96 English 10 1
Chile 90-99 89 0.28 French 7.02 2
Colombia 96-99 226 0.16 French 2.08 0
Czech Republic 92-96 1,729 1.49 Transition 83 3
Denmark 90-99 2,376 1.53 Scandinavian 10 3
Finland 90-98 5,106 4.14 Scandinavian 10 1
France 90-99 51,672 2.62 French 8.98 0
Germany 92-98 21,153 1.03 German 9.23 3
Greece 90-94 857 0.29 French 6.18 1
Hong Kong 90-98 1,519 0.55 English 8.22 4
Hungary 92-96 8,425 1.99 Transition 8.7 3.75
Ireland 90-99 789 2.74 English 7.8 1
Italy 90-96 8,663 0.54 French 8.33 2
Japan 90-99 14,001 0.22 German 8.98 2
Netherlands 90-99 3,996 1.30 French 10 2
New Zealand 93-98 716 3.67 English 10 3
Norway 90-98 3,547 1.83 Scandinavian 10 2
Peru 93-99 145 0.05 French 2.5 0
Poland 90-96 3,320 0.23 Transition 8.7 2.25
Portugal 91-99 516 0.08 French 8.68 1
Russia 95-98 2,771 0.31 Transition 3.7 3
Singapore 90-99 228 3.06 English 8.57 4
South Africa 90-99 2,919 4.62 English 4.42 3
South Korea 90-98 163 0.17 German 5.35 3
Spain 90-99 519 0.02 French 7.8 2
Sweden 90-99 13,917 7.61 Scandinavian 10 2
Switzerland 90-98 9,213 3.33 German 10 1
Thailand 90-99 372 0.13 French 6.25 3
Turkey 98-99 1,496 0.86 French 5.18 2
UK. 93-98 46,584 1.85 English 8.57 4
US.A. 90-99 55,753 3.65 English 10 1
Statistics are reported as the average over available years. Number of bankruptcies were collected from country
sources. BNKRPT is the ratio of the number of bankruptcies to the number of firms.

ruptcy. This suggests that bankruptcy is a more effi-
cient tool to use when there is an automatic stay on
assets, as it helps avoid a creditor race. The no auto-
matic stay provision may, however, still be useful in
weak judicial environments as otherwise creditors
may be too vulnerable to the discretion of the judi-
cial system. The fact that creditor priority is not sig-
nificant may indicate that the priority creditor rights
feature deters risky behavior and thus reduces the
probability of financial distress. It may also reflect
that most laws permitting secured creditor rights al-
low a creditor to seize its secured assets out of court,
i.e., without the creditor having to file for bankrupt-
cy. The insignificant sign for the mandatory manage-
ment turnover index may reflect two opposing ef-
fects. For some firms, the requirement to replace man-
agement when in bankruptcy is discouraging when

incumbent management provides useful skills and
know-how. For other firms, there may be value for
creditors to be able to replace management immedi-
ately when using bankruptcy procedures; for exam-
ple, when incumbent management may be delaying
necessary, but painful restructurings. On balance, this
may explain why an insignificant sign results.

Of further interest is the interaction between the
effects of judicial efficiency and the individual and
aggregate creditor rights. Column 2 shows, in addi-
tion to the CREDITOR RIGHTS (sub-) indices and
the RULE OF LAW index, the interaction between
the two indexes included in the regressions. These
regression results generally confirm the earlier find-
ing that efficient courts lead to greater usage of
bankruptcy, as does the presence of creditor rights,
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Table 2

Cross-country regressions with creditor rights and legal efficiency

The lack of significance of the in-
teraction term for NO AUTO-
MATIC STAY may imply that

i mr s ad Clr:d;{%rf frilcgi}el:trfcar'ld while an automatic stay on assets
legal efficiency integraction effez.ts is triggered by a court, it is a sim-
(1) | Rule of Law 0.258 %% 0.438%%* ple court action that does not
(2.81) (5.77) require much further action by
Creditor Rights (—%%‘g; (%SS%%** the judiciary and as such is less
U s o i affected by the efficiency of a
Rights (=3.00) country’s court system. These
Adj. R—squared 0.17 0.20 substitution effects in turn sug-
(2) | Rule of Law 0.242%%%* 0.3837%x gest that in countries with weak
(2.94) (5.81) ‘udicial di di
t
Restrictive Reorganization 0.563** 4.584 ]u. fcral procecdings - creditors
will use bankruptcy — a costly re-
(2.30) (3.76) ptey y
Rule of Law * Restrictive _ _0.480% 5% solution — only if they have very
Reorganization : il E |
(-3.34) strong entitlements. For example,
Adj. R-squared 0.19 0.24 in order for creditors to imple-
(3) | Rule of Law 0.316%%* 0.299%# ment their rights, a business envi-
(3.68) (3:27) ronment that allows for easy and
No Automatic Stay —0.987% % —1.734%%% . . .
(-512) (-276) electronic registering of collater-
Rule of Law * No Automatic = 0.090 al may be more important than
Stay (1.23) the availability of efficient courts,
Adj. R-squared 0.231 0.23 leading to the insignificant coef-
(4) | Rule of Law (%275%*** (%29%5;*** ficients for creditor rights and the
Secured Creditor Paid First 0.120 0.726 interaction term.
(0.48) (0.86)
Rule ﬁ)f Law * Creditor = —0.085 As robustness checks, additional
Right: -0.79 . .
Adl'gRS i i ( 017) regressions included the follow-
Jj. R-square, L L . .
(5) | Rule of Law 0253w 042055 ing control variables (results not
(3.04) (5.59) shown):
Mandatory Management -0.014 (3.49%*** a) Restrictiveness of Entry,
Turnover -0.05 324 .
Rule of Law * Mand. Mana- ( _) 0463 b) Regulation of Labor Markets,
gement Turnover (=3.29) ¢) the ratio of the Number of To-
Adj. R-squared 0.169 0.21 tal Patents to the Total Number
The dependent variable is the ratio of the number of bankruptcies to the of Manufacturing Firms,
number of firms. Transition countries are excluded from all regressions d) th t f Emol t
because of the unavailability of disaggregated creditor rights. The ¢ percentage ol mploymen
regressions are estimated using ordinary least squares with robust standard attributed to Small-Medium-
errors. t-statistics are in parentheses, *, **, and *** indicate significance at . .
the 10%, 5%, and 1% respectively. All regressions include lagged values of sized Enterprises (SMEs).
GDP per capita, annual GDP growth rates, a dummy indicating a financial
zg:ésr,virzitzrrl:st rates and year fixed effects. All regressions include 273 The main results are robust to

except for the no automatic stay provision. The neg-
ative signs for many of the interaction terms suggest
a substitution effect: in countries with high judicial
efficiency, actions by the courts substitute to some
extent for strong creditor rights and encourage more
use of bankruptcy procedures. Well functioning
courts may weigh, for example, the balance between
the costs and benefits of having management stay or
leave when filing for bankruptcy and provide a bet-
ter judgment whether the debtor is cooperative or
not in making restructuring proposals.

the inclusion of these variables.
Furthermore, countries in which
it is more restrictive and difficult to open a new
business are found to have lower bankruptcy
rates. Restrictive employment laws are signifi-
cantly negatively related to the use of bankruptcy.
Bankruptcy is used relatively more often in coun-
tries that use more intangible assets in their econ-
omy (as proxied by the number of patents), possi-
bly because bankruptcy and reorganization proce-
dures allow better for the preservation of these
assets. Finally, SMEs are less likely to use bank-
ruptcy proceedings.




The World Bank’s “Principles & Guidelines”

The results of Claessens and Klapper (2005) suggest
that well designed bankruptcy laws may encourage a
greater use of formal bankruptcy proceedings. In an
ongoing dialogue since 2001, the World Bank (2005)
has developed a catalogue of Principles and Guide-
lines for Effective Insolvency and Creditor Rights
Systems. This manuscript presents 33 principles that
countries should adopt to promote more efficient
resolution of financial distress. These are separated

Table 3

World Bank Principles for Effective Insolvency and

Creditor Rights Systems

into four broad focus areas as summarized in Table 3
and briefly described below.

The legal framework for creditor rights

The first group establishes principles for the creation
of enforcement mechanisms to promote credit mar-
kets. These principles set a framework for the protec-
tion of credit providers in terms of the allowance of
security interests in both immovable (i.e. mortgages,
charges etc.) and movable property (whether tangible
or intangible). They further point
out the imperativeness in creating
integrated and accessible registry
systems providing accurate (and

Part A. Legal Framework for Creditor Rights

electronic) records of security in-

terests. Finally, the principles high-
light need for supportive commer-
cial enforcement systems. These
entail both judicial and non-judi-

cial mechanisms and procedures

B3 Enabling Legislative Framework
B4 Corporate Workout - Restructuring Procedures
B5 Regulation of Workout and Risk Management

Al Compatible Commercial Law Systems
A2 Security (Real Property)
A3 Security (Movable Property)
A4 Recording and Registration of Secured Rights
AS Commercial Enforcement Systems
Part B. Risk Management and Corporate Workout
B1 Credit Information Systems
B2 Director & Officer Accountability

that provide efficient, transparent
and reliable enforcement of secur-
ed and unsecured debt.

Part C. Legal Framework for Insolvency

The risk management and corpo-
rate workout

C1 Key Objectives and Policies

C2 Due Process: Notification and Information
Commencement

C3 Eligibility

The second area of interest shifts
from the legal framework to the
corporate workout and puts forth
five principles related to risk man-
agement. First, access to complete
credit information of borrowers’
borrowing and payment history
(i.e. both positive and negative in-
formation) is stressed. This requires
a supporting legal framework,
mechanisms for data protection,
policies prohibiting societal dis-
crimination and protecting sub-
jects’ privacy, as well as continu-
ous monitoring of the systems’
operation. Second, the necessity
for setting legal standards of di-

rector and officer accountability
on behalf of distressed or insol-

C4 Applicability and Accessibility
C5 Provisional Measures and Effects of Commencement
Governance
C6 Management
C7 Creditors and Creditors Committee
Administration
C8 Collection, Preservation, Administration and Disposition of Assets
Cc9 Stabilizing and Sustaining Business operations
C10  Treatment of Contractual Obligations
Cl11  Avoidable Transactions
Claims and Claims Resolution
C12  Treatment of Stakeholder Rights & Priorities
C13  Claims Filing and Resolution
Reorganization Proceedings
C14  Plan Formulation and Consideration
Voting and Approval of Plan
Implementation and Amendment
Discharge and Binding Effects
Plan Revocation and Case Closure
C15 International Consideration
Part D. Implementation: Institutional and Regulatory Frameworks
D1 Role of Courts
D2 Judicial Selection, Qualification, Training and Performance
D3 Court Organization
D4 Transparency and Accountability
D5 Judicial Decision making and Enforcement
D6 Integrity of the System (Courts and Participants)
D7 Role of Regulatory or Supervisory Bodies
D8 Competence and Integrity of Insolvency Administrators

vent enterprises is underlined. The
third principle concerns the exis-
tence of an enabling legislative
framework that ensures the possi-
bility of restructuring and restora-
tion of distressed but financially

viable enterprises. The fourth prin-
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ciple promotes the use of informal workout practices
such as voluntary negotiation, mediation and infor-
mal dispute resolution as complements or useful
precedents of formal proceedings. The last principle
pertains to regulation and practice and endorses an
environment where financial institutions and regula-
tors support a consensual code of conduct.

The legal framework for insolvency

The third pillar of regulatory principles focuses on
the insolvency framework. Of great importance is
the timing and the proper use of the insolvency sys-
tem, its balance with reorganization practices, the
asset value maximization for creditor recovery pro-
tection, and the establishment of a cross-border in-
solvency framework. The protection of the rights of
the related parties is examined, with a special focus
on practices of notification and information. For
instance, the right to be heard must be guaranteed to
all parties involved and intermediation by impartial
and independent experts and investigators must be
offered for the resolution of a dispute.

The next three principles focus on the commence-
ment of the insolvency processes. Both debtors and
creditors should be entitled to apply for insolvency
proceedings, and when creditors do, debtors must be
given the opportunity to defend against the applica-
tion in court before the commencement of the case.
After insolvency proceedings commence, measures
must be granted to protect the debtor’s assets and
the interest of stakeholders. This entails a stay of
actions by secured creditors in reorganization pro-
ceedings, although the stay must always be of limit-
ed, specified duration, balancing between creditor
protection and insolvency objectives.

The next two principles focus on governance while

under insolvency proceedings. The guidelines recom-

mend either

a) exclusive control is entrusted to an independent
insolvency representative;

b) management remains in control; or

c) supervision of management is undertaken by the
independent representative or supervisor.

In the latter two approaches, complete power should

be shifted to the independent authority if manage-

ment displays any form of misbehavior or incompe-

tence.

The seventh guideline safeguards creditors’ role and
rights during proceedings. The preferred mechanism

to ensure fairness and integrity is a creditors’ com-
mittee, especially when the creditors are numerous.
The functions of the committee should be chartered
by the law and it should serve as a conduit for pro-
cessing and distributing information to the creditors
and facilitating their decision processes. Principles
8 — 11 refer to administration of debtor’s assets, which
should be protected during proceedings. For instance,
ordinary operations should be permitted the business
should have access to sound, monitored financing in
order to meet ongoing needs.

The last four principles concern claim resolutions
under insolvency. Priority is given to the collateral of
secured creditors, followed by unsecured creditors.
Consideration to employee rights should be given,
while shareholders are entitled to compensation
either when creditors have been fully repaid or under
limited exceptions. The reorganization plan must be
structured and approved by the majority of creditors
and its implementation should be independently
supervised and be open to amendment. Finally, inter-
national aspects of insolvency proceedings are exam-
ined, and rules for their facilitation are set.

The implemenation strategy, in terms of the institu-
tional and regulatory frameworks

The forth group of principles present eight guide-
lines concerning the implementation of the afore-
mentioned principles. These consider the role of
courts, the judicial selection, training and perfor-
mance, and court organization. Of key importance is
transparency, accountability and integrity of the sys-
tem. The last two principles examine the role of reg-
ulatory or supervisory bodies appointing insolvency
representatives. Criteria ensuring the integrity and
competence of these representatives are established.

Conclusion

A better understanding of how the different features
of creditor rights are individually related to bank-
ruptcy rates use can be useful for policymakers.
Claessens and Klapper (2005) show that while the
overall index of creditor rights is not statistically sig-
nificantly associated with more use of bankruptcy,
there exist statistically significant effects for individ-
ual creditor rights, which also differ in direction.
Specifically, the presence of a “no automatic stay” is
associated with fewer bankruptcies and the presence
in the law of a “restriction on reorganizations” with




more bankruptcies. The use of bankruptcy also var-
ies by the efficiency of the judicial system. Greater
judicial efficiency is associated with more use of bank-
ruptcy, but the combination of more creditor rights
with greater judicial efficiency leads to less use, sug-
gesting some substitution between creditor rights
and judicial efficiency.

These findings suggest that insolvency systems with
greater creditor rights and efficient judicial systems
encourage less risky behavior and more out-of-court
settlements. They also suggest that strong creditor
rights are more necessary in countries with weak
judicial systems to compensate for weaknesses in
legal enforcement. The World Bank (2005) Prin-
ciples and Guidelines for Effective Insolvency and
Creditor Rights Systems proposes a framework for
efficient bankruptcy proceedings and resolution of
financial distress. Implementation of these design
features may in turn affect the relative use and im-
portance of bankruptcy across countries.
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EU INSOLVENCY
REGULATION AND ITS IMPACT
ON EUROPEAN BUSINESS

BoB WESSELS *

“... After all our complaints of the frequency of bank-
ruptcies, the unhappy men who fall into this misfortune
make but a very small part of the whole number en-
gaged in trade, and all other sorts of business; not much
more perhaps than one in a thousand. Bankruptcy is
perhaps the greatest and most humiliating calamity
which can befall an innocent man. The greater part of
men, therefore, are sufficiently careful to avoid it.
Some, indeed, do not avoid it; as some do not avoid the
gallows.” These are the words of Adam Smith, An
Inquiry into the Nature and Causes of the Wealth of Na-
tions.! In those days regulation of insolvency was rare
too and sometimes contained criminal sanctions. Only
a few bilateral treaties (within what now is the
Netherlands and in Italy) existed. Nowadays however,
the number of one in a thousand has become obsolete.
In Europe in 2002, in the (then) fifteen member states,
filings for insolvency amounted to a quarter of a mil-
lion for individuals. In addition, around 150,000 busi-
nesses went into insolvency. The numbers have gone up
dramatically as has the volume of legislation with re-
gard to international or cross-border insolvency law.

In 2000 the EU Insolvency Regulation No. 1346/2000
was created, which entered into force on 31 May
2002. For several financial institutions, falling outside
the scope of the Regulation, Directive 2001/17 and
Directive 2001/24 were issued in 2001 on the reorga-
nization and winding-up of insurance undertakings
and of credit institutions. Where a Regulation is a
European Community law measure binding fully the
EU member states (except for Denmark, which opt-
ed out), both directives have to go through a legisla-
tive implementation process in each individual EEA

* Bob Wessels is Professor of Commercial Law, Vrije University,
Amsterdam, the Netherlands, and holds the special chair on
International Insolvency Law at the University of Liege, Belgium.
11779; part. 11.3.29.

(European Economic Area) member state. The im-
plementation date for Directive 2001/24 is 20 April
2003 and for Directive 2001/24 it is 5 May 2004, and
the drafting process in all countries is nearing its fi-
nal phase.

For internationally active companies, insolvency is
the doom of many: the Kirch Group, Swissair, Lan-
dis, Fairchild Dornier, Philipp Holzmann, Daisytek,
Parmalat, MG Rover, Collins & Aikman, and a raft
of other businesses have experienced it in recent
years. Most of these companies have their headquar-
ters in one of the EU member states and several sub-
sidiaries in other member states.

This article describes the current European legal in-
solvency framework relating to legal persons. I will
start by describing some of the major differences be-
tween domestic insolvency laws in countries in Eu-
rope, as these differences are often regarded as too
numerous to be overcome and harmonized (part 1).
On the European level the Insolvency Regulation
was enacted in 2002 (part 2). Decisive for the inter-
national jurisdiction of a court is a debtor’s centre
of main interest (part 3). The Regulation should be
seen in its procedural context, as it fills the gap which
had been left open by the introduction of (what then
was) the 1968 Brussels Convention, dealing with the
international jurisdiction and recognition of judg-
ments in civil and commercial matters. In the context
of legal proceedings the latter (now known as the
Brussels Regulation 2000) forms the general rule;
the Regulation (for insolvency judgments) itself
forms the special rule. As “financial institutions” are
not covered by the EU Insolvency Regulation, the
latter serves in turn as a general rule with regard to
credit institutions and insurance undertakings, for
which entities Directives 2001/17 and 2001/24 were
issued. After demonstrating the model on which the
Regulation is built (part 4), some communal tenden-
cies will be highlighted (part 5).

Domestic differences

National insolvency law systems diverge as a result
of differences in the structure of the market in a




country’s general legal system, in its order of private
law and in its insolvency law itself. Insolvency focus-
es, as the word indicates, on a certain person (a
debtor, being a natural person or a legal person) who
is not paying his debts as they fall due. If a country’s
“insolvency test”? is met, this forms a ground for in-
voking certain formal insolvency proceedings. Where
“insolvency” is related to the economic and financial
structure of a market and given that the regulation
of many markets still takes place within the confines
of a national state, a government influences this
structure, resulting, among other things, in countries
with a market-led economy versus countries with a
stringent social-economic policy.

The latter, for instance, include the former Eastern
Bloc countries, with several economies in transition
towards stringent social-economic policies. In addi-
tion, the tradition of the way businesses are financed
will influence the robustness of rights of a creditor,
for example, in some markets the financing of busi-
ness through stock-listed shares or by bonds is well
developed (capital markets), where in others the
common method of finance is through (secured)
credit either from a bank or from members of the
family, with relatively strong (secured) positions for
both of them. Certain social or economic policies in
almost all countries lead to legal protection by way
of preferences for certain creditors (employees,
small business, the taxman). Secondly, as with other
legal domains, the system of insolvency law is under
the influence of the overall legal system of a country,
such as a common law jurisdiction or a civil law ju-
risdiction. In the former, in general, the importance
of case law, with an active role for a (sometimes spe-
cialized) court, is stressed in comparison with coun-
tries based on statute law (law in codes). Thirdly, in
many countries the order of general civil law and
commercial law is a matter of continuous discussion.

Some countries aim to insert both civil law and com-
mercial law into one code (the Netherlands); others
(Belgium, Germany, France) use different codes and
some adjust the judicial framework accordingly.
Finally, in relation to the existing market structure,
the goals of insolvency proceedings may differ, e.g.
plain liquidation of assets or in addition reorganiza-
tion proceedings with the aim of rescuing the enter-
prise and/or preserving existing employment. Here a
different view comes into play, as “insolvency” in its

2 A “balance-sheet” test (assessing that the total of the debtor’s out-
standing liabilities exceeds the value of his assets) or a “cash-flow”
test (the inability of a debtor to pay his debts as they fall due).

traditional concept deals with a debtor, with (or with-
out any) assets, creditors, their claims, etc. Some sys-
tems of insolvency law do not provide for insolvency
proceedings for certain types of debtors or have (on-
ly recently) introduced specific proceedings, e.g. debt
discharge proceedings, for natural persons. All in all,
national attitudes towards the phenomenon of insol-
vency are extremely variable, as are the social and le-
gal consequences for the debtors concerned.

The EU Insolvency Regulation

On 31 May 2002 Regulation (EC) No. 1346/2000 of
29 May 2000 on insolvency proceedings entered into
force. The Regulation applied entirely and directly
to the ten member states that joined the EU as of
1 May 2004.3 A Regulation is a European Communi-
ty law measure which is binding and directly applic-
able in member states. The Regulation does not ap-
ply to Denmark, as it opted out in accordance with
the Treaty of Amsterdam. The rationale for the
Regulation is clear: “The activities of undertakings
have more and more cross-border effects and are
therefore increasingly being regulated by Communi-
ty law. While the insolvency of such undertakings al-
so affects the proper functioning of the internal mar-
ket, there is a need for a Community act requiring
coordination of the measures to be taken regarding
an insolvent debtor’s assets” (Recital 3 of the Insolv-
ency Regulation). The Regulation acknowledges the
fact that as a result of widely differing substantive
laws “... it is not practical to introduce insolvency
proceedings with universal scope in the entire Com-
munity” (Recital 11). The differences mainly lie in
the widely differing laws on security interests to be
found in the Community and the very different pref-
erential rights enjoyed by some creditors in the in-
solvency proceedings.

The goals of the Regulation, with its 47 articles, are
to enable cross-border insolvency proceedings to op-
erate efficiently and effectively, to provide for co-or-
dination of the measures to be taken with regard to
the debtor’s assets and to avoid forum shopping.
Forum shopping is the expression of a desire (of a
creditor or a debtor) to look for the most favourable
jurisdiction with regard to the protection of one’s

3 Some smaller changes, based on Article 20 of the Act of Accession
(O.J. L 236 of 23 September 2003), have led to a consolidated ver-
sion of the Insolvency Regulation, see http:/europa.eu.int/eur-
lex/en/consleg/reg/en_register_1920.html. The Annexes have been
amended by Council Regulation (EC) No. 603/2005, see O.J. L
100/1 of 20 April 2005.
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own rights.4 The Regulation, therefore, provides
rules for the international jurisdiction of courts in a
member state for the opening of insolvency pro-
ceedings, the (automatic) recognition of these pro-
ceedings in other member states and the powers of
the “liquidator” in the other member states. The
Regulation also deals with important choice of law
(or: private international law) provisions. These con-
tain special rules on applicable law in the case of par-
ticularly significant rights and legal relationships
(e.g. rights in rem and contracts of employment). On
the other hand, national proceedings covering only
assets situated in the state of opening are allowed
alongside main insolvency proceedings with univer-
sal scope. The following provides a brief overview of
the contents of the Insolvency Regulation (InsReg).

The general provisions establish the area of applica-
tion of the Regulation. It is confined to “proceedings
which entail the partial or total divestment of a
debtor and the appointment of a liquidator” (Article
1(1) InsReg). As far as the jurisdiction is concerned,
the Regulation is based on the general principle that
“... the courts of the member state within the terri-
tory of which the centre of the debtor’s main inter-
ests is situated shall have jurisdiction to open insol-
vency proceedings” (Article 3(1)). For a company or
legal person, the presumption is that the centre of
the debtor’s main interests is the place of its regis-
tered office, but this presumption may be rebutted
(Art.3(1) last line). The opened insolvency proceed-
ing is called the main proceeding. Its most important
consequence is that the law applicable to insolvency
proceedings under the regulation is that “of the
member state within the territory of which such pro-
ceedings are opened” (Article 4(1)), in legal jargon:
lex concursus, and that this consequence shall be
recognised automatically in all other member states
(Article 16). In addition, the court of a member state
other than the state opening main proceedings shall
only have jurisdiction, if “... the debtor possesses an
establishment within the territory of that other
member state” (Art. 3(2)).5 The effects of the latter
proceedings — referred to as secondary proceedings —
are, however, restricted to the assets of the debtor
situated in the territory of the other member state
(Art. 3(2) last line) and this proceeding may only be
a winding-up proceeding.

4There is a difference between an article and a recital. The former
is a binding legal text.The latter expresses an underlying rationale
with a purely interpretative value.

5 Article 2(h) provides that for the purposes of the EU Insolvency
Regulation an “establishment” shall mean “... any place of opera-
tions where the debtor carries out a non-transitory economic activ-
ity with human means and goods”.

Centre of main interests

The “centre of main interests” (in jargon: COMI) is
in principle decisive for the ability of the court to
deal with the proceedings and for the law which is
applicable. COMI should correspond to the place
where the debtor conducts the administration of his
interests on a regular basis and is therefore ascer-
tainable by third parties, as Recital 13 provides. In
some 70 percent of all court cases from the mid-2002
until now, the determination of COMI is the princi-
ple point of legal conflict, with highly debated cases
like Daisytek (involving sixteen subsidiaries in UK,
Germany and France)® and Parmalat (involving Ita-
ly, Ireland, the Netherlands and Luxembourg). The
outcome of the question “where is the centre of main
interest?” in these decisions is based on many facts
and circumstances, e.g.:
(i) The day to day administration is conducted in
the forum state (the state the court of which
opens the proceedings) (Ireland),’
(ii) The directors possessed the forum’s nationality
(Ttaly),’
(iii) The (Delaware incorporated) company had pre-
sented itself to its most substantial creditor as
having its principle executive offices in the fo-
rum state (England),’
(iv) The debtor (natural person) has maintained,
with regard to the substantial interests in a large
number of companies established in the forum
state, to administer these commercial interest in
the forum state (the Netherlands),!?
(v) The director (of an Irish incorporated company,
being a wholly owned subsidiary of a UK com-
pany) was based in the UK and was solely re-
sponsible for the companies business,!!
(vi) Some remaining contractual works (conducted
by a company incorporated in Finland) were
still in progress in the forum state (Sweden),!2
(vii) The group’s parent company (of an Austrian
company with its seat in Innsbruck) is located
in the forum state (Germany),!3
(viii) The company (registered in the UK with a

postal address in Spain) is a partner in a Swe-

6 These European subsidiaries were left out of a filing of a Chapter
11 case in the US (Dallas, Texas) for the overall holding of Daisytek
International, Inc.

7 Court of Dublin 23 March 2004 in Re Eurofood IFSC Limited
(Irish company, part of the Parmalat group).

8 Court of Parma 19 February 2004 in Re Eurofood IFSC Limited.
9 Court of Leeds (Ch. D) 20 May 2004 Re Ci4net.com Inc and Re
DBP Holdings Limited.

10 Netherlands Supreme Court 9 January 2004, JOR 2004/87, with
my commentary.

11 High Court London (Ch. D) 2 July 2004 in Re Aim Underwriting
Agencies (Ireland) Ltd. .

12 Svea Court of Appeal 30 May 2003 (No. O 4105-03).

13 Court of Munich 4 May 2004 in Re Hettlage KgaA.




dish limited partnership (“kommanditbolag™)
(Sweden), and even

(ix) The codes to the computer programmes of the
debtor company (registered in the UK, postal
address in the UK, premises in Sweden) are
stored in the forum state (Sweden).!>

To determine the COMI of a debtor (e.g. a Dutch
B.V,, subsidiary of an Antilian Holding N.V.) it is not
relevant where the COMI of the debtor’s three sub-
sidiaries (three German GmbHs) is situated. Decisive
is the COMI of the debtor as a separate entity, irre-
spective of the fact that the debtor’s interest is in-
volved with the activities of the three subsidiaries.!®

It may follow from the above that courts determine
the COMI after the interpretation of a super abun-
dance of facts. In general, I would submit that in these
court cases one sees the confrontation of two con-
cepts. The first one is a “contact with creditors” ap-
proach: through the eyes of creditors a debtor’s COMI
has to be determined. After all, Recital 13 provides
that COMI should correspond to the place where the
debtor conducts the administration of his interests on
a regular basis “... and is therefore ascertainable by
third parties” (my italics). The other view is the “mind
of management” approach: the debtor’s COMI must
be situated where decisions are actually made, which
often is within the jurisdiction where the parent com-
pany has its principle place for managing its (the
group’s, including the subsidiary’s) operations.!?

The insolvency experts are eagerly awaiting the
European Court of Justice’s decision with regard to
one of the five questions referred to it by the Irish
Supreme Court on 27 July 2004 (147/04). This question
is worded as follows: “Where, (a) the registered offices
of a parent company and its subsidiary are in two dif-
ferent member states, (b) the subsidiary conducts the
administration of its interests on a regular basis in a
manner ascertainable by third parties and in complete
and regular respect for its own corporate identity in the
member state where its registered office is situated and
(c) the parent company is in a position, by virtue of its
shareholding and power to appoint directors, to control
and does in fact control the policy of the subsidiary, in
determining the ‘centre of main interests’, are the gov-
erning factors those referred to at (b) above or on the

14 Court of Appeal Skane and Blekinge 3 February 2005 (O 21-05).
15 Court of Stockholm 21 January 2005 (K 17664-04).

16 Court of Appeal The Hague 3 November 2005 (Nr. R05/1224) in
Re QIDeutschland GmbH.

17 See my article “International Jurisdiction to Open Insolvency
Proceedings in Europe, in Particular against (Groups of) Com-
panies”, in Wessels (2004), 155.

other hand those referred to at (c) above?” The
European Court’s decision is to be expected early 2006.

The Regulation provides for several exceptions to the
application of the “lex concursus” (Arts. 5-15 InsReg).
These exceptions include third parties’ rights in rem
and reservation of title (Arts. 5 and 7) and set-off
rights (Art. 6). These rights (under certain conditions)
are not affected by the legal consequences (lex con-
cursus) of the opening of main proceedings. In other
instances an exception is created in that another
choice of law (instead of the lex concursus) has been
made. Important examples are contracts relating to
immovable property (Art. 8: effects of insolvency pro-
ceedings shall be governed by the law of the member
state within the territory of which the immovable
property is situated) and contracts of employment
(Art. 10: governed by the law of the member state ap-
plicable to the contract of employment). Insolvency
proceedings opened in the opening state where the
debtor has his COMI will be (automatically, Art. 16)
recognized in all the other member states. Never-
theless, such recognition does not prohibit the open-
ing of secondary proceedings in a state where the
debtor owns an establishment (Article 16(2)).

Furthermore, the Regulation describes, amongst oth-
ers, the powers of a liquidator, the publication of the
opening judgement in another member state or in
public registers. Any creditor has the right to lodge
claims in writing if his residence is located in a mem-
ber state other than the state of the opening of pro-
ceedings. This provision is meant also for the tax au-
thorities and social security authorities (Art.39). The
Regulation further provides for a duty to inform
known creditors in the other member state and the
language to be used in the specific notice. Finally, in
general, the EU Insolvency Regulation only applies
to intra-Community relations; in cross-border insol-
vency cases relating to non-EU states the rules of
general private international law or specific legisla-
tion of a country in this field apply.

The model

It seems quite evident that a secondary proceeding
can only have a winding-up character (Art. 27). The
model of main proceedings and concurring secondary
proceedings, having this nature, has been criticized. It
is submitted, however, that this limitation flows from
the clear desire “... to achieve a system of internation-
al cooperation that is simple and easy to under-
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stand”.1® At the same time, during the preparation of
(what now is) the Regulation the predominating
thought was that “...
ordination and the influence rights given to the main

the rules of mandatory co-

trustee would provide enough means to protect the
rescue efforts in the main forum. This line of reasoning
explains the rule adopted: secondary proceedings are
possible, provided they are of the winding-up type, but
they are subject to the ... main-secondary scheme of
coordination”.!? It is mainly in the power of the lig-
uidator in the main insolvency proceedings to exercise
measures for coordination, e.g. he may request the
opening of secondary proceedings in other member
states (Art. 29), participate in secondary proceedings
(Art. 32(3)), request a stay of the process of liquida-
tion of secondary proceedings (Art. 33(1)), request
termination of this stay (Art. 33(2)), propose a rescue
plan in the context of these secondary proceedings or
he may disagree with finalizing liquidation in sec-
ondary proceedings (Art.34(2)). He shall furthermore
lodge all claims in the secondary proceedings which
have been lodged in the main proceedings (Art.
32(2)), he is duty bound to communicate information
(Art. 31(1)) and to cooperate (Art. 31(2)). Both latter
obligations are duties for liquidators in secondary pro-
ceedings too.

The mutual duty between liquidators to communicate
and to cooperate symbolizes that liquidators have to
bridge the still existing deficit of uniform law. The per-
formance of the duties to communicate and to coop-
erate is necessary in order to voice, with regard to all
claims, the principle of equal treatment of pari passu
ranked creditors. In a dozen or so separate provisions,
the Insolvency Regulation gives shape to the idea of
“unity of estate” (there is after all one debtor), with re-
gard to which he who has the most dominant role (the
main liquidator) in principle directs the completion of
the insolvency process, under the supervision of a na-
tional court. In this process the main liquidator has,
with regard to the secondary proceedings, a set of con-
trolling or coordinating (procedural and substantive)
powers that he can exert. It is for this reason that for
the model of international insolvency law in the sys-
tem of the EU, I use the description of “coordinated
universalism”.

European insolvency practitioners are presently dis-
cussing the creation of a set of best practices to serve
as a guide for their cross-border work.20

18 See Virgos (1998), 11.

19 See Virgos, o.c., 11.

20 See my editorial (2005) “It’s Time to Cooperate”, International
Corporate Rescue 2 (6),291.
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Converging tendencies

The model of the Insolvency Regulation consists of
four building blocks:

(i) main proceedings, the law of which (lex concur-
sus) has universal (within the EU) effect,

(ii) special rules on applicable law (in contrast of a
choice of law for lex concursus) in the case of
particularly significant rights and legal relation-
ships (e.g. rights in rem and contracts of em-
ployment),

(iii) special “territorial” proceedings (covering only
assets situated in the state of opening) to run
alongside main insolvency proceedings with
universal scope, and

(iv) coordination between these proceedings.

The model, as indicated and expressed in Recital 12,
acknowledges the existence of widely differing sub-
stantive laws, mainly (but not exclusively) the widely
differing laws on security interests and the preferen-
tial rights enjoyed by some creditors in the insolven-
cy proceedings to be found in the Community. Is
there no alignment between elements of national in-

solvency law systems whatsoever?

One may detect a number of general tendencies,
which in my opinion reflect that those who are in-
volved in insolvency law (states, insolvency practi-
tioners, courts, academics) are not thrown back fully
on their own national sets of legislation and rules.
Some main stream of alignment or even containing
elements of harmonizing can be seen in certain fea-
tures or topics of (international) insolvency law. Let
me just name a few of these. In Europe many coun-
tries have revised and amended their legislation on
insolvency law in the last two decades. Here one may
observe two tendencies. Since the 1980s in over ten
EU countries specific legislation has been intro-
duced to deal with consumer debt. The Netherlands,
Belgium and Germany followed in the late 1990s.2!
Another main stream in the domestic legislative do-
main is the inclusion of corporate rescue type of pro-
ceedings. Since the 1980s substantial revision has
taken place in countries like England and Scotland,
France and Belgium and in 1999 Germany and Italy.
Poland and Romania followed in 2003, Spain in 2004
and France (again) in 2006, whilst in the Netherlands
a substantial revision is underway. In many of these
countries the US Chapter 11 procedure has served as
a model for legislators.22 A more recent observation

21 Insolvency regulation for natural persons is (still) rare in Central
and Eastern Europe, see Balcerowitcz et al. (2004).
22 Gromek Broc and Parry, eds., (2004).




is the enactment or renewal of rules dealing with
cross-border insolvency cases in relation to non-EU
countries (Germany 2003; Poland, Spain and Bel-
gium in 2004, the UK in April 2006), although re-
markably the initiatives seem to progress in an un-
coordinated manner.

Soft law is another tendency. Some ten years ago the
Cross-Border Insolvency Concordat was adopted,
which was drafted by the International Bar Associa-
tion’s Committee on Insolvency, Restructuring and
Creditors’ Rights. The concordat contains a design for
the approach and harmonization of cross-border in-
solvency proceedings, aimed at a better collaboration
and “equity”. The idea of a cross-border concordat
(or: protocol) was realized in practice, during ongoing
international insolvency cases, such as Re Maxwell
Communication Corporation plc?? and Re Olympia &
York Developments Ltd. v. Royal Trust Co.* The ex-
perience gained during these cases was shared with
others, discussed and finally described in the concor-
dat. A “protocol” has since been used in over twenty
large cases, some of them also involving European in-
solvency proceedings.

Under the auspices of Insol International, the world-
wide federation of national organizations of accoun-
tants and lawyers, specializing in the broad field of in-
solvency (law), issued the Principles for a Global
Approach to Multi-Creditor Workouts in 2000. These
are eight principles indicating “best practice” on how
to act when a company, with a larger number of (for-
eign) creditors, is in financial trouble. The Principles
are jurisdiction-neutral and therefore can be made in
principle applicable, indifferent of the legal system in
that specific country. The publication demonstrates
that the principles are being endorsed by the World
Bank, the Bank of England and the British Bankers
Association and in several jurisdictions (e.g. Korea,
Indonesia, Turkey) this approach is followed? or sug-
gested.26

The EU Insolvency Regulation may be seen as a ma-
jor step in improving the lacuna of cross-border in-
solvency within the major part of Europe. For others,
though, it symbolizes especially the great diversity of
national insolvency laws, where it aims to coordinate
over 80 types of insolvency proceedings in 24 coun-
tries. A group, designating itself as the “International
Working Group on European Insolvency Law”

23[1992] B.C.L.C. 465.
24(1993),20 C.B.R. (3d) 165.
25 Pomerleano/Shaw (2005).
26 Adriaanse (2005).
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(founded in 1999, representing ten member states)
has studied the question of how these differences
can be reconciled with the ongoing economic inte-
gration of Europe and has done research into com-
mon characteristics in national insolvency law sys-
tems. These common elements were captured in the
Principles of European Insolvency Law, fourteen in
number, being presented in 2003 as reflecting “... the
essence of insolvency proceedings in Europe as they
reflect, on a more abstract level, the common char-
acteristics of the insolvency laws of the European
member states.”?” The principles do not deal with
subjects like corporate groupings as an insolvent
debtor or liability of directors or shareholders. In-
stitutions like the United Nations Committee on
International Trade Law (UNCITRAL), the World
Bank and the European Bank for Reconstruction
and Development (EBRD) promote the adoption of
international standards and principles.

Thus we see the first steps are being made in a gener-
al alignment of legal systems, the application of (con-
tracted) approaches, some first signs of willingness to
look for communalities instead of stressing the differ-
ences and the availability of recommendations from
several larger institutions. These may demonstrate, in
the longer run, a development towards tuning and
harmony. Within the EU, with ideas to support fresh
start mechanisms, one may even recognize signs of a
desire to establish and implement consistent policy.
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BANKRUPTCY AND SMALL
BUSINESS — LESSONS FROM
THE U.S. AND RECENT
REFORMS

MICHELLE J. WHITE*

Small business is an important part of the U.S. econ-
omy — about 11% of U.S. households include one or
more self-employed workers.! Among the govern-
ment policies that encourage small business and self-
employment is bankruptcy law. U.S. bankruptcy law
makes it more attractive for individuals to start and
own small businesses by providing a soft landing if
businesses fail: business owners can file for personal
bankruptcy, their business and personal debts will be
discharged, their future earnings will be exempt
from the obligation to repay, and they may be able to
keep their homes and other assets. The fact that
about 17 percent of all personal bankruptcy filings in
the U.S. include some business debt suggests the im-
portance of bankruptcy policy for small business.?

In this article, I first describe small business bank-
ruptcy law in the U.S. Then I discuss research on the
effect of bankruptcy law on individuals’ decisions to
become self-employed and on business credit mar-
kets. Finally I discuss the effects of the bankruptcy
reform legislation that went into effect in the U.S. at
the end of 2005. The reform changed the treatment
of small business owners in bankruptcy and may dis-
courage self-employment.

U.S. bankruptcy law and small business
Because many small businesses are unincorporated,

the business and its owner are legally the same. This
means that debts of the business are personal liabili-

* Michelle J. White is Professor of Economics at the University of
California, San Diego, Research Associate at NBER and a CESifo
network member.

1 See Fan and White (2003).

2 See Lawless and Warren (2005).
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ties of the business owner. Therefore when an unin-
corporated business fails, its owner is liable for a
mixture of business and personal debts and the rele-
vant bankruptcy law is personal bankruptcy law.
Personal bankruptcy law is also important for many
small corporations that fail. This is because lenders
that make loans to small corporations often require
the owner to personally guarantee the debt and/or
allow the lender to take a lien on the owner’s house.
These guarantees and liens abolish the legal distinc-
tion between the corporation and its owner for pur-
poses of the particular loan.

Chapter 7 of the U.S. Bankruptcy Code provides sev-
eral important protections for small business owners.
First, owners of failed businesses are allowed to file
for personal bankruptcy under Chapter 7, where
both their unsecured personal and business debts are
discharged. Second, debtors’ future earnings are
completely exempt from the obligation to repay pre-
bankruptcy debt, so that they can start new business-
es or take jobs working for others without having
their future earnings taxed to repay their old debts.
The 100 percent exemption for future earnings ap-
plies all over the U.S. and is referred to as the “fresh
start.” Third, business owners (like other debtors in
bankruptcy) must use all their wealth above an ex-
emption level to repay pre-bankruptcy debt. Exemp-
tion levels are set by the 50 U.S. states and they vary
widely. Higher exemptions encourage individuals
— particularly those that are risk-averse — to become
self-employed, since they will be allowed to keep
more of their assets if the business fails. In high ex-
emption states, owners of failed businesses may be
able to keep their homes and other assets, while in
low exemption states they keep little more than their
clothes, furniture and cooking utensils.

Most states have several bankruptcy exemptions for
different types of assets, but the most important is
the exemption for equity in an owner-occupied
home - the “homestead” exemption (see Table). As
of 2006, six U.S. states — including Florida and Texas
— have unlimited homestead exemptions. Unlimited
exemptions allow individuals or couples who file for
bankruptcy to shelter millions of dollars of assets
from creditors, as long as the assets are converted in-




Chapter 7 U.S. Bankruptcy Code:

Protection for failed small business owners

tion levels. We used the home-
stead exemption as the basis for

Exemptions from creditor’s access to the debtor’s

comparison, because it is both the

Wealth

largest exemption in nearly all
U.S. states and the most variable.

Future earnings Owner occupied housing

(“Homestead exemption*)

Other We took account of the fact that

100% exemption in all
U.S. states (allowing a
“fresh start)

* Exemption unlimited in
6 U.S. states (e.g. Florida,
Texas)

¢ Exemption up to $500,000
e.g. in Massachusetts and
Minnesota

* Exemptions up to $10,000 in
13 U.S. states

* No exemption in two U.S.
states

Note: This provision was
changed in the 2005
reform. See text.

Most U.S. states
exempt goods of
daily necessity
and some types
of insurance and
retirement
accounts.

renters cannot make use of home-
stead exemptions and, therefore,
they cannot shelter as many assets
when they file for bankruptcy.
Bankruptcy thus provides a much
more generous “insurance policy”
for homeowners who go into busi-

ness than for renters.

Source: Author.

to equity in an owner-occupied home before the
bankruptcy filing occurs. Other states have exemp-
tions that are high but not unlimited — for example,
Massachusetts and Minnesota have homestead ex-
emptions of $500,000. At the other end of the spec-
trum, four states have no homestead exemption at all
and 13 other states have homestead exemptions of
$10,000 or less. Besides the homestead exemption,
most states exempt clothing, furniture, and cooking
utensils, and some have small exemptions for equity
in a motor vehicle, other types of personal property,
and some types of insurance and retirement ac-
counts.?

The effect of bankruptcy exemptions on small
business

How does variation in bankruptcy exemption levels
across U.S. states affect small business and entrepre-
neurial behavior? One hypothesis is that, in states
with higher exemption levels, individuals are more
likely to own businesses because generous exemp-
tions cushion them against the consequences of busi-
ness failure. Another hypothesis is that small busi-
ness lenders are more likely to deny applications for
credit from small businesses that are located in high
exemption states, because entrepreneurs in those
states are more likely to file for bankruptcy and less
likely to repay.

To test these hypotheses, I and two co-authors ex-
amined entrepreneurship patterns and markets for
business credit across states with different exemp-

3 Other features of U.S. bankruptcy law are uniform all over the
U.S. For a more detailed discussion of bankruptcy law and eco-
nomics and additional references, see White (2005).
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Effects on entrepreneurship

Wei Fan and 1 used the Survey of Income and Pro-
gram Participation, a large panel dataset of U.S.
households, to examine how variations in bankrupt-
cy exemptions across states affect individuals’ deci-
sions to choose self-employment versus working as
an employee. Our data cover the years 1993-98. We
estimated a model explaining whether households
contain one or more workers who are self-employed
as a function of the bankruptcy exemption level in
the household’s state of residence plus control vari-
ables. The homestead exemption was represented as
a series of dummy variables representing quartiles of
the exemption distribution, plus an additional dum-
my variable for unlimited homestead exemptions.
To allow the effect of higher exemption levels to dif-
fer for homeowners versus renters, we interacted all
the homestead exemption variables with a dummy
for owners versus renters.

For households that are homeowners, we found that
the probability of owning a business increased from
0.101 in the lowest quartile of the exemption distrib-
ution to 0.135 in unlimited exemption states — or an
increase of 35 percent over the entire range. For
renters, the increase over the same range was from
0.083 to 0.107 — or 29 percent. Both increases are sta-
tistically significant. These results imply that both
homeowners and renters respond strongly to in-
creases in the homestead exemption in making their
decisions to be self-employed. For renters, the strong
response probably reflects the fact that most renters
expect to become homeowners in the future.

The average business owned by a self-employed per-
son is small. We therefore re-estimated the model for
large businesses, defined as having net business in-
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come greater than $2,000 per month. We found that
the probability of homeowners owning big businesses
was 28 percent higher in states with unlimited home-
stead exemptions as compared to states with exemp-
tions in the lowest quartile. This increase was statisti-
cally significant. For renters, the relationship was also
positive, but it was not statistically significant.

We also examined whether entrepreneurs behave dif-
ferently depending on whether their businesses are
incorporated or not. We predicted that owners of
non-corporate businesses would respond more strong-
ly to changes in homestead exemption levels than
owners of corporate businesses, because owners of
corporate businesses are less likely to be personally
responsible for their businesses’ debts. They therefore
are less likely to be affected by whether the exemp-
tion levels in their states are high or low.

For homeowners, we found that the probability of
owning a non-corporate business was 37 percent high-
er in states with unlimited exemptions than in states
with exemptions in the lowest quartile, while home-
owners’ probability of owning a corporate business
was 14 percent higher. Both increases were statistical-
ly significant. Finally, we examined whether home-
owners are more likely to start (as opposed to own)
businesses if they live in states with high homestead
exemptions. We found that their probability of starting
a business was 23 percent higher in states with unlim-
ited exemptions than in states with low exemptions.

These figures, taken together, indicate that bank-
ruptcy law has a strong effect on whether workers
choose self-employment.

Effects on small business credit

In the second study, Jeremy Berkowitz and I exam-
ined how bankruptcy exemptions affect small busi-
ness credit markets. We used data from the 1993
National Survey of Small Business Finance, which is
produced by the Federal Reserve Board of Gover-
nors and the U.S. Small Business Administration. The
survey covers businesses with up to 500 employees. It
asks managers whether they applied for credit during
the previous three years and, if so, whether they were
turned down. It also asks managers whether they
were discouraged from applying for loans during the
previous three years because they anticipated being
turned down. We defined small businesses as credit
rationed if they were either turned down for credit or
discouraged from applying. We ran a regression mod-
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el that explains whether small businesses are credit
rationed as a function of the homestead exemption
level in the firm’s state and control variables. We al-
so included measures of whether the firm or its own-
er previously experienced financial distress or filed
for bankruptcy. We ran separate regressions for non-
corporate versus corporate firms.

One problem with these regressions is that higher
exemptions affect both supply of and demand for
business credit. Demand for business loans rises in
high-exemption states because entrepreneurs are
more willing to borrow and invest when they have
additional wealth insurance. However the supply of
business loans falls in these states, because entrepre-
neurs are more likely to default and file for bank-
ruptcy and this makes lending less profitable. The
overall effect of higher exemptions on the extent of
credit rationing depends on whether lenders reduce
the supply of credit by more or less than entrepre-
neurs increase demand.

Holding other factors constant, our results show that
the probability of a non-corporate firm being turned
down for credit rises from 0.122 at the 25t percentile
of the exemption distribution to 0.196 at the 75t per-
centile — an increase of 32 percent. We also find that
the probability of a corporate firm being turned down
for credit rises from 0.196 at the 25t percentile to
(0.255 in unlimited exemption states — an increase of
30 percent. Both increases are statistically significant.

These results imply that both types of firms are more
likely to be credit-rationed if they are located in
states with high rather than low exemptions. The re-
sults also imply that, holding other factors constant,
corporate firms are more likely to be credit-rationed
than non-corporate firms at all exemption levels.
This makes sense because non-corporate firms have
both the firm’s and the owner’s assets to back up
their loans, while corporate firms have only the
firm’s assets. Finally we found that small businesses
are three times as likely to be credit rationed if they
or their owners have previously filed for bankruptcy
and twice as likely to be credit rationed if they or
their owners have previously experienced financial
distress. Thus past financial difficulties are a heavy
burden when small businesses attempt to obtain
credit. The effect is similar for corporate versus non-
corporate firms.

We also examined how high exemption levels affect
the interest rates that firms paid on their most recent




loan. Here higher exemption levels are unambigu-
ously predicted to cause interest rates to rise, since
both the demand increase and the supply decrease
point in the same direction. For non-corporate firms,
we found that interest rates rise by more than 2 per-
centage points when firms are located in states with
unlimited homestead exemptions rather than in
states with exemptions at the 25t percentile of the
distribution. For corporate firms, interest rates rise
by 0.83 percentage points when firms are located in
states with exemptions at the 75t percentile versus
the 25t percentile. Since some corporations are cred-
it-worthy enough to be able to borrow on their own,
it is not surprising that interest rates paid by non-
corporate firms are more sensitive to changes in ex-
emption levels than interest rates paid by corporate
firms. We also found that a past bankruptcy filing is
associated with interest rates that are 5.4 percentage
points higher for non-corporate firms and 2.1 per-
centage points higher for corporate firms.

A final result is that both corporate and non-corpo-
rate firms receive smaller loans if they are located in
states with higher homestead exemptions. For both
types of firms, loan size is $70,000 to $80,000 smaller
if firms are located in states with homestead exemp-
tions at the 75t percentile rather than the 25t per-
centile.

Overall, these results suggest that small businesses
face more difficulty in raising capital if they are lo-
cated in states with high exemption levels, but — de-
spite this barrier — more individuals in these states
choose to be self-employed.

Small business under the 2005 U.S. bankruptcy
reform

The most significant change made to U.S. personal
bankruptcy procedures under the 2005 reform is that
debtors no longer have an automatic right to file for
bankruptcy under Chapter 7. Instead they must un-
dergo a new “means test,” which compares their in-
come to the median income level in their states. If
debtors’ income per month is more than $100 above
the monthly median income in their states, then they
may be forced to file under another personal bank-
ruptcy procedure, Chapter 13, which has no “fresh
start.” Debtors in Chapter 13 must use part of their
post-bankruptcy earnings for five years to repay their
debt. The repayment requirement is based on a for-
mula developed by the Internal Revenue Service for
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delinquent taxpayers. It sets a fixed dollar repayment
requirement per month that in some cases could be
more than the debtor actually earns.* However the
new means test applies only to debtors who have “pri-
marily consumer debts”, so that small business own-
ers are allowed to bypass it and file under Chapter 7
as long as most of their debt is business debt. For own-
ers of failed businesses who file under Chapter 7, the
bankruptcy reform also makes it more difficult to
shelter financial assets using states’ homestead ex-
emptions, since it includes new restrictions on con-
verting non-exempt assets into exempt home equity
and on moving to Texas or Florida to take advantage
of their unlimited homestead exemptions before fil-
ing. Finally the new law substantially increases the
costs of filing for bankruptcy and imposes new paper-
work and nuisance requirements.’

The research discussed here suggests that potential
entrepreneurs are very responsive to the terms of
the “bankruptcy insurance” policy. The new law re-
duces the amount of insurance that bankruptcy pro-
vides by requiring entrepreneurs to repay more from
wealth or future earnings when their businesses fail.
It therefore forces entrepreneurs to bear greater risk
and provides a much harder landing for those whose
businesses fail. As a result, many potential entrepre-
neurs will find it less appealing to go into business
and fewer new firms are likely to be started each
year in this U.S. This change will have both positive
and negative effects. On the positive side, some en-
trepreneurial activity in the United States is essen-
tially disguised unemployment and wiping it out will
have little adverse effect. Also, business owners are
likely to find it easier to obtain credit, because
lenders will be more willing to extend business loans.
But on the negative side, some of the businesses that
never get started will inevitably involve innovative
new ideas that would have generated jobs and eco-
nomic growth. The result may be higher unemploy-
ment and lower economic growth in the U.S.
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INSOLVENCY IN SELECTED
OECD COUNTRIES:
OUTCOMES AND
REGULATIONS

RIGMAR OSTERKAMP*

This article describes levels and long-term trends of
business and individual insolvency in a country-com-
parative perspective. The developments are inter-
preted with respect to the characteristics (and the
existence) of statutory insolvency rules.

Long-term developments of insolvencies

Figure 1 depicts the long-term development of all in-
solvencies, business and personal. The countries select-
ed are those for which longer-term data exist and
where the reported data differentiate between cases of
business and personal insolvency. In order to make
meaningful comparisons, the raw data on insolvencies
must be normalised. Such a normalisation may take in-

* The author is researcher at the Ifo Institute for Economic Re-
search, Munich (osterkamp@ifo.de). For helpful comments on an
earlier version of this article I am grateful to Christa Hainz,
Ludwig-Maximilians University, Munich.

Figure 1

TOTAL INSOLVENCIES (BUSINESS AND INDIVIDUAL), 1980-2005

per million population

to account different country specificities, like popula-
tion, number of businesses or average business size in
terms of employees. Throughout the article the num-
ber of insolvencies is related to one million inhabitants.

All countries show fluctuations and a more or less
pronounced upward trend. The exception is Sweden
where only a (strong) fluctuation but not an upward
trend is visible. The insolvency figures for the US and
Canada are not only much higher than they are for
the other countries, but they also seem to exhibit a
higher growth dynamic. The latter is not the case,
however, as the compound annual growth rates are
highest by far for Germany (9.6 percent), while the
other countries rank between 4.3 percent (Canada,
with the lowest) and 6.4 percent (Australia).

Business insolvencies

Figure 1 comprises two quite different cases of insol-
vency, those of businesses and of individuals, and,
thus, may not be too meaningful. Figure 2 is only
about business insolvency. Sweden is a remarkable
case, exhibiting a virtual eruption and later a strong
decrease in business insolvencies between 1988 and
1998. Next to Sweden is France, with a long-term up-
ward trend of business insolvencies and an ampli-
tude — the latter occurring approximately in the
same period as in Sweden.

The developments in the remain-
ing countries can be seen more
easily when Sweden and France

7000 are excluded from the picture
6000 1 f?fr"?.ff :cglzglgu:;tg)m\nnh reles (Figure 3). The most striking fea-
Germany: 9.6% ture is the high degree of fluctua-
00 rtande. 1% o tion in all countries — plausibly
4000 Tuk: 5.0% Conada related to the country-specific
3000;322@?}%’%; - S~ —— business cycle. Obvious trends
N exist for Germany, Canada and

2000 —~ \//_// \ Germany the US. Business insolvencies in
1000 — Ye— Germany have been on a nearly
P e ——— '_Vy_ﬁNeylhef\an'ds continuous and strong rise since

Source: American Bankruptcy Institute (2005) and national statistical sources.
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unification with East Germany).
By contrast, a downward trend is
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Figure 2 iour of firms is affected by the law
in a multitude of ways. Moreover,
BUSINESS INSOLVENCIES, 1980-2005 Y .
per million population not only the number of insolvency
3000 cases but also the quality of the
o outcome — from a debtor, a credi-
Swedey\ tor and a social point of view — is
2000 affected. Box 1 lists some of the ar-
/ \ eas influenced by the law.
1500 / \
1 — It should be noted that even the
" ’\/ \—//—\ . et .
official statistical recording of
500 175 i «
/5\0%’:/ cases as “insolvency” (or “bank-
i —— .

04— Cemay ruptey”, for that matter) is affect-
N  cd (item 3 in Box 1).
i e e S S S S SO oY)

Source: see Table 1. . . . .

Not only is business behaviour in-
Figure 3 fluenced by the insolvency law in
BUSINESS INSOLVENCIES, 1980-2005 many ways, the law itself is multi-
600 without Sweden and France, per million population dimensional. In order to charac-
terise insolvency laws and to com-
500 " Germany pare them across countries, Wood
/\ (1995) has identified 7 main and

100 A thertands . .
\ a total of 11 fields of properties of
300 1 \ \ such laws. In a more recent at-
)&/,—/ tempt, David Smith and Strom-
200 1= 7 — AN berg (2005) have developed a tax-
UK onomy which entails 8§ main and a

100 . .
total of 25 fields of properties of

o+ -+ insolvency laws (see Box 2).
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Source: see Table1.
Box 1

visible in the case of Canada, at least from the 1990s
onwards. A clear and nearly continuous downward
trend, however, has occurred in the US since the late
1980s. In 2005, the US figure for business insolven-
cies per million inhabitants is the lowest of the coun-
tries considered here.

The fluctuations of business insolvencies, as depicted
in Figures 2 and 3, can largely be interpreted in terms
of the business cycle. The very strong amplitude of
Swedish business insolvencies, e.g., also roughly coin-
cides with the drastic measures of fiscal reforms and
restructuring of the Swedish economy. Explaining the
different levels across countries, however, is more dif-
ficult. A plausible approach is to relate business insol-
vencies to the respective national insolvency laws.

One should be aware that the legal provisions for
cases of business insolvency affect much more than
only the number of insolvencies treated according to
the officially prescribed legal rules. Instead, the behav-
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The impact of insolvency laws on business behaviour
and outcome

The design (even the existence) of an insolvency law in-
fluences ...

1. Business behaviour
¢ which legal form is chosen for the enterprise
how a project is financed (equity or debt)
the availability of credit and the interest rate level
how risky the chosen projects are
how much effort the management exerts to avoid in-
solvency — or whether bankruptcy is even regarded and
used as a management strategy
(opportunistic behaviour)
thus, how often insolvencies occur
how cases of insolvency are resolved
— guided by the rules of the bankruptcy law
— or settled by bargaining (using self-created rules)

2. Quality of the outcome

¢ what the quality of the procedure is, in terms of:
extent of premature (not necessary) liquidations
(instead of restructuring and/or provision of fresh
money)
extent of retarded (but truly necessary) liquidations
recovery rate for the creditors
potential for a fresh start of the failed enterprise

3. Registering and classification of cases of insolvency

Source: author




Box 2
Taxonomy of corporate bankruptcy codes

Basic characteristics of the laws

¢ National denomination of “liquidation” code

¢ National denomination of “reorganisation” code
® Year of last change

Verification mechanisms

Coordination mechanisms

* Automatic stay of assets in reorganisation?
Automatic stay of assets in liquidation?
Voting rules for approval of reorganisation plan
Flexibility in defining voting classes in
reorganisation

Limits on debt write-downs in reorganisation
Cram-down in reorganisations

Creditor committees

Protection of third party claimants

* Wage guarantee?

¢ Procedure should aim towards preserving
employment?

¢ Priority of wages?

Maintaining asset value

* Possession of assets in liquidation

® Possession of assets in reorganisation

¢ Seniority of new financing in reorganisation?

¢ Time limits to reorganisation?

¢ Time limits to liquidation?

Liquidity and disposal of assets

¢ Exchange of debt for other securities possible

in reorganisation?

Sales mechanism in liquidation?

Auctioneer/trustee incentive compatible?

Limits on whom assets can be sold/transferred to?

First-mover advantages
¢ Debtor has advantage in filing?
¢ Who submits reorganisation plan?

Source: David Smith and Strémberg (2005) .

This impressive list may even be extended, for in-
stance by the costs of the procedure and whether the
court has to open a procedure or can decide not to do
so. In Germany, for example, the costs of an insolven-
cy procedure are considered as relatively high and the
courts may not take up the case when the remaining
assets do not cover the costs of the procedure.

With the help of their taxonomy, David Smith and
Stromberg (2005) provide systematically structured
and detailed information about the business insol-
vency regulations in six countries. A similar recent
attempt has been undertaken by Davydenko and
Franks (2005) for four countries. Their taxonomy,
however, is much more condensed. The information
provided is contained in Table 1.

Table 1 also contains two lines for scores that have
been assigned to the general creditor friendliness of
the national insolvency rules. It is often assumed that
debtor (creditor) friendly insolvency laws lead to a
higher (lower) number of insolvency cases — at least
with respect to the number of those cases that are
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treated within the established procedure (and not
outside, i.e. by mutual consent between debtor and
creditor(s) and according to self-created rules). The
assumption is plausible because a debtor friendly
law establishes property rights that are advanta-
geous for the debtor in terms of debt write-off and
the possibility for a “fresh start”. Thus, an enterprise
under a debtor friendly law may have stronger in-
centives (or weaker disincentives) to fail, and a failed
enterprise may more often use the existing regula-
tions which are — in a sense — at its disposal.

We now compare the scores for creditor friendliness
with Figures 2 and 3. The UK gets high scores for
creditor friendliness by both sources and ranks low
in terms of number of insolvencies. Also France fits
well into the picture. Both sources regard the credi-
tor friendliness as low and France has a relatively
high level of insolvencies. For Germany, the sources
are unanimous concerning the relatively high credi-
tor friendliness of the German system (before the
1999 reform). However, the number of insolvency
cases has been spurred not only since re-unification
(under the old system) but also after the insolvency
reform of 1999 and is presently third behind Sweden
and France. The degree of creditor friendliness of the
US system is assessed quite differently by the au-
thors. While Wood gives a medium score, the other
authors’ score is much more on the debtor friendly
side. However, US business insolvency cases are on a
long-term decline and presently lowest of the coun-
tries in our sample (Figure 3).

It is also plausible to assume that the degree of cred-
itor friendliness influences the recovery rate (last
line in Table 1; see also Box 1). Again we have two
sources. For the UK, France and Germany both
sources are unanimous: the average recovery rate is
highest in the UK and lowest in France — which cor-
responds well to the countries’ degree of creditor/
debtor friendliness. However, the US falls out of line
in this case because a high recovery rate (according
to the World Bank) coexists with a regime of low to
medium creditor friendliness.

That recovery rates under debtor friendly rules are
lower is plausible — but only at first glance, because
creditors are able to adjust their lending behaviour
accordingly. They can be more prudent, can demand
higher collateral and can focus on those types of col-
lateral that are not subject to dilution by preferential
creditors. The latter type of collateral is, in the case of
France, the debtor’s receivables. Other collateral is at
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Table 1
Business bankruptcy procedures, creditor friendliness and recovery rates in France, Germany, UK, and the US
France Germany UK Us

Main procedure, | Redressment Insolvenzordnung Administrative | Chapter 11 Chapter 7
in national Judicaire (the new code since receivership
language 1999)
Bankruptcy Cessation of pay- | Cessation of pay- Default No objective test. | No objective
trigger ments (inability to | ments or over- (covenant Also solvent firm | test

meet current borrowing breach) may enter chapter

liabilities) 11
Control rights Court-appointed | Creditors under court | Secured Debtor, creditors | Trustee

administrator supervision creditor collectively, bank-

ruptcy court
supervision

Automatic stay | Unlimited 3 months None Unlimited None
Super-priority Yes Creditor’s approval None Yes None
financing required
Dilution of Significant Limited None Limited None
secured claims
Scores for
creditor friend-
liness*
LLSV (1-4): 0 3 4 1 n.a.
Wood (1 -10): 1 8 9 6 n.a.
Recovery rate
D & F, mean: 54% 61% T4% n.a. n.a.
D & F, median: 56% 67% 92% n.a. n.a.
World Bank: 48% 53% 85% 76% n.a.
* Higher score means higher creditor friendliness.

Source for the verbal information: D & F: Davydenko and Franks (2005).
Source for the scores: LLSV: La Porta, Lopez-de-Silanes, Shleifer and Vishny (1998) and Wood (1995).
Source for the recovery rate: D & F: Davydenko and Franks (2005) and World Bank (2005).

the disposal of the insolvency courts and may be sold
by them below the highest bid — in order to preserve
employment. Davydenko and Franks (2005) show,
first, that French banks, indeed, adjust to the debtor
friendly environment. In comparison to the UK and
to Germany, French banks demand more collateral
per euro of debt and choose other types of collater-
al. Secondly, the authors point to the fact that the sig-
nificantly different lending behaviour does, however,
only mitigate, not eliminate, the differences in out-
comes: recovery rates are lower and insolvencies
more often in France than in the UK or Germany.

While Davydenko and Franks’ analysis is based on a
large number of insolvency cases studied in detail
but occurred in three countries only, Claessens and
Klapper (2005) study the insolvency rules and the
number of bankruptcy filings of a large number of
countries. The index of creditor rights they use has
been developed by La Porta et al. (1998). It consists
of 4 sub-indices: restrictive reorganisation, mandatory
management turnover, no automatic stay and secured
creditors priority. Claessens and Klapper come to the
conclusion that the frequency of bankruptcy filings
(1) does not clearly correlate with the level of credi-
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tor rights, (2) that there is, however, a positive corre-
lation with an efficiently functioning general judicial
system, and (3) with restrictions to reorganisation.
They find (4) that bankruptcy filings are negatively
correlated with no automatic stay — i.e., automatic
stay of assets, as in the US under Chapter 11 (see
Table 1), increases the frequency of filings.

The extraordinarily high level of business insolven-
cies in Sweden is explained by Buttwill (2004) part-
ly with the high share of insolvencies of “zero em-
ployee enterprises”. Such “enterprises” when failed
are most probably counted as “individual insolven-
cy” in the statistics of other countries. This also fits
well with the fact that the official records of cases of
individual insolvency are extremely low in Sweden
(see below).

A further possible factor influencing the frequency
of business insolvency is payment behaviour. As
Creditreform (2006) reports, there are indeed con-
siderable differences in payment behaviour across
European countries (Table 2). Terms of credit plus
delays of payment add up to an average of 89 days in
Italy and to 37 days in Sweden. But again, the table




Figure 4 ing insolvency sector but is on the
second lowest rank in all coun-
BUSINESS INSOLVENCIES, 2005 .
in % by sector tries (except UK).
in %
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As we have seen, the driving fac-
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Source: Creditreform (2006).

France

tor behind the general growth dy-
namics of total insolvencies, de-
picted in Figure 1, cannot be busi-
ness insolvency, because this type

of insolvency does not exhibit a

significantly increasing trend in

UK Netherlands ~ Norway

most countries (see Figure 2). Fi-
gure 5 shows that the decisive
factor for the overall growth trends as well as for the
differences of insolvency levels across countries is in-
dividual insolvency. Compound annual growth rates

of individual insolvencies are considerably higher

Table 2
Payment behaviour in Europe
Countr Terms of credit plus factual
¥ delays of payment, in days
Italy 89
France 58
UK 54
Belgium 50
Switzerland 43
Austria 41
Netherlands 40
Germany 40
Sweden 37

than those of total insolvencies. Germany and the
Netherlands lead the list with 2-digit growth rates,
while the US and Canada are on lower ranks.

The levels of individual insolvencies per million pop-
ulation reached in 2005 are very different. The high-
est figure by far occurs in the US, while Canada fol-

lows at quite a distance. Germany, UK and Australia,

Source: Creditreform (2006, p. 12).

is only partly able to explain the different insolvency
levels. Sweden and Switzerland (the latter not shown
in the figures of this article), both with very high in-
solvency levels, rank low or middle in the number of
credit and delay days.

The frequency of bankruptcy cases may also be influ-
enced by the average size of enterprises, their size

being next in ranking, have individual insolvency
cases of only about 15 percent of the US level. The
contrast between levels of business and of individual
insolvencies is most striking in the US and Sweden.
While the US in 2005 exhibits the lowest level of
business insolvencies (Figure 3), its level of individ-
ual insolvencies is highest. In Sweden it is just the
other way round: the Swedish level of business insol-
vencies is highest, but the level of individual insol-

distribution, the available legal

forms for enterprises and the sec- ~ Figure
tor structure of the economy. We INDIVIDUAL INSOLVENCIES, 1980-2005
only provide information about ;409 per million population
the sector structure of business Compound annual growth rates
. . . . 6000 | |(for the available data) /|
insolvencies (Figure 4). This sec-

Germany: 13.0%
tor structure (for 2005) is remark- 5000 1 etnerands: 115% =
ably similar between countries. In 4000 1
all countries considered industry Canada: 5.1% Canada
insolvencies account for the low- 3000 | 21O 7
est share of all insolvencies, while o0 /\"/\/
the highest frequency of insolven- ,/ Germany
cies occurs either in the service or 1000 - =K
the trade sector. The construction 0 b m———ee ,f/,N,em,eHa?ds
anecdotal evidence, is not a lead- Source: see Tablet.
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vencies is lowest — and even declining (annual com-
pound growth of -5.5 percent).

Figure 6, without the US and Canada, allows a clos-
er look at the interesting case of Germany, where the
insolvency figures have been exploding since 2001.
The reform of the insolvency procedure in 1999 had
also introduced the possibility of debt cancellation
for insolvent non-business individuals. Immediately,
the insolvency figures reacted and doubled within
two years. A virtual explosion started after the new
law was reformed in 2001. The annual compound
growth rate for 1999-2005 is more than 40 percent in
the case of Germany.

To explain the general trend of steep increases in in-
dividual (or: consumer) insolvency, two main factors
have been identified. First, consumer debt, mostly
unsecured, developed dramatically in industrial
countries. This is mainly due to technical develop-
ments as well as legal deregulation in the capital
markets (Tabb 2005). Second, an important aspect of
any (modern, in contrast to medieval or nineteenth
century) insolvency law is debt discharge. If a law ex-
ists that permits such a discharge, it will be used by
the debtors.

Box 3 provides information on the introduction of
individual insolvency laws and their reforms across
industrial countries. Since 1984, as Tabb (2005) ob-
serves, a virtual wave of individual insolvency laws
has occurred. In nearly all cases, a debtor friendly
legislation has been introduced or the existing laws
have been made more debtor friendly. The excep-
tions seem to be only the US and Canada. Already
for more than a hundred years (since 1898) the US
had a generous (i.e., debtor friendly) individual in-

Box 3

Individual insolvency legislation since 1984
1984 Denmark, United States

1985 Scotland

1986 England and Wales

1989 France

1992 Canada, Norway

1993 Finland

1994 Austria, Germany, Sweden, United States
1996 Hong Kong, Israel

1997 Canada, Netherlands

1998 Belgium

1999 Germany

2000 Luxembourg

2001 Germany

2002 Australia, England and Wales
2005 United States

Source: Tabb, 2005.

solvency law. It had been modified several times in
order to limit abuse, but provided, until recently, ...
broad access to an immediate and unconditional dis-
charge of debts, unhampered even by a correspond-
ing requirement of future income contribution”
(Tabb 2005, p. 2). It is only the 2005 reform in the US
and the 1997 reform in Canada that has taken signif-
icant steps in the direction of reduced debtor friend-
liness. Thus, two opposing trends are observable:
generous laws are made less generous (more restric-
tive), restrictive laws (as until recently in most coun-
tries) are made more generous for the debtor.

Opportunistic behaviour, social welfare

It is plausible to assume that the possibility of debt dis-
charge leads to opportunistic behaviour — by enter-
prises and by individuals. The unprecedented steep in-
crease in individual insolvencies immediately after the
introduction of a debt discharge
legislation, as is the case for in-
stance in Germany, cannot suffi-
ciently be explained by rising un-

employment (in Germany: stag-

/ nating, albeit at a high level), ris-
/

Figure 6
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charge. Zywicki (2005), by contrast, regards the view
that household overindebtedness is caused by over-
lending of banks and adverse income shocks due to
unemployment or health problems as the “tradition-
al model” that can no longer satisfactorily explain the
consumer bankruptcy trends. He concludes: “Individ-
uals increasingly appear to be choosing (italics in the
original, R.O.) to file for bankruptcy as a response to
financial distress, rather than reducing spending or
tapping savings to avoid bankruptcy” (p. 2).

The possibility of an individual debt discharge can be
regarded as consumer insurance because it smooths
consumption paths over time. Grant and Koeniger
(2005) set this in relation to redistributive taxation
and to public welfare programmes, both of which al-
so smooth consumption paths. (The relation between
redistributive taxation and social insurance was ex-
plored already in 1980 by Varian.) For the US, with
state level data, the authors try to show that redis-
tributive taxation and debt discharge legislation are
substitutes, not complements. They even identify a
“policy trade-off in that bankruptcy exemption (i.e.,
debtor’s assets exempted from payment obligations,
R.O.) is less effective in increasing welfare if redis-
tributive taxation is already pronounced” (p. 29).
They go on to set the recent wave of individual in-
solvency laws in Europe in perspective to the al-
ready existing substantial public assistance pro-
grammes in Europe and conclude that, from a social
welfare point of view, “the additional insurance pro-
vided by these reforms is unlikely to be important ...
in these European countries” (p. 30).
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SUSTAINABILITY OF FISCAL
Poricy IN THE EU-15

ANTONIO AFONSO*

Fiscal sustainability is a recurrent topic that coun-
tries ponder with some regularity. At the beginning
of the 1920s, when writing about France’s public debt
problem, Keynes (1923, p. 24) mentioned the need
for the French government to conduct a sustainable
fiscal policy in order to satisfy its budget constraint.
Keynes stated that the absence of sustainability
would be evident when “the state’s contractual lia-
bilities (...) have reached an excessive proportion of
the national income”. In modern terms, there is a
problem of sustainability when government rev-
enues are not sufficient to keep on financing the
costs associated with the new issuance of public debt
or, in Keynes’s words, when “it has become clear that
the claims of the bond-holders are more than the tax
payers can support” (p. 55).

In the last two decades several developed countries
have experienced difficulties coping with budget
deficits, and accordingly economists are examining
the issue more closely. This is an important topic both
in terms of economics and public policy. The issue is
paramount notably for the euro area since equilibri-
um growth paths and the single monetary policy need
to be supported by adequate and sound fiscal policy.

Furthermore, the treaties governing the European
Union impose the practical necessity of sustainable
public accounts. For instance, it is possible to assess
sustainable public finances in terms of compliance
with the budgetary requirements of the European
Monetary Union, i.e. avoiding excessive deficits,
keeping debt levels below the 60 percent of GDP
reference value, and respecting the “close to balance
or in surplus” requirement of the Stability and
Growth Pact (SGP). From a forward-looking per-
spective, one may also notice that the SGP imposes
commitments on member states for budgetary posi-
tions in the medium-term. Therefore, sustainability
could be de facto ensured, provided budget balances
respect a “close to balance or in surplus” target.

* ISEG/UTL - Technical University of Lisbon, Department of
Economics, aafonso@iseg.utl.pt, and European Central Bank, anto-
nio.afonso@ecb.int. The opinions expressed herein are those of the
author and do not necessarily reflect those of the ECB or the eu-
rosystem.
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The issue of sustainability

Fiscal policy sustainability is sometimes associated
with the financial solvency of the government. In
practice, however, what the empirical literature ends
up testing is whether both public expenditures and
government revenues will continue to display their
historical growth patterns in the future. If a given fis-
cal policy turns out to be unsustainable, it has to
change in order to guarantee that the future primary
balances are consistent with government budget
constraint, essentially the relation between govern-
ment assets and liabilities in any period in time.

Theoretically any value for the budget deficit would
be possible if the government could raise its liabili-
ties without limit. Obviously, that is not feasible since
the government is faced with the possibility that, at
some point, the public may refuse to buy more gov-
ernment debt or demand too high an interest rate on
it. It also is worth noticing that the hypothesis of fis-
cal policy sustainability is related to the condition
that the trajectory of the main macroeconomic vari-
ables is not affected by the choice between the is-
suance of public debt and the increase in taxation.
Under certain conditions, it would be irrelevant how
the deficits are financed, implying the assumption of
the Ricardian Equivalence hypothesis, as stated al-
ready in the early nineteenth century by David
Ricardo (1820).!

In more technical terms, a sustainable fiscal policy
should ensure that the present value of the stock of
public debt goes to zero in infinity. This would mean
that the present value of the existing stock of public
debt will be identical to the present value of future
primary surpluses. In other words, it implies impos-
ing the absence of Ponzi games and the fulfilment of
the so-called intertemporal budget constraint.2 Faced
with this condition, governments will have to achieve
future primary surpluses whose present value adds
up to the current value of the stock of public debt.
Put still another way, public debt in real terms can-
not increase indefinitely at a growth rate beyond the
real interest rate, and the government cannot play
Ponzi games forever.?

1 In a related context, governments can also be labelled “Ricardian”
if they behave in a fiscally disciplined way. See Afonso (2005b) for
a related discussion and empirical evidence for the EU.

2 In the 1920s, Charles Ponzi swindled several Boston investors, of-
fering them high returns, which in the beginning he would pay with
the money collected from new investors. Needless to say, Ponzi
ended up being arrested when he no longer was able to pay his
debts. He died a poor man.

3 McCallum (1984) discusses this as a necessary condition to get an
optimal trajectory for the stock of debt.
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Therefore the procedure to assess
the sustainability of the intertem-
poral government budget constraint involves testing
the following co-integration regression between rev-
enues, R, and spending, G:R, =a +bG, +u, Several
conclusions may then be established:’

i) When there is no co-integration, the fiscal deficit
is not sustainable,

il) When there is co-integration with b=1, the deficit
is sustainable,

iii) When there is co-integration, with b < I, govern-
ment expenditures grow faster than government
revenues, and the deficit may not be sustainable. ©

Some stylised fiscal facts in the EU-15

It seems relevant to mention some stylised facts on
government debt developments for the EU-15 coun-
tries.” Between the beginning of the 1970s and the
end of the 1990s the debt-to-GDP ratio exhibited an
increasing trend for most countries throughout the
period. For instance, general government debt in-
creased in Italy from 37.9 percent of GDP in 1970, to
110.6 percent of GDP in 2000. In Germany the debt-

4 Assuming that government revenues and expenditures are non-
stationary variables and that their first differences are stationary
variables, this implies that both series in levels are integrated of or-
der one. Therefore, these two variables should be co-integrated
with co-integration vector (1, —1) to ensure stationarity. See
Hamilton and Flavin (1986), Trehan and Walsh (1991), and Hakkio
and Rush (1991).

5 See Afonso (2005a), for a more detailed technical presentation.

6 Hakkio and Rush (1991) demonstrate that if G and R are non-sta-
tionary variables in levels, the condition 0 < b < I is a sufficient con-
dition for the budget constraint to hold. However, when revenues
and expenditures are expressed as a percentage of GDP or in per
capita terms, it is necessary to have b = I in order for the trajecto-
ry of the debt to GDP not to diverge in an infinite horizon. Quintos
(1995) and Ahmed and Rogers (1995) further discuss the necessary
conditions for sustainability in terms of the order of integration of
public debt.

7 Notice that only explicit government debt is considered. Indeed,
implicit debt is outside the scope of the analysis since methods for
computing it, notably future pension-related liabilities, are far from
consensual in the literature and are quite dependent on the as-
sumed hypothesis.
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Source: Afonso (2005a), data from the AMECO database.

to-GDP ratio was 18.2 percent in 1970 and went be-
yond the 60 percent level in 1997. According to
European Commission data, in 2003 three countries
still had a debt-to-GDP ratio above 100 percent (Ita-
ly, Belgium and Greece), while in three other coun-
tries the debt ratio was higher than 60 percent (Aus-
tria, Germany and France).

In the period 1970-2003 the highest debt-to-GDP ra-
tios were reported in Italy and Belgium (the country
with the highest debt-to-GDP ratio in that period),
and their high debt service payments induced sub-
stantial budget deficits despite primary budget sur-
pluses. A reversal of that general trend is noticeable
only at the end of the 1990s, as the several “more in-
debted” countries tried to fulfil or at least come clos-
er to the Maastricht debt criterion.

The consequences of choosing different fiscal poli-
cies may be exemplified by looking, for instance, at
the public debt paths of some of the EU countries, as
depicted in Figure 1. For instance, the adding-up of
successive and significant budget deficits in Italy and
in Belgium had a clearly identifiable impact on gov-
ernment debt, with the debt-to-GDP ratio rising
steadily until the middle of the 1990s. Germany and
France also exhibited a slowly growing debt ratio
throughout the 1980s and 1990s. On the other hand,
the debt ratio in the UK followed an overall down-
ward path, while Ireland changed from being a high
debt country in the 1980s to a “less indebted” coun-
try in the 1990s.

With regard to government expenditures and rev-
enues, the main conclusion seems to be that the bur-
den of public expenditures and revenues on GDP
has increased since the 1970s in almost every coun-
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try. Another stylised fact is that between 1970 and
2003, the ratio of government expenditures to GDP,
for most countries, exhibited a higher growth rate
than the ratio of government revenues to GDP. This
conclusion holds for all countries except for Bel-
gium, Ireland and Italy. This increase in total expen-
ditures must be seen against a background where
governments gradually tried to focus economic poli-
cy towards a better fulfilment of the usually defined
“Musgravian” goals: macroeconomic stabilisation,
income redistribution and more efficient resource al-
location. In fact, it was during the 1970s and 1980s
that most industrialised countries increased the cov-
erage of social programmes, such as unemployment

insurance.

Fiscal sustainability in the EU-15: evidence from

government debt

Afonso (2005a) applied unit root tests to the stock of
real public debt for the period 1970-2003, also taking
into account the fact that there may be structural
breaks in the debt series. For instance, this could be
the case for Germany due to reunification in 1990.
Therefore, following a recursive approach, the null
hypothesis that the debt series has a unit root can be
tested against the alternative of stationarity with
structural change at some unknown break date cho-
sen endogenously. Table 1 summarises results for the
existence of stationarity in the debt series, alongside
with the detected break dates.

The results allow for the rejection of the unit root hy-
pothesis, therefore the existence of sustainability may
be possible for Austria, Finland, Germany, Sweden
and the UK, using the overall results of both reported
tests. However, in general there is not much evidence
against the unit-root hypothesis for most of the debt
series in the EU-15 countries; in other words the sus-
tainability hypothesis is mostly not supported.

Interestingly, most of the breaks reported in Table 1
seem to cluster in the 1990s and more specifically
in the first half of the decade, notably Austria in
1991/92, Finland in 1990/91 and Germany in 1993/94.
One can also mention that, for instance, in Finland the
debt-to-GDP ratio increased by more than threefold
between 1990 and 1992 (while there was a severe re-
cession in 1991/92). On the other hand, the estimated
break date for Germany occurs only in 1993.

One should also notice that the number of observa-
tions used is only 33 at most, and the accuracy prob-
lems of unit root tests with small samples are well
known. However, the alternative approach of using
quarterly data would constrain the time period, so
that it is usually preferable to use a longer sample of
annual data instead of more observations along a
smaller time span. Furthermore, the rejection of the
stationarity hypothesis does not mean that public ac-
counts are not sustainable. Indeed, the stationarity of
the variation of the stock of public debt is a sufficient
condition, and stationarity rejection does not neces-
sarily imply the absence of sustainability in the gov-
ernment accounts.®

Fiscal sustainability in the EU-

Table 1
Test results for sustainability in general government debt 15: evidence from total revenues
and expenditures
Zivot and Andrews P
- erron test
Countr Period i i i
y Break | Sustain- | Break | Sustain- Visual inspection of the revenue
date ability date ability and expenditure time series for a
Austria 1970-2003 | 1992 Yes 1991 No given country may provide an
Belgium 1970-2003 1991 No 1988 No . -
Denmark 1971-2003 | 1993 No 1989 No early clue regarding fiscal sus-
Finland 1970-2003 | 1991 Yes 1990 Yes tainability. This is exemplified in
France 1977-2003 1988 No 1988 No Figure 2, which depicts govern-
Germany 1970-2003 1994 No 1993 Yes :
Greece 1970-2003 | 1978 No 1991 No ment expenditures and revenues,
Ireland 1970-2003 | 1985 No 1984 No as a percentage of GDP, for Italy,
Italy 1970-2003 1991 No 1990 No
Luxembourg | 1970-2003 | 1986 No 2000 No Germany, France and the Nether-
Netherlands 1975-2003 | 1991 No 1986 No lands. One suspects in advance
Portugal 1973-2003 | 1984 No 1991 No that Italy and France may not
Spain 1970-2003 1992 No 1991 No : e
Sweden 19702003 | 1997 No 1999 | Yes pass the sustainability tests.
United Kingdom | 1970-2003 1987 Yes 1986 Yes
Source: Afonso (2005a). $ See Trehan and Walsh (1991).
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Table 2 reports the results of co-integration tests per-
formed with the government revenues and expendi-
tures as a percentage of GDP (only for the cases
where there is a significant co-integrating relation).

According to such results, it seems possible to reject
the hypothesis of fiscal policy sustainability for the
majority of the countries. Indeed, only for Austria,
Germany, Finland, Netherlands and Portugal is there
a significant co-integration relationship between rev-
enue and expenditure. However, even then the esti-
mated coefficients for expenditures, where govern-
ment revenues are the dependent variable, are al-

Table 2

Co-integration of government revenues and
expenditures (dependent variable: revenues)

Count Co-integration relation
ountr

Y Engle-Granger Johansen
Austria [1 —0.380]%** [1 —0.418]**
Germany [1 -0.521]** [1 -0.629]**
Finland [1 —0.343]** [1 -0.368]*
Netherlands [1 -0.634]** [1 -0.665]**
Portugal [1 —0.205]%** [1 —0.174]%**

Notes: The symbols *, ** and *** denote statistical
significance at the 10%, 5%, and 1% level, respec-
tively. Only co-integrating relations with at least a
10% significance level are reported.

Source: Afonso (2005a).
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countries exhibited a higher

2003 1

growth rate than public reve-

nues, challenging therefore the

hypothesis of fiscal policy sus-

tainability. These results suggest

that fiscal policy may not have
been sustainable for most countries, with the possi-
ble exceptions of Germany and the Netherlands.

Conclusion

The fiscal policy sustainability issue was discussed in
this note, using the government budget constraint as
the key element of the analysis for the EU-15.
Formally, such constraint requires that all future net
tax revenues (i.e. tax revenues less transfers of cur-
rent and all future generations measured in present
value terms) are enough to cover the present value
of future government consumption and to service
the existing stock of government debt.

With few exceptions, EU-15 governments might
have sustainability problems, although debt-to-
GDP ratios showed signs of stabilising at the end
of the 1990s. Using government expenditures and
revenues as a percentage of GDP, a co-integration
relation was identified for Austria, Germany,
Finland, the Netherlands and Portugal. However,
the estimated coefficients for expenditures in the
co-integration equations for those countries, where
public revenue is the dependent variable, are less
than one.
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Overall, the reported results are comparable with the
ones from some of the existing cross-country litera-
ture and might be considered “unpleasant” from a
policy-maker’s point of view.” A small number of
countries seems to emerge as less likely to exhibit sus-
tainability problems, namely Germany, the Nether-
lands, Finland and Austria. Of these, Germany and the
Netherlands almost always appear less likely to have
sustainability problems. The results presented also
show that even for these two countries the absolute
value of the relevant estimated coefficient in the co-
integration relation is quite below unity, implying that
their fiscal positions may not be sustainable.

Therefore, the aforementioned countries face the
problem of having a higher growth rate for expendi-
tures than the growth rate of revenues. In other
words, if fiscal policy were to be conducted in the fu-
ture as it was in the past, there could be some prob-
lems ahead, even for this set of countries that started,
early in the 1990s, to make efforts in order to meet
strict budgetary criteria. This problem may even be-
come more critical in the light of available projections
for the EU1S5 countries, concerning future public fi-
nancial responsibilities. As a matter of fact, the EC
(2001) reported that ageing populations could lead to
increased expenditure on public pensions by between
3 and 5 percentage points of GDP in most member
states, with larger increases in several countries.
Moreover, fiscal developments during the period
2001-2003 in several EU15 countries do not seem re-
assuring in terms of sustainability of public finances.

Since population shifts towards older societies is an
entirely new phenomenon, it cannot be considered in
econometric results based exclusively on past data.
This does not constitute a general criticism against
purely econometric methods of measuring fiscal sus-
tainability but is instead an argument for expanding
the database. Indeed, implicit public pension liabili-
ties, as part of a country’s global fiscal imbalance,
have to be understood as future borrowing require-
ments, not fully embedded in the public fiscal figures,
leading therefore to added sustainability problems.10

Finally, these results, as most of the results reported in
the literature, are obtained without considering addi-
tional sources of government revenues, for instance
privatisation revenues. Information on privatisation
revenues is not easily available for the EU-15 coun-

9 Afonso (2005a) surveys existing results.
10 For a review of this topic see, for instance, EC (2001) and EPC
(2003).
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tries. Additionally, government assets (wealth) should
be taken into account to make judgements about the
sustainability of public finances (even though data are
mostly lacking).
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FINANCING THE EU BUDGET
— PRESENT SITUATION AND
PERSPECTIVES

JOHANNES CLEMENS AND

ASTRID LEMMER*

The European Council agreed on the new medium-
term planning for financing the European Union be-
tween 2007 and 2013 in December 2005.! The finan-
cial planning involves decisions on the level and
structure of future expenditure and on the rules how
this expenditure is to be financed.

EU expenditure

The annual ceiling for EU budget expenditure
(“payment appropriations”) is currently 1.24 percent
of the gross national income (GNI) of all member
states. The member states’ financial contributions
can be set and collected only up to this amount. In
2004 the total sum actually spent amounted to
€100.1 billion, which, as in previous years, was 0.98

percent of GNI, significantly less than the annual
ceiling (Tables 1 and 2). While this represents a 10.6
percent increase in total expenditure compared with
that of 2003, most of the increase was due to the EU
enlargement on 1 May 2004. Almost 7.5 percentage
points of the growth of nearly 11 percent of the allo-
cable expenditure burden shared by the individual
member states were due to the new member states.?
However, the increase in expenditure resulting from
enlargement was considerably restricted by virtue of
an agreement on transition regulations. For example,
a ceiling of €22 billion was set for structural aid to
the new member states for the years between 2004
and 2006. Moreover, the farmers there received just
25 percent of the usual direct payments in the first
year (30 percent in 2005). The full amount of finan-
cial support will not be paid until the end of a transi-
tional period of ten years.

Expenditure may be subdivided into three main cat-
egories (Figure 1). Agriculture, despite a significant

* This article is a condensed and updated version of Deutsche
Bundesbank (2005), pp 15. The authors are economists at Deutsche
Bundesbank, Economics Department, Public Finances.

1 However, the European Parliament failed to agree to this pro-
posal in January 2006.

2 For the statistics see European Commission (2005).

3 Owing to these measures, net transfers to the new member states
in 2004 were limited to a total of approximately €3 billion.

Table 1
Total EU expenditure and receipts (funds for payments)
in € billions unless shown as a percentage
Item 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006“
Expenditure
Agriculture 39.8 40.5 415 435 444 43.6 48.5 51.0
Structural actions 26.7 27.6 22.5 23.5 28.5 342 324 35.6
Internal policies 4.5 54 53 6.6 5.7 73 8.0 8.9
External policies 4.6 3.8 42 4.4 43 4.6 5.5 54
Reserves 0.3 0.2 0.2 0.2 0.1 0.2 0.4 0.5
Pre-accession strategy” - 12 1.4 1.8 22 4.5 4.6 4.0
Administration 4.5 4.6 49 52 53 5.9 6.3 6.7
Total 80.3 83.3 80.0 85.1 90.6 | 100.1 105.7 112.0
Percentage change from previous year -0.5 38 -4.0 6.4 6.4 10.6 5.5 6.0
Memo Item: percentage of GNI 1.00 0.98 0.91 0.93 0.98 0.98 1.00 1.01
Receipts
Traditional own resources® 13.9 15.3 14.6 9.2 10.9 12.3 13.9 14.2
VAT-based own resource 31.3 352 31.3 22.4 213 139 15.6 159
GNI-based own resource 375 37.6 34.9 45.9 512 69.0 68.9 80.6
Other receipts” 42 4.7 13.5 17.9 10.1 8.3 7.3 13
Total 86.9 92.7 94.3 95.4 93.5 103.5 105.7 112.0
Percentage change from previous year 2.8 6.7 1.7 12 2.1 10.7 2.7 6.0
Balance for the financial year 6,6 9.4 143 10.3 29 34 0.0 0.0
» Budget (funds for payments) for the EU 25. 2005: Amending budget 1,2,3,4,5,6,7 and 8 included. —  Including com-
pensation payments for the new member states. — © Net, i.e., less the refund paid to member states for collection
expenses. In the financial year 2002 the lump-sum refund paid to member states for this purpose was raised from 10%
to 25% of the amount member states contributed to the EU. — ® Including residual surpluses from the previous finan-
cial year.

Source: European Commission (2005) and own calculations.
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Figure 1 ber states in terms of GNI per cap-
ita, it still receives far more than
LE1U ERIAENI DNUING 257 POLIC.Y AREA the average amount of structural
as a percentage of total expenditure . .
60 funds, albeit considerably less
o Agriculture than the three southern European
\/— countries.
40
30 . .
Financing
20
Total of all other categories The EU’s expenditure is largely
10
covered by its own resources (Fig-
0 ; ; ; ; ; ; ures 2 and 3).5 These include tra-
2000 2001 2002 2003 2004 2005 2006

Data for 2005 and 2006 includes supplementary budgets and correction budgets.

Source: European Commission (2005).

reduction from just over 49 percent in 2003 to 43.5
percent in 2004, continued to account for the largest
share of total EU expenditure (€43.6 billion in 2004
compared with €44.4 billion in 2003). Furthermore,
rising expenditure on structural actions was also sig-
nificant (just over 34 percent, or €34.2 billion com-
pared with €28.5 billion a year earlier). Just over
7 percent (€7.3 billion) was spent on “internal poli-
cies” —such as education, energy and environment or
trans-European networks. Pre-accession aid for the
new member states accounted for 4.5 percent.

In regional respects, the EU budget is disproportion-
ately spent. The United Kingdom, the Netherlands,
Sweden and Germany receive relatively little fund-
ing as a percentage of their respective GNI.# By far
the biggest recipients of EU funds, however, are the
Baltic states as well as Greece and Portugal. A fur-
ther breakdown of the expenditure side illustrates,
for example, that, of the old mem-
ber states, the (in relative terms) Figure 2
largest recipients of agricultural
subsidies and structural funds are
still Greece, Portugal, Ireland and
Spain. Ireland received 1.5 per-
cent of its GNI in the form of
agricultural subsidies in 2004 —
surpassed only by Greece. Even
though Ireland is now one of the

resource
13.4%

most prosperous of the EU mem-

4 As the ten new member states did not
join the EU until 1 May 2004, only two-
thirds of each member state’s GNI was
used in the EU budget as a basis for de-

VAT-based own

ditional own resources which con-
sist primarily of customs duties
(2004: just under 12 percent of to-
tal
based own resources, which is collected from the

income), value-added-tax-
member states on the basis of a harmonised assess-
ment base (13.5 percent), and GNI-based own re-
sources (just over 66.5 percent).t

The United Kingdom receives a refund of 66 percent
of its actual net contribution (excluding traditional
own resources) as a result of an agreement which
was concluded in 1985. The contribution made by the
other member states to finance this correction is

5 Financing the EU budget by borrowing is legally forbidden.
Planned receipts and expenditure must be completely matched.
Any surplus is to be shown on the receipts side in the following fi-
nancial year. Any unforeseen expenditure requires an amendment
to the budget.

6 The reduction in VAT-based own resources and the simultaneous
increase in GNI-based own resources that have occurred since 2002
are the result of an agreement reached by the European Council in
March 1999 (Agenda 2000). This initially lowered the maximum
levy rate for VAT-based own resources from 1.0 percent to 0.75
percent (2002 and 2003) and then from 2004 to 0.5 percent of the
harmonised VAT assessment base (see Figure 3).

TOTAL EU RECEIPTS IN 2004

Traditional own
resource
11.9%

Surplus
5.3%

Other

termining the amounts of VAT-based own
resources and GNI-based own resources
that they had to contribute. By analogy,
only two-thirds of the new member states’
GNI is taken into account here.

GNI-based own
resource
66.7%

Source: see Figure 1.
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Although the figures for net con-
tributions are informative and
play an important political role,

they should be put in perspective.
Inaccuracies arise because some of

Figure 3
BREAKDOWN OF EU'S OWN RESOURCES
as a percentage of total resources
100%
Traditional own resources
80%1

VAT-based own
resource

60%

40%

20%

0%
1997 1998

Source: see Figure 1.

1999 2000 2001

again based on their national GNI. Since 2001,
Germany, the Netherlands, Austria and Sweden have
been paying only 25 percent of the resultant correc-
tion contributions with all other member states pay-
ing a correspondingly larger amount.” In absolute
terms, the correction in 2004 meant just over €35 bil-
lion in financial relief to the United Kingdom.8

Net contribution

With a net contribution of 0.4 percent of its GNI the
Netherlands was the largest net financier of the EU
budget in 2004 in terms of economic strength followed
by Luxembourg (just under 0.4 percent of GNI),
Sweden (just over 0.3 percent) and Germany (0.3 per-
cent). The largest net recipients, on the other hand,
were the Baltic states, Lithuania, Latvia and Estonia,
as well as Greece and Portugal (Figure 4).

Obviously the expenditure side determines the re-
spective net position, whereas the budget contribu-
tion is raised largely proportionally to national
wealth in terms of GNI. The advantageous net re-
ceiver position of the new member states in 2004 is
not so much a result of the traditional areas of EU
budget expenditure as of the pre-accession bridging
aid granted to the accession countries (almost 1.1
percent of the GNI of the ten accession countries).

7 Previously, Germany alone had been relieved of one-third of its
actual payments under the correction agreement in favour of the
United Kingdom.

8 In 1999 (Agenda 2000) the European Council decided that the
commission had to undertake a general review of the financing sys-
tem by 1 January 2006. The commission suggested a general cor-
rection mechanism to avoid unusually large net contributions by
member states. However, in the European Council conclusion on
the financial perspective 2007 to 2013 no agreement on a general
reform of the system was found.

2002
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the receipts — such as customs du-
ties (as part of the traditional own
resources), which are concentrat-
ed in a few countries with major
ports, especially the Netherlands
and Belgium (“Antwerp-Rotter-
dam effect”), and also various
types of expenditure, such as ex-

penditure on administration that is

2003 2004

heavily concentrated in Belgium
and Luxembourg — cannot be allo-
cated to specific member states
with any certainty and are therefore neglected.” The
EU also makes payments within the framework of its
external actions, which do not accrue to EU member
states and therefore do not represent allocable expen-
diture. Therefore, the figures presented here exclude
the traditional own resources on the receipts side as

Figure 4

NET CONTRIBUTION TO THE EUROPEAN BUDGET, 2004
as a percentage of national GNI

Netherlands
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Note: Traditional own resources and administrative expenditures are not
included in the calculation of net contribution rates.

Source: see Figure 1.

9 For the informative value of net contributions see Deutsche
Bundesbank (1999), p. 65.
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well as the cost of administration and external actions
on the expenditure side.

EU budget in 2005 and 2006

The budget for the year 2005 (Table 1) provides for
expenditure of €105.7 billion, which is equal to 1.0
percent of EU-25 GNI. Given an increase in total ex-
penditure of 5.5 percent, expenditure on agriculture
and rural development will be €4.9 billion (or 11
percent) higher than in the previous year’s budget.
This is due not only to the increase in direct assis-
tance for the new member states but also to the ef-
fects of the reform of the Common Agricultural
Policy, according to which there is to be a particular-
ly sharp rise in the funds available for developing the
countryside. In the overall budget plan for 2006 a
further rise in expenditure on agriculture of more
than 5 percent to €51.0 billion out of a total expen-
diture volume of €112.0 billion (or 1.01 percent of
the EU 25 GNI) is planned.! The funds allowed for
structural actions in the 2005 budget plan were al-
most 5.5 percent below those in the previous year. In
contrast to the plan for 2005, expenditure for struc-
tural actions is again to be raised by 10 percent to
£35.6 billion in 2006.

Planning for the years 2007 to 2013

How the member states’ linkage to the EU budget
continues to develop is determined essentially by the
new financial perspective for 2007 to 2013." Accord-
ing to the agreement achieved by the European
Council in December 2005, payment appropriations
which have to be met from the member states’ contri-
butions should start at a maximum of 1.06 percent of
GNI in 2007 and 2008 but are planned to decrease lat-
er on to 0.94 percent in the final year 2013 (Table 2).
On average, payment appropriations will amount to
0.99 percent of GNI between 2007 and 2013. Over the
planning period, the total figure for expenditure of
EU 27 is €862.4 billion in appropriation commit-
ments (1.04 percent of EU GNI).

10 See Table 1 for figures related to the former categories. As new
categories are implemented, the figures become difficult to com-
pare.

1 The financial perspective is a multi-annual financial framework
for EU expenditure. It is therefore of a binding nature in that the
expenditure ceilings for the individual headings are to be observed.
The financial perspective is unanimously agreed by the European
Parliament, the Council and the Commission (“Inter-institutional
Agreement”). Detailed budgetary plans are to be approved for
each of the years in question.
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According to the UK Presidency’s proposal, expen-
diture on internal policies (citizenship of the union)
and external actions (EU as a global player) is to rise
between 2007 and 2013 by an annual average of al-
most 9.5 percent or just under 4.5 percent, respec-
tively. From a financial point of view, however, this is
of minor importance compared with the expenditure
earmarked for agriculture and structural actions.

Common Agricultural Policy

In the new financial perspective, expenditure on the
common agricultural policy (CAP), which still ab-
sorbs the lion’s share of the EU budget, is to form
the largest section under the new heading “preserva-
tion and management of natural resources”. In real
terms, expenditure on the CAP is to decline slightly
although the direct payments to farmers in the new
member states that are unrelated to output are to
rise continually over the coming years. This means
that until 2013 the budgeted share of expenditure on
the agricultural sector should drop to 40.5 percent,
which would then be clearly below the share of funds
spent on general structural actions (45.5 percent).

This downturn in expenditure in the agricultural sec-
tor is based on the Luxembourg resolutions on the
reform of the CAP of June 2003. The key element of
this is the decoupling of direct payments from pro-
duction. Another element of the reform is the linking
of direct payments to the observance of additional
specifications (“cross-compliance”). The subsidy is
paid only if the farmer maintains certain minimum
standards, mainly with respect to environmental pro-
tection. The purpose of the strengthened rural devel-
opment policy!? (“pillar 2”) under the reformed CAP
is to help to achieve these objectives. Furthermore,
provision has been made to redirect funds from the
areas of market policy and direct payments (“pil-
lar 17) to rural development (“modulation”).

The accentuated market orientation that is en-
shrined in the Luxembourg resolutions and is to be
achieved by changing over to direct payments that
are not linked to production and by reducing inter-
vention prices could help to weaken the misguided
incentives to deploy excessive resources.’> However,
more radical measures would be appropriate within

12 The (new) rural development policy was excluded, by virtue of
the Commission’s proposal on the financial perspective, from the
“structural actions” and allocated to agriculture.

13 See OECD (2004).




Table 2
Financial perspective for the EU budget, 2007 to 2013
2004 prices
Ttem 2006” 2007 2008 2009 2010 2011 2012 2013 Total
in € billion
1 Sustainable Growth 477 511 521 533 540 549 564 578 3797
— Competitiveness for Growth and Employment 7.9 83 8.9 95 102 11.0 118 126 721
— Cohesion for Growth and Employment 39.8 428 433 438 438 440 446 452 3076
2 Preservation and Management of Natural
Resources 563 550 543 537 530 524 518 511 3712
of which: Market Related Expenditure and
Direct Payments 429 431 427 423 419 415 410 406 293.1
3 Citizenship. Freedom. Security and Justice 1.0 1.1 12 1.3 14 1.6 1.7 1.9 103
4 EU as a Global Player” 8.3 6.3 6.6 6.8 71 7.4 7.7 81 50.0
5 Administration” 6.7 6.7 6.9 7.1 72 7.3 7.5 7.7 503
6 Compensations 1.1 0.4 0.2 0.2 0.8
Total Appropriations for Committments 1212 1206 1213 1224 1228 1236 125.1 126.6 8624
Total Appropriations for Payments 112.0 116.7 1195 111.8 1181 1156 119.1 118.6 8194
as a percentage of GNI
Committment Appropriations 1.09 110 108 106 1.04 103 1.02 1.00 1.04
Payment Appropriations 1.01 106 106 097 100 096 097 094 099
Margin Available 023 018 018 027 024 028 027 030 025
Own Resources Ceiling 124 124 124 124 124 124 124 124 124
4 Expenditure for 2006 in accordance with the current 2000-06 financial perspective broken down for comparison in accor-
dance with the new expenditure structure. — ® It is planned to integrate the European Development Fund into the EU
budget in 2008. — © Excluding the European Commission’s administrative expenditure, which is covered by the first four
expenditure items.

Source: Council of the European Union (2005).

the framework of a comprehensive reduction in sub-
sidies, even if international competition is distorted
by the subsidies of other countries. A more open ap-
proach to the world market would make it easier, not
least for less developed countries, to gain market ac-
cess for their agricultural products.

Structural policy

While agricultural expenditure is expected to de-
crease slightly in real terms up to 2013, the funds ear-
marked for general structural actions (to be known
as “sustainable growth” in future) will increase sig-
nificantly. Its share of the budget is to grow from 42.5
percent in 2007 to 45.5 percent in 2013. The funds
planned for the subsection “competitiveness for
growth and employment” (almost 7 percent of total
EU expenditure in 2007; notably education and re-
search promotion, and trans-European networks) are
to be increased by an annual average rate of 7.5 per-
cent to a share of 10 percent in 2013, a decision which
has to be seen not least in connection with the Lisbon
strategy. Expenditure in the subsection “cohesion for
growth and employment” (formerly “structure and

cohesion fund”) is planned to increase on an annual
average of 1 percent. Its share of total expenditure is
to remain over the planning period at about 35.5 per-
cent. The increase in the funds for structural policy is
due mainly to the increasing integration of the ten
new member states and the expected accession of
Bulgaria and Romania during the planning period,
which will mean an accentuation of the economic
heterogeneity of the member states.

EU enlargement has meant a discernible decline in
the average per capita GNI. Even so, if the existing
assistance criteria — especially the regional per capi-
ta GNI of less than 75 percent of the EU average —
are applied, few of the present development regions
will have to forgo payments from the structural fund.
Only a relatively small number will probably exceed
the 75 percent threshold on statistical grounds alone.
However, regions in Spain and eastern Germany, in
particular, could be affected. Owing to EU enlarge-
ment, the total number of low income (“Objective 1)
areas has risen significantly. Moreover, transitional
regulations are planned which, on the one hand, re-
strict the level of subsidies to be paid to the recently
acceded countries on the grounds that they presum-
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ably will have a limited absorption capability and
which, on the other hand, ensure that those regions
already enjoying assistance funds can expect to do so
in future. Accordingly, subsidies to the “old” member
states, which are to continue receiving half of the
funds from the structural fund, will decline only
slightly in real terms.

The aim of the European structural policy is to assist
regions with below-average economic strength and
thereby foster convergence within the EU. As in all
statutory promotion measures, however, there is also
the danger that undesirable incentives are created
and that a transformation to a more efficient struc-
ture (with respect to the allocation of capital and
labour) is thereby impeded. Sometimes, too, there
appears to be insufficient consultation on the various
European development objectives, and there is the
danger of assisting some regions several times over.
It therefore seems sensible to submit the EU’s re-
gional policy to a critical examination, too.

Conclusion

The debate on EU finances has essentially raised
questions about the extent of centralisation, redistri-
bution within the European Union and the tasks to
be performed at the European level. The principle of
subsidiarity enshrined in Article 5 of the EC Treaty
argues — in cases of doubt — in favour of the fulfil-
ment of tasks at national level and therefore advo-
cates restricting the volume of the EU budget. The
objective of strictly reviewing individual elements of
government expenditure and, in particular, of consis-
tently limiting subsidies in order, ultimately, to
achieve a consolidation of public finances and a re-
duction in the persistently large contribution burden
within the EU should also apply to the EU budget.

The planned curb on agricultural subsidies is a step
in the right direction. However, further reforms in
this area are appropriate. Making the agricultural
sector more open to international competition
would be a case in point. One measure that could
lead to a general reduction in subsidies and further
limit the extent of the EU budget could possibly be
financed jointly by the member states in a regulated
manner.

In structural policy, too, greater attention should be
paid to a transparent and efficient use of resources.
With regard to supporting the catching-up process in
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the economically weaker member states, a strength-
ening of investment spending is especially impor-
tant. Nevertheless, in this area too, attention has to
be paid to the risk of promoting ultimately uneco-
nomic structures and of resources simply being re-
channelled. It is also typically the case that it is very
difficult to reduce subsidies once they have been in-
stalled. A stronger focus on assistance for member
states with generally weaker economies might im-
prove the targeting of resources since the other
countries would no longer take the indirect course of
financing via the EU budget.
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RussiA’S FLAT TAX: MYTHS
AND FACTS

CLIFFORD GADDY AND

WiLLiAM G. GALE*

Five years ago, Russia replaced its old graduated
personal income tax by one with a single flat rate of
13 percent. Following the reform, compliance im-
proved, tax revenues shot up, and GDP grew dra-
matically. Is it then true, as often claimed, that Rus-
sia’s example testifies to the economic power of the
flat tax?' Our short answer is “no”. In this note, we
examine the limited research and information avail-
able on the effects of the Russian tax reform of 2001
and present five main conclusions:

1) The change in the personal income tax was not a
stand-alone reform but only one element in a
comprehensive set of fiscal reforms.

2) The personal income tax component of the re-
form package involved more than the introduc-
tion of a low, flat tax rate. Capital income loop-
holes were closed, and tax rates on most capital
income were raised. Radical changes were made
in tax administration and enforcement.

3) The increase in compliance that followed the 2001
reform is more likely attributable to changes in
the administration and enforcement of tax laws
than to lower rates.

4) The tax rate reductions had little if any effect on
labor supply.

5) Economic growth had begun well before the re-
forms were introduced. GDP grew twice as fast
before the income tax reform as it did after.2

* Clifford Gaddy is Senior Fellow in the Economic Studies and
Foreign Policy Studies programs at the Brookings Institution.
William G. Gale is Arjay and Frances Fearing Miller Chair in
Federal Economic Policy, Co-Director of the Tax Policy Center, and
Deputy Director of the Economic Studies program at Brookings.
The views represent those of the authors and should not be as-
cribed to the trustees, officers, or staff of the Brookings Institution.
! In the United States, these claims are most frequently heard from
supporters of the Hall-Rabushka (1995) flat tax. Some assert direct
causality between the introduction of the Russian tax and the im-
provements in the economy (Mitchell 2003). Others simply link the
two repeatedly, being careful never to explicitly assert causation
(Rabushka 2002, for example).

2 In the six quarters leading up to 1 January 2001, when the “flat
tax” reform came into effect, Russia’s GDP grew at an average an-
nual rate of 10.6 percent. In the six quarters immediately following
the introduction of the new tax, it grew at a 4.7 percent annual rate.
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The Russian tax system in the 1990s3

To understand the relative importance of various as-
pects of the 2001 reforms, it is useful to step back and
examine the pre-reform situation. The Russian tax
system in the 1990s was stunningly primitive.
Administration and enforcement were notoriously
weak. The very legal basis for tax collection and au-
diting was severely limited. Taxpayer IDs did not ex-
ist. Tax rates were punitively high and took particu-
larly damaging forms, such as turnover (gross re-
ceipt) taxes that hit even those firms that were losing
money.

The results are predictable. Graft, corruption, eva-
sion, and delinquency were rampant. When they did
pay at all, large taxpayers typically negotiated pay-
ments independently of their actual obligations. A
common practice was to offset tax obligations against
goods or services delivered to the government. Only
in some cases had those goods actually been ordered
in government procurement orders. Frequently the
cash-strapped enterprises offered the goods — mainly
goods that were otherwise unmarketable — after they
had been declared delinquent.

The problems of tax collection were broadly recog-
nized. In early 1996 President Boris Yeltsin appointed
a blue-ribbon commission to investigate the largest
corporate taxpayers in the country (Karpov 1997).
Presenting its report after an 18-month study, the pan-
el found that during the period of review, these large
enterprises paid less than 8 percent (!) of their tax
bills in actual cash. They simply did not pay 29 percent
of their obligations at all, while “paying” the remain-
ing 63 percent in the form of offsets and barter goods.
The market value of the goods delivered was far be-
low the nominal price used in the offsets, leaving the
government with substantially less in real revenues
than officially accounted for.

The federal government was particularly victimized
by these schemes. Enterprises frequently colluded
with regional and local officials to hide income and
hence keep revenues away from the federal govern-
ment for taxes whose revenues were split between
local and national authorities. In other cases, local
governments demanded that enterprises pay their
taxes in the form of goods and services that could
only be used locally and not be shared with the fed-
eral government (for instance, by providing road

3 See Gaddy and Ickes (2002) and Chua (2003) for more details.
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construction or repairs of buildings). Often, if the
federal government received anything at all in these
schemes, it was only what the regional governments
did not want.#

As aresult of these practices, the Russian budget ran
massive deficits. Even using the inflated prices used
in the offset deals, federal revenues plummeted —
from 16.2 percent of GDP in 1995 to 12.4 percent in
1998. To finance its deficits, the government had re-
sorted to extensive borrowing outside and inside
Russia at increasing and unsustainably high costs,
thus digging itself even deeper in debt. Finally, on
17 August 1998, the government defaulted on about
$40 billion worth of its own ruble-denominated debt
instruments (so-called GKOs), around $17 billion of
which were held by foreigners.

Following the debt crisis, and a brief period of near-
paralysis of the economy, Yeltsin addressed the fiscal
situation with new determination. Over the next
year, he tapped three successive representatives of
the police and security agencies to serve as prime
minister. The last of these was Vladimir Putin, then
head of the Federal Security Service, successor to the
KGB. In December 1999 Yeltsin announced his own
retirement, to take effect on 1 January 2000, and he
appointed Putin as acting president.

Under Putin the Russian government showed even
greater resolve to deal with tax enforcement issues.
In his first presidential state of the union message,
Putin declared that compliance with the new tax law,
then about to be adopted by the parliament, was a
civic duty of all Russians (Putin 2000). He accompa-
nied his moral exhortations with a high-profile pub-
lic relations campaign to raise the profile, prestige,
and power of tax enforcement agencies. A typical
measure was his decree in early 2000, designating
March 18 as a new “professional holiday”: the Day of
the Tax Police. At the same time, the tax police began
asserting themselves with respect to both corporate
and individual taxpayers. Oil companies were threat-
ened with denial of access to export pipelines if they

failed to pay taxes. In June 2000, six months before
the 2001 reforms took effect, the tax police began as-
sembling detailed personal data on taxpayers in the
city of Moscow. Senior tax officials stated that the
campaign was part of “an effort to clamp down on
the widespread practice in Moscow of wealthy indi-
viduals sheltering income” (Jack 2000).

The 2001 reformss

The new tax law enacted in July 2000 and brought in-
to force at the beginning of 2001 changed both the
structure and administration of taxes. The personal
income tax (PIT), which had been a graduated tax
with marginal rates of 12, 20 and 30 percent, was re-
placed by one with a flat rate of 13 percent. The re-
forms also widened the tax base by eliminating many
deductions and exemptions. Prior to the reform, the
average tax rate was 14 percent, so the net change in
average tax rates was small.

Capital income was taxed at higher rates, though, and
these rates generally increased in 2001. The tax rate
on dividends was raised from 15 percent to 30 per-
cent. The corporate tax rate remained at 30 percent,
but municipalities were allowed to, and did, impose
an additional 5 percent tax. Other forms of personal
income, such as gambling, lotteries, insurance, below-
market-rate loans, and excessive bank interest pay-
ments, faced tax rates of 35 percent, in an effort to
shut down some particularly creative avoidance
schemes.®

Despite the flat rate, these reforms do not add up to
a Hall-Rabushka (HR) flat tax. The HR flat tax is a
two-part value-added tax, in which all nonwage val-
ue added is taxed at the firm level, while wages, less
personal exemptions, are taxed at the individual lev-
el. But Russia not only had the PIT, it also had a sep-
arate VAT and a separate corporate income tax.
Moreover, the 2001 changes increased the taxation
of capital income at the individual level, rather than
setting it to zero, as under the HR tax.

4 In one notorious case, the oblast (province) government of
Samara had permitted enterprises to pay their regional taxes in the
form of goods. One of the items offered turned out to be ten tons
of toxic chemicals from a local chemical plant. Although the plant
claimed (and was given) credit for 400 million rubles [$80,000] in
taxes, auditors later determined that the chemicals were worthless
(and indeed dangerous). The Samara government never suffered
from this curious deal, however, since it had previously sought and
received permission from the federal ministry of labor to fulfill its
obligations to the federal unemployment compensation fund by de-
livering goods instead of money. Among the goods it offered were
... the ten tons of toxic chemicals. (Gaddy and Ickes 2002, 176).
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5 See Ivanovo et al. (2005) for details.

¢ These avoidance schemes are interesting in their own right and
suggest what might occur in a system where only wages were taxed.
Take, for instance, the insurance scheme. As explained to us by one
Russian tax expert, a not atypical arrangement would have a firm
buying an “insurance policy” that was virtually certain not to pay
off, and its workers buying a different policy from the same “insur-
ance company” — usually an entity created by the firm solely for the
purpose of executing this scheme — that was almost certain to pay
off. In such a transaction, the firm effectively transfers resources to
the workers, just like a wage payment. Meanwhile, the firm receives
a deduction for the insurance purchase (as it does for wages), while
the insurance payment would not be taxed under a wage tax.




Other taxes were altered as well. Deductions and ex-
emptions in the VAT were reduced. The tax rate on
cigarettes and gasoline increased. Some taxes were re-
duced significantly. Before the reform, social insur-
ance taxes were a flat 39.5 percent (combined em-
ployer and employee rates, measured on a tax-exclu-
sive basis). After the reform, these were changed to
a sharply regressive structure, with rates starting at
35.6 percent and falling to 5 percent. Also, one tax on
business turnover (gross receipts) was eliminated, and
another reduced (and then repealed in 2003).

Probably even more important than changes to the
structure of taxation were the enforcement and ad-
ministrative changes that continued the efforts noted
in the pre-2001 period. First, the law provided for the
introduction of a common taxpayer ID number. Sec-
ond, the law allowed tax authorities to assess tax lia-
bilities indirectly — for example, when they could not
secure entry to a taxpayer’s premises. Third, the law
authorized tax audits when sufficient evidence of a
tax or nontax crime was available.

Other administrative changes would help collect PIT
revenues in particular. Taxes on all income paid to
private individuals — including taxes on interest pay-
ments and dividends — were to be withheld at source.”
Also, the revenue sharing rules were changed. By giv-
ing regional governments nearly 100 percent of PIT
revenues instead of the previous 80 percent, the law
removed the incentive of subnational governments to
help local taxpayers hide income from national au-
thorities.

The four different social insurance taxes whose com-
bined rates were reduced also had their bases con-
formed to each other and to the measure of wages in
the income tax. This likely simplified compliance and
made enforcement easier.

Finally, a discussion of enforcement would not be com-
plete without reference to the increased atmosphere
of tighter control and even coercion that character-
ized the Putin regime from the beginning. One news-
paper account told of a decision by Putin’s newly ap-
pointed presidential representative in southern Russia
to assign new “commissars” to sit on the boards of im-

7 Withholding at source and using taxpayer ID numbers would be
expected to improve compliance significantly. For example, in the
United States, forms of income that are withheld at source and re-
ported by third parties have enforcement rates of about 99 percent.
Forms of income that are reported by third parties but not with-
held at source have compliance rates above 90 percent. Forms of
income that are neither reported by third parties nor withheld have
compliance rates around 70 percent or less. See Gale and
Holtzblatt (2002).
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portant local enterprises. Their task, said the Putin
man, would be “to defend the interests of the state
[by] pushing the enterprises to make full and accurate
payment of all their obligations to the budget, above
all, their taxes” (Kolbasin 2001).

In summary, to describe the 2001 reforms by saying
that “Russia instituted a flat tax” grossly distorts and
oversimplifies what happened. The tax rate on capi-
tal income was not zero, and in fact was higher than
the 13 percent rate in the PIT. Many deductions, ex-
emptions, and loopholes were closed. Social insur-
ance taxes and turnover taxes, the latter a particular-
ly damaging levy from an economic perspective,
were cut dramatically. Other taxes were changed. A
major effort at improved tax administration and en-
forcement occurred at the same time.

Revenue trends$

After the reforms were introduced, PIT revenue
rose by just over 20 percent as a share of GDP, from
2.4 percent of GDP in 2000 to 2.9 percent in 2001.°
While flat tax proponents are quick to attribute this
change to the tax rate structure, caution is warranted
for several reasons. First, personal income, as mea-
sured by the national income accounts, rose by 10
percent relative to GDP during the year. Second, the
enforcement and administration measures detailed
above likely reduced avoidance and evasion by sub-
stantial amounts. Third, restrictions on deductions
and exclusions — broadening of the base — undoubt-
edly helped as well. These factors alone could ex-
plain the entire revenue change. This view is sup-
ported by the fact that revenues from a variety of
other taxes also rose. Relative to GDP, revenue from
the VAT rose by 14 percent (from 6.3 percent of
GDP in 2000 to 7.2 percent in 2001), resource taxes
rose by almost 30 percent (from 1.1 percent of GDP
in 2000 to 1.4 percent in 2001), taxes on trade rose by
almost 20 percent, from 3.1 percent of GDP to 3.7
percent), excise taxes rose by about 15 percent (from
2.3 percent of GDP to 2.7 percent).

By 2004, however, the PIT had grown to 3.4 percent
of GDP, a more than 40 percent increase over its 2.4
percent share in 2000. Other than resource taxes,
which tripled as a share of GDP from 2000 to 2004,
the other taxes did not grow as significantly over the

8 The data in this section are taken from Ivanova et al. (2005).
9 Real GDP itself grew at 5.1 percent in 2001, so real revenue
growth in the PIT was quite remarkable — 25.8 percent.
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2001 to 2004 period. Thus, a fuller explanation of rev-
enue trends is warranted.

The macroeconomic situation

Interpretation of revenue trends is likely to depend
in part on macroeconomic considerations, and two
issues in particular apparently can explain much of
the trends noted above.

First, beginning in February 1999, the world price of
Russia’s most important export commodity, oil, be-
gan a rise that would lead to its quadrupling within
19 months. Revenues from crude oil exports soared
from barely $2 billion in the first quarter of 1999 to
nearly $7 billion in the third quarter of 2000, to over
$20 billion by the second quarter of 2005. Kwon
(2003) estimates that 80 percent of the total post-
1998-crisis gains (of about 5 percentage points of
GDP) in the revenue of the general government
came from the oil sector, with the high oil prices ac-
counting for most of the gains. Tax reform, Kwon ar-
gues, played a secondary role and did so largely by
making the tax regime more elastic to oil prices. He
also shows that Russia’s revenue performance in the
post-crisis period did not differ from other oil-ex-
porting countries — even without a tax reform.

Second, wages grew rapidly after the debt crisis.
Ivanova et al. (2005, 19) point out that after-tax real
wage income grew by more than 18 percent in 2001,
while gross real wages grew at about 12 percent. Both
outpaced GDP growth, which was about 5 percent.
This procyclical pattern for labor is unusual compared
to other countries, but not compared to earlier
episodes in Russia, where real wages tend to over-
shoot GDP growth. Ivanova et al. conclude that “wage
developments thus appear to be a large part of any ex-
planation of the performance of PIT ... revenues.”

Microevidence on labor supply

Even more compelling evidence on the effects of the
tax rate changes can be obtained from microeco-
nomic data. A study by the IMF (Ivanova et al. 2005)
uses panel data for the years 2000 and 2001.1°
Employing a difference-in-differences approach,!!

10The data are from the Russian Longitudinal Monitoring Survey, a
household survey that provides data on income and other character-
istics of about 3,500 adults for most years between 1994 and 2002.

' Their approach is similar to that taken by Feldstein (1995), Eissa
(1995), and others.
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the IMF authors note that the 2001 changes raised
the marginal tax rate by 1 percentage point for peo-
ple who were in the 12 percent bracket before re-
form but reduced marginal rates by 7 and 17 per-
centage point for those in the 20 and 30 percent
brackets. If lower tax rates encourage labor supply
(or other economic behavior), one should see — oth-
er things equal — an increase in labor supply for peo-
ple who were originally in the 20 and 30 percent
bracket and a decrease for those in the 12 percent
bracket. Of course, other things may have been chang-
ing, so to account for changes over time, the authors
emphasize that the increase in labor supply should be
larger for those originally in the top two brackets than
for those in the lowest bracket.!2

Their results are quite straightforward: Labor supply
did not change differentially across the groups. To
put it differently, there was no increase in labor sup-
ply in 2001 among households that faced high tax
rates in 2000, relative to households that faced the 12
percent rate in 2000. The results are inconsistent with
the notion that the cut in tax rates raised labor sup-
ply, and thus undermine any claim that the flattening
of tax rates in the PIT led to a big increase — or even
any increase — in economic activity in Russia.

Microevidence on compliance

The same IMF study (Ivanova et al. 2005) does find
significant evidence of an improvement in compli-
ance. The estimated compliance rate — based on com-
parisons of reported income and consumption — for
those originally in the 12 percent bracket was essen-
tially constant, at 74 percent in both years. The esti-
mated compliance rate for those in the top two
brackets in 2000 rose, from 52 percent in 2000 to
68 percent in 2001.

It is possible that this change was due to the reduc-
tion in tax rates. It is also possible that the broaden-
ing of the tax base to tighten up on capital income
and the avoidance schemes noted above (for exam-
ple, insurance payments) could have had a signifi-
cant influence as well in the higher income group rel-
ative to the lower income group. Finally, it seems
likely that the efforts to crack down on evasion and

12 The authors also point out that including the changes in social in-
surance tax rates implies net marginal tax rate reductions for both
groups, but the difference in tax rate changes between the two
groups expands because social insurance rates were cut (much)
more for high-income than low-income households. Thus, including
social insurance tax rates makes the test even stronger.




to increase auditing and indirect assessment would
have had differential effects by income group. As a
result, it is hard to pin down why compliance rose for
higher-income groups.

It is interesting to note, however, that any notion of
a Laffer curve effect should be abandoned, for two
reasons. First, revenues collected from taxpayers in
the top two marginal tax rate groups in 2000 fell dra-
matically relative to revenue collected from the low-
est tax group. This is true both for the PIT and for the
sum of PIT and social insurance taxes. Second, Chua
(2003) estimates that in the absence of macroeco-
nomic effects and enforcement changes, revenues
from the PIT would have fallen by 0.2 percent of
GDP in 2001, or by about 10 percent.

Conclusion

There is no doubt that Russia has radically im-
proved the operation and structure of its tax system
in the past decade and that Russia has experienced
strong economic and revenue growth since the
debt crisis in 1998. Understanding the links between
these two sets of events is complicated by many fac-
tors, including the complexity and wide range of tax
changes introduced and the enormous number of
factors that influence economic growth. While it
seems clear that simple statements like “the flat tax
caused significant growth in the economy and rev-
enues” are not supported by the evidence, it is also
undeniable that much additional work remains to
sort out the various causes and effects of policies in
the Russian transition.
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Is GOVERNMENT HEALTH-
CARE SPENDING
SUSTAINABLE?

The traditional focus of economic analyses of health-
care systems on efficiency and equity has recently
been expanded to include the question of whether
government spending on health — as part of a coun-
try’s total health-related expenditures — is sustain-
able in the long-run. While sustainability questions
usually are addressed with respect to total public
spending (e.g., also in the contribution of Afonso
2006 in this issue of DICE Report), it is now specifi-
cally asked whether an important part of govern-
ment spending — that on health care — is sustainable.
This question seems to have come to the fore not
least in connection with the recent far-reaching deci-
sion of the present administration in the US, namely
to expand the free-of-charge provision of drugs with-
in Medicare insurance for the elderly. This article is
based on a recent paper by Laurence Kotlikoff and
Christian Hagist about “Who’s going broke? Com-
paring Growth in Health-care Costs in Ten OECD
Countries” (2005). Kotlikoff and Hagist’s analysis, as
well as the present article, concentrates on govern-
ment spending on health.

In a first step the authors try to disentangle the total
growth of government spending on health from its
components, namely spending caused by demo-
graphic developments (ageing and population
growth) and by raising the benefit level. The latter is
measured by that part of government health expen-
ditures that specifically benefit the (reference) age

Figure 1

AGE PROFILE OF PUBLIC HEALTH-CARE BENEFITS PER HEAD, 2002

group of 50-64 years. Figure 1, where the health costs
for the reference group is normalized to 1, shows
how much more is spent on older groups. The largest
— in fact an enormous — difference in spending on
older persons and on the reference group occurs in
the US and in Canada. But the other countries also
spend between twice and four times as much on ol-
der groups than on the reference group. Specifically
for the US, this might be caused by delayed demands
for health-care services that become free-of-charge
when patients are eligible for Medicare (up to now,
however, without free drugs).

The age-related burden of health-care costs plus the
projected nearly doubling of the share of the elderly
in the population of rich countries up to 2050 (see
the 2005 United Nations population study in which
the US, however, fares significantly better than most
other rich countries) makes it highly relevant to ask
about the demographic (and, thus, unavoidable) part
of the past and future increase of government
health-care spending. Table 1 provides information
on the past. On average for the 10 countries includ-
ed in the study, total government spending on health
(col. 2) grew more than twice as quickly as per capi-
ta GDP (col. 1) did (4.89 compared to 2.14) — while
the difference was even three times as much in
Australia and the US. By contrast, Sweden managed
to keep the growth of total government spending on
health relatively close to GDP growth.

How important is the benefit level component in ex-
plaining the overall rise of government spending on
health? Col. 4 shows that the rise of the benefit level
explains the lion’s share of the rise in total govern-
ment spending on health. Subtracting benefit level
growth from overall spending
growth, we arrive at col. 5, which
represents the share of demogra-
phic factors in the overall rise of
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elasticity of demand for govern-
ment-provided health care in rela-
tion to income (col. 6, and Figure
2). Most figures are well above 1;




Table 1
GDP and government health spending, 1970 — 2002
Compound annual growth rates, in %
. Government | Total government i
) Total govern- Per capita health spending S an Income elasticity
Per capita ; government (benefit level
GDp ment spending spending on on age group health — were growth / per capita
on health health 50 - 64 there noincrease | 5 Hp th)
ca (benefit level) | in benefit levels grow
1 @ €)] “4) ®=0- ©)="/1)
Australia 1.76 5.61 4.13 3.66 1.95 2.08
Austria 2.44 423 3.99 3.72 0.51 1.52
Canada 2.04 428 3.08 232 1.96 1.14
Germany 1.54 4.62 3.62 3.30 1.32 2.14
Japan 2.44 5.50 4.85 3.57 1.93 1.46
Norway 3.06 5.82 5.30 5.04 0.78 1.65
Spain 2.34 5.79 5.08 4.63 1.16 1.98
Sweden 1.68 2.92 2.59 235 0.57 1.40
UK 2.11 391 3.71 3.46 0.45 1.64
USA 2.01 6.23 5.10 4.61 1.62 2.29
Average 2.14 4.89 4.14 3.67 1.22 1.71
Source: Kotlikoff and Hagist (2005).
Figure 2 in the case of Australia, Germany
ELASTICITY OF DEMAND and the US the3'z are even ébove 2.
FOR GOVERNMENT PROVIDED HEALTH CARE IN RELATION TO INComE  That does not simply confirm that
, 5 -Elasticity health care is a “luxury good”;
' rather it establishes that govern-
20 ment-provided health care reacts
generously to rising levels of in-
15 come and demand for health care.
1.0 1 In a second step, the authors ask
about the sustainability of past
0.5 spending trends. The starting
point is government health-care
0.0 -

Canada Sweden

Japan

Austria UK

Source: Kotlikoff and Hagist (2005) and Table1, col. 6.

Norway

Spain  Australia Germany USA

Table 2
The future of government health-care spending
Government | Present value of future government spending on
health care health care in % of present value of future
spending GDP; discount rate: 5% if historic growth rates
in % of GDP of benefit levels ...
2002 ... hadstopped | ... continued | ... continued
after 2002 for 20 years for 40 years
Australia 6.36 7.75 9.63 11.59
Austria 5.38 6.38 7.39 8.34
Canada 6.73 9.54 9.88 10.18
Germany 8.56 9.74 11.67 13.32
Japan 6.67 8.86 10.12 11.24
Norway 8.01 9.25 11.69 14.50
Spain 545 6.40 8.28 10.26
Sweden 7.88 8.67 9.35 9.90
UK 6.44 7.48 8.74 9.93
USA 6.57 8.38 11.35 14.98
Source: Kotlikoff and Hagist (2005).
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spending as a percentage of GDP
in 2002 (Table 2). Then they cal-
culate the present value of
future government health-care
spending in relation to the pre-
sent value of future GDP. They
do this for three different dis-
count rates (3 percent, 5 percent
and 7 percent) and for four cases,
namely, (1) the historic growth
rates of benefit levels stop imme-
diately after 2002, (2) they con-
tinue for an additional 20 years,
(3) for an additional 40 years and
(4) for an additional 60 years. Of
the 12 different cases, only 3 (at a
discount rate of 5 percent) are
presented in Table 2. Even if the
growth of benefit levels is imme-
diately stopped, the present value
of government health-care spend-
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ing in relation to GDP is considerably larger than the
value for 2002. If, however, benefit level trends con-
tinue for another 20 or even for another 40 years, the
figures for most countries are much higher than
those in 2002.

A figure of 10 percent or even 15 percent of GDP for
total (i.e., government and private) spending on
health may be bearable for citizens and even wanted
by them, but the same figure for government spend-
ing only is plausibly much more than could be sus-
tainable in the long-run. An aggravating point is the
effect of such benefit trends on intergenerational eq-
uity or conflicts. With respect to the US and the re-
cent (above mentioned) Medicare legislation the au-
thors conclude: “There is, of course, a limit to how
much a government can extract from the young to
accommodate the old. When that limit is reached,
governments go broke. Of the ten countries consid-
ered here, the U.S. appears the most likely to hit this
limit” (p. 17). Unfortunately, the prospects are not
much better for a range of other countries, too, such
as for Norway, Germany, Japan and Australia.

R.O.
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SocIAL EXPENDITURE IN
OECD COUNTRIES

Most social support in OECD countries is publicly
provided. In 2001, the share of public social spending
in total social spending was nearly 90 percent. Public
social spending accounted for 20.5 percent of GDP,
on average, for all OECD countries. In most OECD
countries, public support for those in retirement and
health expenditure makes up over half of all bud-
getary allocations with a social purpose. With more
than 11 percent of GDP being spent on old-age cash
benefits and survivor payments, Belgium, Germany,
France, Austria and in particular Italy can be regard-
ed as “pensioner states” (Figure 1).

Public income support to the working age popula-
tion during sickness, incapacity, unemployment, etc.,

Figure 1

PUBLIC SOCIAL EXPENDITURE

BY BROAD SOCIAL POLICY AREA”, 2001

is highest in the Scandinavian countries, the Nether-
lands and New Zealand. On the other hand, Canada,
the United States, Japan, Korea and Mexico only
spend a small part of their GDP on income support
to the working age population. Service support (child-
care etc.) is provided to a large extent in the five
Nordic countries. They spend between 3.2 percent
and 6.6 percent of GDP on all social services except
health. These countries seem to have a more bal-
anced approach towards providing social support to
senior citizens, the working age population and to
families with children.

Pension benefits constitute a major component of vol-
untary private social benefits everywhere, but are most
important in countries where the level of public pen-
sion benefits is comparatively low (compare Figures 1
and 2). Therefore, it is not surprising that private pen-
sion benefits are most important in Australia, Canada,
the Netherlands, Japan, the UK
and the US and range from 3.3 to
3.8 percent of GDP. These figures
do not, however, fully reflect the
importance of private pension pro-

in percentage of GDP
P £ grammes. Except for Japan,! they
Cash benefits Services refer to the benefits paid under
[7.0 | | Sweden (29.8) | | 6] funded or capitalised programmes,
8.7 6.5 Denmark (29.2) |71 [ 54]
l l @02) but many of these programmes
[6.0 | 11.9| France (28.5) [7.2
s | 3| Germany (27.4) [BD have not yet fully matured. As cur-
[6.0 I 1219] Austria (26.0) [BEI[1R rent contributions exceed the mag-
[z3 I 80| Finland (24.8) [5:3 nitude of current benefits signifi-
5o | i1z} Belgium (24.7) B 1o cantly in most countries, the im-
[53 ] 138| italy(24.4) [63 ) f th vat .
Norway (23.9) |68 portance o €S¢ private pension
[59 I 83 UK (218) 61 12 plans is expected to grow in the
Netherl. (21.4) |57 12 future with the maturing of pen-
71| OECD-23 (20.5) [610 fro] sion plans.
7.6 Czech Rep. (20.1) [6.7
47| lceland (19.8) |75 .
87 Spain (196) |[BENINI In the absence of a public health
ew Zealand (18.5)[ 6 ]| insurance system with universal
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and survivors Mexico (5.1 27| 11 except health Jo .
f . T T 6D T e billion in 2001 or 5 percent of GDP
20 15 10 5 0 0 5 10 15 20

a) For some countries there is an issue with items recorded as spending on
services for elderly and/or the disabled provided by institutions other than

(these expenditures do not in-
clude payments by individuals
for health services). In 2001, health

hospitals also being included under public expenditure on health.

Note: A cash/services disaggregation is not available for spending on Active
Labour Market Programs (ALMPs). ALMPs are, however, included in total public

spending in brackets.

Source: OECD Social Expenditure database.
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1 Spending recorded for Japan largely
involves retirement allowances paid by
employers to retiring employees rather
than benefits from capitalised private
funds.
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Figure 2 support is negligible in almost all
countries.
PRIVATE SOCIAL EXPENDITURE
BY BROAD SOCIAL POLICY AREAa), 2001 W. O.
in percentage of GDP
Cash benefits Services

Reference

USA (9.3)
Netherl. (6.2)
Australia (4.9)
Canada (4.5)
Korea (4.4)
UK (4.4)
Japan (3.5)

Adema, W. and M. Ladaique, “Net Social
Expenditure, 2005 Edition, More Compre-
hensive Measures of Social Support”,
OECD Social, Employment and Migration
Working Paper no. 29.

Germany (3.5)
Sweden (3.5)
Belgium (2.5)

Norway (2.1)
OECD-23 (2.6)
France (2.0)
Austria (1.6)
Italy (1.5)
Iceland (1.4)
Denmark (1.3)
Finland (1.2)
New Zealand (0.5)
Ireland (0.4)
Slovak Rep. (0.4)
Spain (0.3)
Mexico (0.2)
Czech Rep. (0.0)

] Income support
to the working age
population

[ Health

[ All social services
except health

[ Pensions (old age
and survivors)

a) For some countries there is an issue with items recorded as spending on
services for elderly and/or the disabled provided by institutions other than
hospitals also being included under public expenditure on health.

Note: A cash/services disaggregation is not available for spending on Active
Labour Market Programs (ALMPs). ALMPs are, however, included in total public
spending in brackets.

Source: OECD Social Expenditure database.

expenditure (private and public) was highest in the
US, Germany and France. The relatively high health
expenditure in the US has led to total social spend-
ing in the US being close to the OECD average
(Figure 2).

Private social cash transfers to the working age pop-
ulation include mandatory employer-provided inca-
pacity-related cash transfers — sickness, disability and
occupational injury benefits — as recorded for Aus-
tralia, Austria, Denmark, Finland, Germany, Iceland,
Korea, The Netherlands, Norway, Slovak Republic,
Sweden, the UK and the US (in some states). Other
examples of private social benefits include: supple-
mentary unemployment compensation in the US,
employer-provided childcare support in the Nether-
lands and employer payments during parental leave
periods in many countries. Privately financed service
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POPULATION AGEING AND
PENSION REFORM

Population ageing is a world-wide phenomenon.
Ageing patterns in terms of absolute levels as well as
rates of change differ substantially across country
groups, however.

While old-age dependency ratios are and will be the
highest in the (rich) G10 countries (23 percent and
42 percent respectively), the increase in the ratio
(1.8) in these countries until 2050 will be relatively
moderate (Table 1). In contrast, China, Latin Ameri-
ca and India will exhibit much larger increases in
their old-age dependency ratios. It is only Africa that
has and will continue to have relatively low old-age
dependency ratios.

Within the group of G10 countries, there are also
large differences (not shown in Table 1). In 2005, the
old-age dependency ratios, with an average of 23
percent (Table 1), range from about 18 percent (US)
to 30 percent (Japan and Italy). This range is set to
widen considerably and will spread from 34 percent
(US) to about 70 percent (Italy and Japan), averag-
ing 42 percent in 2050 (Table 1).

Table 1

Old-age dependency ratios and their change for
groups of countries 2005 and 2050

(age group 65 + years in percent of

age group 15-64 years)

2050 in rela-

2005 12050 | ion 10 2005
World 11 25 2.3
G10 23 42 1.8
China 11 37 34
Latin America 9 29 32
India 8 22 2.8
Africa 6 10 1.7

Source: United Nations (2005).

Without any (further) reforms of the pension sys-
tems (mainly with regard to benefit levels, contribu-
tion rates and retirement age) and without changes
in gender participation rates, immigration and pro-
ductivity trends, public spending on pensions in rich
countries will probably increase considerably. A
recent article in Financial Market Trends (OECD
2005) has collected related forecasts for a number of
OECD countries (Table 2).
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Table 2
Public spending on old-age pensions, 2000 and 2050
in percent of GDP
2000 2050 change in %

France 12.1 14.5 19.8
Italy 142 14.4 1.5
Germany 11.8 13.8 17.0
Belgium 9.0 13.0 444
Sweden 9.2 10.8 17.4
Switzerland 72 10.8 50.0
Japan 7.9 8.5 7.6
Netherlands 52 8.3 59.6
Canada 4.7 6.4 36.2
USA 44 6.2 40.9
UK 5.0 5.6 12.0

Source: OECD (2005).

The list of countries was arranged according to the
probable level of public spending in 2050. France,
Italy and Germany rank highest and would have to
spend around 14 percent of GDP on their pension-
ers, while the figures for Canada, US and UK are
much less dramatic. However, the relative increase in
public spending on old-age pensions is more pro-
nounced in the countries at the lower than in those
at the upper end of the list.

In recent years, governments have reacted to the
challenge posed by ageing and have initiated major
reforms of their pension systems (Table 3). Not
shown in Table 3 are the many systemic changes with
regard to statutory retirement age, access to early
retirement and methods of benefit indexation.

Simulation models show that the reforms conducted
up to now will not be sufficient. However, a further
increase of the already high contribution rates in
some countries will have adverse effects on the
labour market. Thus, a further reduction in the
replacement level is a major way out. In order to
avoid serious repercussions with respect to the stan-
dard of living of pensioners, private retirement sav-
ing must be increased. As Table 4 shows, assets of pri-
vate pension funds have already increased remark-
ably — albeit only in some countries.

While assets of private pension funds, as a percent-
age of GDP, are low and stagnating in some coun-
tries (Germany, Italy and Sweden), they are much
higher and have developed dynamically in other
countries (UK, Canada, the Netherlands, Switzer-
land, US).
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Table 3
Recent pension reforms
Date of last Changed level Present level of | Present level of
. Changed level oo Lo
major - of contribution replacement contribution
of benefits

reform rates rate rate
Belgium 1997 reduction - 41 16.4
Canada 1997 no increase 43 9.9
France 2003 reduction increase 53 16.5
Germany 2001 reduction increase 46 19.5
Italy 2004 defined benefits: abolished | no 79 327
Japan 2004 reduction increase 50 18.3
Netherlands 2004 reduction increase 68 28.1
Sweden 1998 defined benefits: abolished | no 65 18.9
Switzerland 2003 reduction no 58 238

Source: OECD (2005).

Table 4
Assets of private pension funds, 1990 and 2001
in percent of GDP

1990 [2001 |Changein per-

centage points
Germany 3 3 0
Italy 3 4 1
Sweden 2 4 2
Belgium 2 6 4
Japan 12 19 7
Canada 29 48 19
UsS 42 63 21
UK 50 66 16
Netherlands 72 105 33
Switzerland 56 114 58

Source: OECD (2005).
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EASTERN ENLARGEMENT
AND TRANSITIONAL
MIGRATION REGULATIONS

The EU accession treaties with the eight Central and
Eastern European New Member States (NMS) con-
tain transitional arrangements for free labour mobil-
ity that make it possible to postpone the opening of
labour markets up to a maximum period of seven

government to open up the labour market complete-
ly and introduced instead a quota of 22,000 employ-
ees until May 2006. If the quota is not filled, the
removal of the transitional arrangements can be con-
sidered. Welfare access was also closed to migrants.
The UK and Ireland decided to open up their labour
markets in principle to individuals from the NMS, but
they also left certain restrictions in place. Work per-
mits are only issued for one year, and if migrants lose
their jobs, the resident permits can be withdrawn.
Again, the access to welfare benefits remains restrict-

years. These transitional provi-
sions can only be adopted sequen-

Transitional regulation in the EU-15

tially. Individual countries have
. A lab Ket Access to welfare
the freedom to decide whether or CeESSIBLabOLIIIALAE benefits
not to adopt transitional arrange- Austria Access to labour markets restricted | Restricted.
ments. Delegating the decision on at least for 2 years, quotas for work
" . . permits.
transitional periods to the nation-
| level had i tant Belgium Access to labour markets restricted | Restricted.
al level had important conse- at least for 2 years.
quences: Austria, Germany, Bel- Denmark General access to labour market, but | Restricted, residence
gium, Finland, Greece and Lu- obligations for work and residence and work permits can
xembourg declared from the be- permits. Work permits issued only for |be withdrawn in case
o nat th | d 1 year (EU-nationals: 5 years). of unemployment.
mning that the anned to re- -
& . & . . yp L. Finland Access to labour markets restricted | n.a.
tain relatively tight restrictions to at least for 2 years.
the immigration of labour. The France Access to labour markets restricted | Restricted.
governments of another five coun- at least for 2 years.
tries — Denmark, Ireland, the Neth- Germany Access to labour markets restricted | Restricted.
at least for 2 years, prolongation for
erlands, Sweden and the UK — further 3 years under discussion.
stated instead that they did not Greece Access to labour markets restricted | n.a
plan to restrict the access to their at least for 2 years.
labour market at that time, while Ireland General access to labour market, but | Restricted, income
the remaining countries (Italy, obl@gation to register for work _and support etc. .is granted
& ] ( . y residence permits. Work permits only to individuals who
Portugal and Spain) remained issued first for limited time. have a right for a
undecided. Safeguard clause applies. residence permit.
Italy Access to labour markets restricted | Restricted.
at least for 2 years, quotas for work
The governments in four out of [P,
the five countries that had for- Luxembourg | Access to labour markets restricted | Restricted.
.. . at least for 2 years.
mally stated their intention to
their lab ket Netherlands | Access to labour markets restricted | Restricted.
open up cir labour marke at least for 2 years, quotas for work
reneged on this commitment and permits.
adopted transitional restrictions Portugal Access to labour markets restricted | Restricted.
vis-a-vis workers from the NMS. gg‘;istts RN, IO
In particular, in Denmark, the . -
P ’ . ’ Spain Access to labour markets restricted | Restricted.
government agreed with the op- at least for 2 years, bilateral
position to concede a work permit agreement with Poland which permits
. limited number of Polish nationals to
only to those individuals from the —
NMS who can prove that they Sweden Community rule for free labour Equal treatment.
have a job that meets regular mobility applies.
standards with regard to wage and UK General access to labour market, but | Restricted, income
workine conditions. If mierants obligation to register for work and support etc. is granted
g. ) - & ) residence permits. Work permits only to individuals who
lose their job, residence permits issued first for limited time. have a right for a
are withdrawn. The Netherlands Safeguard clause applies. residence permit.

reversed the decision of the Kok 11

Source: Boeri and Briickner (2005).
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ed. Sweden is currently the only country where
Community rules for labour mobility apply at present.

Finally, the three “undecided” countries opted for
restrictive provisions. Italy, in particular introduced a
quota of 20,000 work permits for workers from the
NMS, while Spain and Portugal decided to leave
their immigration restrictions in place at least for the
first two-year period.

Altogether, what can be observed is a “race to the
top” in immigration restrictions vis-a-vis workers
from the NMS. This race ended with four different
transitional regimes: first, a restrictive immigration
regime, which gives nationals from the NMS no fur-
ther rights than citizens from non-European Eco-
nomic Area countries. This implies that work permits
are only issued in exceptional circumstances when it
can be proved that neither natives nor other EU-
nationals can fill the position. The main channel
of entry in these countries is family reunification.
This regime applies to Belgium, Finland, Germany,
Greece, France, Luxembourg and Spain. The second
regime adopts basically the same rules as the first
one, but it opens the labour market beyond that by a
quota for nationals from the NMS (Austria, Italy,
Netherlands and Portugal). Third, we have a number
of countries that generally admit the access of na-
tionals from the NMS to their labour markets, but
work and residence permits are only issued if certain
requirements with regard to tariff wages, working
conditions etc. are met. Moreover, the access to wel-
fare benefits is limited and residence permits can be
withdrawn in case of unemployment (Denmark,
Ireland, UK). Finally, we have one country, Sweden,
where the rules of the Community for the free move-
ment of labour apply.

Reference
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TRENDS IN DEVELOPMENT
AID (3): ORGANISATIONAL
STRUCTURES

Two previous articles on the subject (DICE Report
3/2005 and 4/2005) have looked at regional and sec-
toral trends of development assistance as well as the
problems of tied aid, debt relief and donor coordina-
tion. The focus of this (concluding) article is on the
organisational and administrative structures of the
donor countries.

Organizational structures of the administration of
development assistance differ widely and in many di-
mensions across donor countries. A recent study of
the Development Assistance Committee (DAC) of
the OECD on “Managing Aid” (2005) has compiled
comparative information on many important aspects
of the organizational set-up of providing develop-
ment aid. The Table in this article has been arranged
mainly on the basis of this DAC study.

The overall aim of national development efforts
(column 1 in the Table) is remarkably similar
across donor countries: poverty reduction, eco-
nomic and social progress, and peace are men-
tioned in nearly all country statements. In some
statements reference is also made to solidarity, cul-
tural cooperation and protection of the global en-
vironment. Interestingly, it is only Japan that has
overtly formulated an egoistic reason for develop-
ment aid: to “help ensure Japan’s own security and
prosperity”.

Less than two thirds of the 18 countries included in
this article have passed legislation (column 2) that
establishes the basis for and defines the main ob-
jectives of their development cooperation efforts.
However, several donor countries like Germany
have compensated the absence of legislation by
formulating an official development policy state-
ment such as the German “Programme of Action
2015 for Poverty Reduction”, which contains spe-
cific guiding principles and guidelines for German
development cooperation, specifically with regard
to the UN “Millennium Development Goals” (see
DICE Report 3/2005). Such a legal or policy basis
may be of critical importance if an orientation to-
wards development aid is to be regarded as a core
component of general government policy.
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Competencies for the strategic orientation of devel-
opment cooperation of a country are allocated to
quite a range of different ministries (column 3). Only
two countries in our sample, Austria and Denmark,
have assigned exclusive leadership to one ministry
only, the Ministry of Foreign Affairs, which is re-
sponsible for almost all aspects of their countries’ aid
programmes. All other countries have distributed
key aspects of foreign assistance across several min-
istries. The ministries involved are mostly those of
foreign affairs, cooperation, finance, economic affairs
and foreign trade. In the majority of countries it is
the Ministry of Foreign Affairs which is responsible.
In only a minority of countries, to which also Ger-
many belongs, is the leading role reserved for the
Ministry for Cooperation.

Donors also differ quite drastically with regard to
the diversity and density of their implementing agen-
cies (column 4). Countries with a comparatively high
institutional density include Germany and Portugal.
The advantage of such a highly diversified structure
is usually a wide variety of aid instruments at the
donor country’s disposal, ranging from issuing loans
to sending volunteers, to mention only two. How-
ever, such structures can place serious challenges on
an effective donor coordination, both with regard to
other donors and to recipient countries, especially as
the diversified structures of each donor follow very
different patterns.

Efforts to improve coordination and policy align-
ment between the different development players
within a country’s specific institutional set-up have
increased in most donor countries over the past
years, and half of the donors analyzed have a for-
malised, inter-ministerial coordination structure
(column 5). Such mechanisms are often accompa-
nied by an increased alignment or integration of the
different implementing agencies in order to further
homogenise the donor’s institutional face towards its
partners and other donors, thereby facilitating donor
coordination.

Such policy alignment does not only aim at better co-
ordination with the international development com-
munity but also at increasing policy coherence with-
in the donor country so as to reduce the effects of a
donor’s national policy on developing countries that
frustrate their development efforts. Experience
across DAC member countries shows that increasing
such policy coherence is a challenging process as
it often involves competing national interests.
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Although complete policy coherence may therefore
not be feasible, it is obvious that the donor commu-
nity has to reduce activity that is counterproductive
to their own development policy goals and that se-
verely harms aid efficiency and aid effectiveness. The
ongoing discussion on the domestic agricultural sub-
sidies of many donor countries — and the broad con-
viction that without a substantial reduction of these
subsidies the UN goals for 2015 will surely not be at-
tainable — provides strong arguments for urging
donors to further increase the coherence (and res-
oluteness) of their development efforts.

R.O.and A.R.*

Reference

OECD DAC (2005), “Managing Aid. Practices of DAC Member
Countries”, DAC Guidelines and Reference Series, Paris.

* Anja Riicker is development consultant to the South African gov-
ernment. She works on behalf of the German Agency for Technical
Cooperation (GTZ).
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REQUIREMENTS ON
GEOGRAPHIC MOBILITY OF
THE UNEMPLOYED

Eligibility conditions that relate to the behaviour of
job seekers are able to offset and even reverse the
disincentive effects on the level of unemployment
that arise when unemployment benefits are paid
without any such conditions. In most OECD coun-
tries, eligibility criteria for unemployment benefits
include requirements on geographic mobility. In
Germany, Norway and Sweden, there is a require-
ment for geographic relocation in principle, but the
wording of legislation is often vague and the risk of
being forced to accept a job at the other end of the
country is probably very small. Requirements con-
cerning travel-to-work, rather than geographic relo-
cation, tend to be more precise in most countries,
ranging from two hours in the United Kingdom to
four hours in Belgium (Table). Some countries, such
as France and Japan, do not have requirements on
this count, while others, such as Austria, Norway and

Sweden, require the unemployed to accept work
anywhere in the country, in principle. Most countries
have some waivers regarding the obligation to accept
a job fulfilling these requirements, the most common
one being not to jeopardize family life, but they are
rarely precisely defined.

Failure to comply with eligibility requirements has
an impact on benefits. When an unemployed worker
refuses a suitable job because of lengthy commuting
times, all or part of the benefits is suspended for a
certain time. National practices vary considerably.
The sanction for a first refusal can be as low as a loss
of one week of benefit (UK) and as high as a total
loss of benefits (the Netherlands). Sanctions in-
crease for repeated refusals. In general, it is difficult
to assess how these requirements are implemented
in practice.

Reference

OECD Employment Outlook 2005, pp. 105-06.

Conditions required for the unemployed to accept a job entailing commuting

Distance and/or time of commuting Famﬂy.or Sanction in case of refusal
other waivers

Australia Up to 90 minutes journey between = First time: 18 percent reduc-
home and place of work or number of tion of allowance for 26
people living in the same area who weeks; second time: 24 per-
regularly commute; must cost less than cent for 26 weeks; more than
10 percent of wage. twice: disqualification for

8 weeks.

Austria Full mobility if family life not Yes Suspension of benefits for 8
jeopardized. weeks.

Belgium After 6 months, up to 4 hours No -
commuting or absence from home of
more than 12 hours; these conditions
only valid if more than 25 km.

Czech No precise conditions; places outside Yes Disqualification from

Republic region of residence should be included entitlement and possibly from
in job search unless serious family the list of job seekers.
reasons proven.

Denmark Up to 3 hours commuting during the Yes First time: suspension of
first 3 months; more after. Workers benefits for 3 weeks;
with at least bachelor cannot refuse any disqualification from
transportation time if the vacancy entitlement if two refusals in
cannot be filled otherwise. 12 months.

Finland Job in home and neighbouring regions | Yes according to Suspension of benefits for
should be accepted; singles without specified list of criteria 60 days: 90 days if repeated
children should even accept job outside | (health, working hours, | refusals.
this area. obligation to take care of

children, etc.).
France No requirement. — =
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(Table continued)

Distance and/or time of commuting

Family or
other waivers

Sanction in case of refusal

Germany Up to 2 and 2.5 hours commuting if Yes for moving. Suspension of benefits for
daily working is under or above 6 3 weeks the first time, 6 weeks
hours, respectively. Can be exceeded in the second time, or 12 weeks
regions that are further away. any other time, with entitle-
Unemployed can also be asked to move ment period cut accordingly.
to take on a job unless important
reasons and or important costs stand in
the way.

Ireland Full mobility within reasonable No Suspension of benefits for
distance. 9 weeks.

Iceland Requirements evaluated for each No Suspension of benefits for
unemployed. 8 weeks.

Italy Commute of up to 50 km. No Loss of unemployment

seniority?

Japan No requirements. - -

Netherlands Commute of up to 3 hours daily with No Disqualification from
public transport. entitlement to benefits.

Norway Full mobility within the country. For older workers or Suspension of benefits for

important social reasons | 8 weeks the first time.
including responsibility | 12 weeks for the second time
of children; no obligation |in 12 months, 6 months if

if wage inferior to unem- | three times in a year.
ployment benefit.

Portugal Full mobility if no serious hindrance to Yes Disqualification from
the unemployed or his/her family. entitlement.

Spain Less than 30 km except if commuting Yes Suspension of benefits for
time exceeds 25 percent of daily 3 months the first time,
working time; must cost less than 20 6 months the second time.
percent of wage with a lower limit on
the wage minus cost trip equal to the
minimum wage.

Sweden Full mobility within the country after Yes for certain family 25 percent reduction in
the first 100 days of unemployment. reasons, for medical rea- | benefits for 40 days the first

sons, lack or high costs time, 50 percent for 40 days
of transport or problems | the second time, disqua-
in finding accommo- lification from entitlement if
dation; no obligation if third time.
wage less than 90
percent of daily
unemployment benefit.
United Up to 1 hours commuting distance each | Yes for religious or Between 1 and 26 weeks of
Kingdom way. conscientious objection, | suspension of benefits.

or harmful to health.

United States

Required commuting distance varies
according to area: travel expenses can
be taken into account in some states.

Disqualification from
entitlement in most states;
suspension (1 to 10 weeks in
some) in a few states, with
benefit amount sometimes
reduced when suspension
terminates.

Source: OECD based on Danish Ministry of Finance (2004), availability criteria in 25 countries.
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NEW AT DICE DATABASE

In the first quarter of 2006 two major additions
have been made to the DICE Database (free ac-
cess: www.cesifo.de/DICE).

One is values shared by the majority of people in a
country. We consider values to be part of the institu-
tional framework which shapes behaviour and deci-
sions of economic agents. The values we report about
in DICE have been identified by way of surveys, con-
ducted by World Values Survey. The tables about val-
ues can be found under Basic Country Character-
istics/Population (and, of course, also by help of the
search function).

The other major addition consists of the results of
the recent PISA study (to be found under Educa-
tion). Moreover, the growing inventory of the DICE
Database (more than 1800 entries at present) has
been — and is being — continuously updated.

FORTHCOMING CONFERENCES

Global Economy
Munich, 7 — 8 April 2006

This is the third area meeting for CESifo’s Global
Economy group. Topical questions are how the gains
from globalisation differ from those from trade,
causes and effects of marginalisation, the role of cul-
ture and local identity, new forms of global institu-
tions and arrangements.

Scientific organiser: John Whalley

Public Sector Economics
Munich, 21 - 23 April 2006

This CESifo Area Conference provides an overview
of the current research undertaken by members of
the Public Sector Economics area of the CESifo net-
work. Its objective is to stimulate interaction and
cooperation between them. All CESifo research net-
work members are invited to submit papers.

Scientific organiser: Frederick van der Ploog

Munich Economic Summit
Munich, 4 — 5 May 2006

The Summit, jointly organised by the CESifo
Group Munich and the BMW Foundation Herbert

Quandt, will address the challenges posed to
Europe by the new global division of labour.

Employment and Social Protection
Munich, 26 — 27 May 2006

This CESifo Area Conference gives CESifo mem-
bers the opportunity to present and discuss their
ongoing research. All CESifo research network
members are invited to submit papers.

Scientific organiser: Kai A. Konrad

Global Economic Imbalances: Prospects and
Remedies
Munich, 2 — 3 June 2006

The issues to be treated at the fourth CESifo-
Delphi Conference (second part) include the role
of the euro in a changing international environ-
ment, the viability of the US current account
deficit, multilateral exchange rate regimes and pol-
icy coordination, financial and exchange rate
crises, the role of currency and trading blocs.

Scientific organisers: Helge Berger, Thomas Moutos
and Sarantis Kalyvitis

CESifo Venice Summer Institute 2006
Venice, Italy, Island of San Servolo,
17 =22 July 2006

CESifo will host its seventh Summer Institute in
Venice, bringing together international economists
working on economic policy topics for workshops,
panel meetings and discussion.

New Books

European Merger Control
Fabienne Ilzkovitz (ed.)
Edward Elgar, 2006

Institutional Economics and Fishery Management
Elizabeth H. Petersen
Edward Elgar, 2006

Intellectual Property Rights and the EC Competi-
tion Rules

Valentine Korah

Hart Publishing, 2006




Labour Market Adjustments in Europe
Julian Messina (ed.)
Edward Elgar, 2006

Financial Institutions and Services
Robert S. Uh (ed.)
Nova Publishers, 2005

Stability- and Growth-Pact — Experience and Future
Aspects

F. Breuss (ed.)

Springer, 2005
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MERGERS AND
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Kevin Gardiner

José Manuel Campa
Steven Brakman,
Harry Garretsen and
Charles van Merrewijk
Simon J. Evenett
Arndt Christiansen
Hans-Martin Zademach
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Three Years DICE Report
2003 - 2005

Topical discussions in the rubric ”Forum*

Topics in ”Forum*

Pension Reforms in
Europe

Labour Market Instituti-

ons and Unemployment
Reform Proposals for
Health-care Systems

Reconciling Work and
Family

Decentralising the
Public Sector

Institutions and
Performance

Dual Income Tax

Institutions for Better
Education

Privatisation

Welfare to Work

City Toll

Railway (De-)Regu-
lation

Contributions by

Eric Thode, Martin Werding

Michele Belot/Jan van Ours, Lars Ljungqvist,
Stephen Nickell, Ronald Schettkat, Franz Traxler

Stefan Felder, St. Folster/R. Gidehag/M. Orszag/
D.J. Snower, Klaus-Dirk Henke/Katja Borchardt,
Volker Meier

David M. Blau, John M. Evans/Samantha Callan,
Janet C. Gornick/Marcia Meyers, Lawrence M.
Kahn, Sheila B. Kamerman

Fritz Breuss/Markus Eller, Leonardo E. Letelier,
Jorge Martinez-Vazques/ Joao do Carmo Oliveira,
Ugo Panizza, Anwar Shah/Theresa Thompson/
Heng-fu Zou

Thorvaldur Gylfason, Dani Rodrik, Gérard Roland

Robin Boadway, Vidar Christiansen,
Margit Schratzenstaller, Christoph Spengel/
Wolfgang Wiegard

Georgio Brunello, Peter Dolton, David N. Figlio/
Maurice E. Lucas, Eric A. Hanushek, Thomas Ne-
chyba, George Psacharopoulos, Ludger Womann

Ansgar Belke/Friedrich Schneider, Michel Berne/
Gérard Pogorel, Bernardo Bortolotti, loannis N.
Kessides, William L. Megginson/Jeffry M. Netter/
Candra S. Chahyadi

Gerard J. van den Berg/Bas van der Klaauw,
Rebecca M. Blank, Jeffrey Grogger/Lynn A.
Karoly, Ivar Lodemel, Wolfgang Ochel

Richard Arnott, Kian-Keong Chin, Todd Litman,
Tilmann Rave, Ronnie Schob, Catharina Sikow-
Magny/Marcel Rommerts

Chris Bolt, Marc Ivaldi, Giinter Knieps,
Fumitoshi Mizutani, Jan Scherp

All articles, including those of the rubrics ”Research Reports*“ and "Reform Models“, are avai-

lable for download (www.cesifo.de).






