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N.B. Our focus is on business insolvency 

Overview 
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• The regime for business insolvency is a critical economic function 

• An effective insolvency framework has four main functions: 
 Assessing viability – distinguishing firms that are no longer viable from 

those which could potentially remain viable as going concerns 
 Enabling restructuring – facilitating reorganisation of viable businesses to 

help them quickly return to normal operations 
 Providing legal certainty – ensuring all parties in a restructuring or 

insolvency have a clear view ex ante of the relevant procedures, 
timescales, rights, responsibilities 

 Enabling settlement of claims – minimising the cost and time required to 
enforce debt contracts, in the event of an insolvency 

⇒ Insolvency regimes determine how efficiently scarce resources – 
particularly capital and labour – are reallocated when a business 
encounters serious financial difficulties 
 

 
Why insolvency reform matters 
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In its CMU action plan the Commission says... 

• “Consultation respondents broadly agreed that both the inefficiency and 
divergence of insolvency laws make it harder for investors to assess credit 
risk, particularly in cross-border investments.” 

• “The Commission will propose a legislative initiative on business 
insolvency, including early restructuring and second chance, drawing on 
the experience of the Recommendation.”  

• “The initiative will seek to address the most important barriers to the free 
flow of capital, building on national regimes that work well.” 

⇒ An EU legislative initiative will be launched in Q4 this year 

The ECB is strongly supportive... 

• “A true CMU should aim to harmonise insolvency regimes and improve 
their overall quality by converging towards international best practices. 
That should in turn also help expand secondary markets for distressed 
debt, helping banks get NPLs off their books more easily.” (Mario Draghi) 

Priority for capital markets union 
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Europe’s NPL problem gives real urgency to this issue... 

• ECB’s 2014 comprehensive assessment found €879 billion in non-
performing exposures in the banking system 

• EBA found that in most Member States the highest share of NPLs 
(18.5% of the total) is in the SME lending book 

• EBA states that this problem is caused by “relatively lower resilience of 
SMEs to adverse economic conditions… and by legal and other 
difficulties surrounding the disposal/write-off of SMEs’ NPLs.”  

Insolvency reform is part of the banking ‘risk reduction’ package... 

• “Greater convergence in insolvency law as set out in the Capital 
Markets Union Action Plan.” (COM press release) 

• “The divergence in insolvency laws impede the management of credit 
risk and may impede resolution action.” (COM memo) 

 

Priority for banking union 
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Title of the meeting 
Day Month 2011  

Optional (location and dial in information) 
To be held at:  
St Michael’s House 
1 George Yard  
London 
Dial in: 
Phone: +44 (0) XXX XXX XXXX 
Passcode: XXXXXXX# 

Association For Financial Markets in Europe 
 

The policy framework in Europe 
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One piece of EU legislation is already in place... 

• Regulation on Insolvency Proceedings – (EC) 1346/2000 

• Will be replaced by recast (EU) 2015/848 from June 2017 

• The main aims of the Insolvency Regulation are to: 
1. impose rules governing the jurisdiction in which an insolvency 

proceeding in the EU can be opened and subsequently administered 

2. set rules for the recognition in other member states of those insolvency 
proceedings and the enforcement of those proceedings 

⇒ A fairly narrow measure, but does provide more clarity 

 

 

 
EU legislation on business insolvency 
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Scope of the EC Recommendation 
• In March 2014, the Commission released its “Recommendation on a New 

Approach to Business Failure and Insolvency” – C(2014) 1500 
• This goes further than the 2000 Regulation by recommending minimum 

standards for national regimes on: (i) preventive restructuring 
frameworks; and (ii) discharge of debts of bankrupt entrepreneurs 

• The Recommendation aims to: lower costs of assessing the risks of 
investing in another Member State; increase recovery rates for creditors; 
and facilitate restructuring of cross-border groups of companies 

Policy impact 
• On 30 September 2015, alongside the CMU action plan, the Commission 

issued an Evaluation of the Recommendation 
• It concluded the Recommendation “had not succeeded in having the 

desired impact… because of its only partial implementation in a significant 
number of Member States, including those having launched reforms.” 

2014 EC Recommendation 
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Recent reforms in the Member States 

A non-exhaustive list: 

• Cyprus (2015) 

• Croatia (2015) 

• France (2014, 2015) 

• Italy (2013, 2014) 

• Netherlands (2016*) 

• Poland (2015) 

• Portugal (2015) 

• Romania (2014) 

• Slovenia (2013) 

• Spain (2014, 2015) 

• UK (2015) 
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Why pursue insolvency reform at EU level? 

• There is a fairly clear outline of what reform might look like (per the 
2014 Commission Recommendation)  

• However, the current ‘soft law’ approach is yielding results only slowly 

• There is a technocratic consensus in favour (Commission, ECB, IMF) 

• No political consensus yet at EU level – but reform is proceeding and 
will continue at national level 

• There is a clear single-market dimension to the issue 

• But we cannot expect the problems caused by divergent national 
insolvency regimes to be resolved at the individual national level 

⇒ There is a strong case for policy coordination at European level 

⇒ This should be based on a small number of targeted reforms 
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Our policy recommendations 
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Economic impact of reform 
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Key findings in the literature 

The links between insolvency frameworks and... 

1. Macroeconomic outcomes 
• Sound insolvency regimes enable faster deleveraging (IMF) 
• Sound pre-insolvency regimes speed up NPLs adjustment (EC) 

2. Entrepreneurship and company formation 
• Good insolvency rules encourage entrepreneurship (Leea et. al, 2001) 

3. Equity and credit markets 
• countries with poorer investor protection have smaller and narrower 

capital markets (La Porta et al, 1997) 
• improved debt enforcement lead to deeper debt markets (Djankov, 2008) 
• equity beta and price volatility are lower in countries where bankruptcy 

codes favour debt renegotiation (Favara et al., 2012) 

4. Financing and credit conditions 
• unfriendly bankruptcy codes lead to higher collateral requirements 

(Davydenko and Franks, 2008) 
• efficient investor protection increases likelihood to access credit (ECB) 
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The focus of our study 

• Notable that there is yet not a single macro estimate of the benefits 
of insolvency reform to Europe 

• The policy discussion up to now has been largely qualitative 

• In our study, Frontier Economics followed a 2-step analysis to 
produce a first estimate of EU-wide gains from insolvency reform: 
 Step 1: testing the relationship between insolvency regimes and corporate 

risk premium (measured by the bond yield spread) 

 Step 2: using the relationship with bond yields to derive an estimate of the 
whole economy impact of insolvency reform 

• This approach focuses purely on the credit channel, working through 
capital markets and bank lending 

• But it does not directly capture other types of impact (e.g. the impact 
on entrepreneurship, or the ‘single market’ benefits of integration) 
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Methodology 

• Pooled and panel data models with fixed effects 

• Model corporate bond spreads as a function of: 
 Time to maturity: remaining time (months) until the bond matures 
 Credit rating: S&P historical ratings, translated into ‘notches’ 
 Beta: correlation with market return variable 
 Liquidity: Bid-ask spreads 
 Time trend: picks up any additional (common) changes in the yield spread 

that are not correlated with the above variables. 
 Insolvency regime: recovery rates (World Bank) and other insolvency 

metrics (as robustness check) 

• Bond sample: 
 ‘Vanilla’ bonds, i.e. non-callable, zero-coupon bonds issued in home 

currency, covering 10 EU member states and 2 OECD countries 
 Bond data taken from Reuters and Bloomberg 
 Sample runs from 2004 to 2015, in line with World Bank insolvency data 
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The insolvency recovery rate as a key metric 

 Low recovery rates are penalised by rating agencies  Positive correlation between recovery rates 
and default rates 

• World Bank recovery rates are estimated by a panel of experts across 
countries  for a hypothetical case 

• However, World Bank data are widely used by market participants and 
policymakers and correlate well with real data (e.g. corporate defaults) 

Source: Frontier analysis of S&P and World Bank data 

S&P jurisdiction rankings and recovery rate Default and recovery rates 

Source: Frontier analysis of Moody's and World Bank data 



17 

Step 1: microeconomic results 

Source: Frontier analysis of Datastream and World Bank data 

Results of bond estimation model 
impact on corporate bonds yield spread (pp) 

⇒ 10 percentage point increase in expected recovery rate is associated with 
fall in bond spread of between 18 and 37 basis points 

⇒ Robustness checks: results hold with alternative insolvency regime metrics and 
other model specifications (GDP-weighted sample, length of dataset, within-
country models, controlling for other institutional variables) 
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Step 2: estimating the macroeconomic impact 

• Using Bleaney et al. (2015), we infer the potential long-term impact of 
reform on EU GDP and employment from a given change in bond yields 

• If all EU countries raised their recovery rate to 85%, this should increase 
EU GDP by €41bn to €78bn over the long term (or 0.3 – 0.55% of EU GDP) 

• Total EU employment projected to increase by 600,000 to 1.2 million 

Relative impact of reform by country Illustrative GDP impact of reform on EU28 

Source: Frontier analysis of Datastream, World Bank, S&P, Moody's data Source: Frontier analysis of Datastream, World Bank, S&P, Moody's data 
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Concluding questions 

• Should current national reforms be coordinated at EU level? 

 

• If so, how do you view our proposals for EU legislative action? 

 Chapter 11-type ‘stay’ 

 Higher protection for new financing 

 Enhanced creditor rights 

 Cramdown of credit stack 

 Better reporting by national agencies 

 
• Is insolvency reform a ‘nice to have’ or a pressing challenge?  
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