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1  Introduction 
 
Corporate bankruptcy law is all about control over a firm’s assets. The central decision that has to be 
made in any corporate bankruptcy case is whether the firm’s assets should be put to an alternative 
use. Corporate bankruptcy law thus is a component of corporate governance. If a firm experiences 
serious financial or economic distress the question of whether the firm’s assets are put to their best 
use becomes extremely urgent. After all, the downturn of the firm’s fortune signals that the assets are 
not optimally deployed inside the firm. If so, the firm’s management should relinquish their control 
over the firm’s assets in order to facilitate a more optimal use of the assets. Indeed, filing for 
bankruptcy traditionally results in management being replaced by a trustee whose task is to redeploy 
the firm’s assets in such a way that their value is maximized to the benefit of the claimholders against 
the firm. 

In general, the firm’s assets should only be kept together if their going concern value is higher 
than their liquidation value. To be sure, going concern value can be preserved by means of going 
concern asset sales. Yet, inside as well as outside bankruptcy taking control of a firm’s assets is not a 
‘pure science’ and to a large extent depends on the perception that existing and prospective investors 
have of the value of the firm’s assets. Their perceptions are formed on the basis of the information 
that they obtain from the firm’s management. However, as we do not live in a world in which 
markets function perfectly, investors neither are assured of having complete information nor of 
having all the same information. Consequently, the perceptions of managers, owners and prospective 
buyers on the asset deployment decision diverge. The existence of asymmetric information may lead 
to the absence of buyers for the firm’s assets. Value is, however, wasted if the assets were worth 
more when kept together than when sold on a piecemeal basis. Thus, because the market may 
undervalue a part of the firms, it would make sense to include a bankruptcy procedure into the 
bankruptcy laws that allows that the assets are kept inside the firm while its creditors and 
shareholders renegotiate the firm’s ownership structure. This kind of bankruptcy procedure is 
generally referred to as a reorganization procedure. 

An important difference between prototypical liquidation and reorganization procedures concerns 
the issue of who is in control of the firm’s assets during the procedure. On the one hand, under a 
liquidation procedure management loses its control over the firm’s assets to a court-appointed trustee. 
Moreover, liquidation procedures are generally not premised on continuation of the debtor’s business 
operations during the procedure. Liquidation procedures thus result in redeployment of the firm’s 
assets outside the firm. On the other hand, during a reorganization procedure management retains its 
control over the firm’s assets. Also, a reorganization procedure is premised on the firm’s continued 
business operations. It thus allows for the continued deployment of the firm’s assets inside the firm. 
On the basis of this difference in control, corporate bankruptcy regimes are divided into ‘creditor-
oriented’ or ‘hard’ regimes on the one hand, and ‘debtor-oriented’ or ‘soft’ regimes on the other 
hand. 

Currently, the law-and-economics debate on corporate bankruptcy regimes largely focuses on the 
question of whether either the creditor-oriented or the debtor-oriented regime would be more 
optimal. To date, this debate has not resulted in conclusive evidence of the superiority of either one 
of the regimes. A reason for this may be that in discussing the comparative advantages of these 
regimes one often focuses on a certain type of firm. By doing so, either a creditor-oriented regime or 
a debtor-oriented regime may appear to be a more efficient bankruptcy procedure in respect of the 
type of firm considered. However, by focusing only on a subset of firms the conclusion that the 
bankruptcy laws should provide for either a creditor-oriented regime or a debtor-oriented regime is a 
step too far. This paper advances the case that neither a creditor-oriented nor a debtor-oriented model 
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of corporate bankruptcy law is as such more optimal. Instead, their optimality relates to the capital 
structure of firms. Because the mechanisms of control and the monitoring of control vary among 
different kind of firms, the extent to which a bankruptcy regime facilitates optimal asset deployment 
decisions may vary among firms as well. 

To evidence that the effectiveness of corporate bankruptcy regimes correlates with capital 
structures this paper makes a comparison between the corporate bankruptcy regimes of the United 
States and the Netherlands as their bankruptcy regimes can be viewed as examples of pure versions 
of the debtor-oriented and creditor-oriented models respectively. Before making the comparison, this 
paper first recounts the main inefficiencies associated with the creditor-oriented and debtor-oriented 
models in accordance with the principal-agent theory of the firm. Next, the paper turns to the actual 
comparison. The comparison not only shows that neither one of the regimes is clearly more optimal, 
but it also demonstrates that the extant corporate bankruptcy laws appear to have comparative 
advantages only with respect to a subset of firms. Moreover, policymakers at either side of the ocean 
tend to focus on only one type of firm when designing corporate bankruptcy laws. The last part of the 
paper deals with the law-and-economics of bankruptcy reform. It starts with analyzing the auction 
and option approaches to corporate bankruptcy law, which approaches have been proposed as 
alternatives to a soft bankruptcy regime. Also these alternatives appear to be focused on a subset of 
firms. The paper then turns briefly to considering how soft and hard bankruptcy procedures address 
the information problem. Finally, by highlighting the relevance of capital structure it tentatively 
concludes that the soft corporate bankruptcy regime of the US Bankruptcy Code may have 
comparative advantages from the point of view of large publicly held firms, whereas the hard regime 
of the Dutch Bankruptcy Act may have comparative advantages from the point of view of smaller 
closely held firms that typically have one main bank lender. 
 
2 The Ex Ante and Ex Post Inefficiencies of Corporate Bankruptcy Law   
 
The law-and-economics approach to corporate bankruptcy law builds largely on the major tenets of 
the principal-agent theory of the firm. The principal-agent theory provides for an integrated 
explanation of the managerial agency costs associated with the separation of ownership and control 
on the one hand, and the division of ownership among the firm’s shareholders and creditors.1 
Because the existence of debt in the firm’s capital structure introduces the risk of bankruptcy, one of 
the agency costs associated with the firm’s capital structure are bankruptcy costs. Not only the event 
of bankruptcy, but also bankruptcy law’s provisions that affect the distribution to creditors and 
shareholders as well as those that affect the control over the distressed firm’s assets evoke agency 
costs in the form of suboptimal investment incentives among the firm’s shareholders, creditors and 
managers prior to (ex ante) as well as after (ex post) the start of a bankruptcy procedure. Insofar as 
the costs of these suboptimal investment incentives are higher than the benefits, bankruptcy law 
decreases the firm’s value by imposing costs in the form of overinvestment or underinvestment. 
Overinvestment occurs if the company invests in projects that reduce firm value, whereas 
underinvestment occurs if the company fails to invest in projects that would have increased firm 
value. Under conditions of insolvency, both overinvestment and underinvestment problems are 
worsened. The next two sections outline the main overinvestment and underinvestment incentives 
that the creditor-oriented and debtor-oriented models of corporate bankruptcy law may evoke among 
the firm’s creditors, shareholders and managers. 
 
 
                                                           
1 See for a full account of the principal-agent theory Jensen and Meckling (1976); also Smith & Warner (1979). 
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2.1 The Ex Ante and Ex Post Inefficiencies of the Creditor-Oriented Model 
 
A corporate bankruptcy regime is characterized as creditor-oriented if it pursues liquidation and is 
manager-displacing. Its main corporate bankruptcy procedure is a liquidation procedure that ousts the 
firm’s management and replaces it by a court-appointed trustee. Typically, this regime does not 
provide a complete stay of the creditors’ enforcement rights, but permits senior secured creditors to 
enforce their claims against the debtor’s assets. Even though the bankruptcy laws may allow for 
business continuation during bankruptcy, the manager-displacing character and the lack of a 
complete stay of creditors’ enforcement rights make business continuation during bankruptcy an 
unlikely event. The applicable distributive rule is the absolute priority rule. This rule provides that the 
value of the firm should be distributed among the shareholders and creditors in accordance with their 
nonbankruptcy priority entitlements. 

From the shareholders’ perspective, the commencement of a creditor-oriented bankruptcy 
procedure should be avoided. Under conditions of insolvency, they will not receive any distribution 
in bankruptcy. In order for them to realize a distribution the firm has to be restored to a solvent state. 
Consequently, shareholders have an interest in delaying the start of a bankruptcy procedure as long as 
possible by pushing for business continuation outside bankruptcy. However, if such delay is 
suboptimal because the firm’s assets have a higher value when sold to a third party than when kept 
inside the firm, business continuation outside bankruptcy leads to overinvestment. Because of the 
shareholders’ limited liability, the downside risks of such overinvestment are borne by the creditors, 
as they will receive lower distributions on their claims in bankruptcy. A creditor-oriented bankruptcy 
regime thus imposes ex ante costs upon the firm as a result of the shareholders’ tendency to avoid 
liquidation. The extent to which such overinvestment problem occurs may depend on the degree of 
insolvency.2 If the insolvency is only slight, the overinvestment problem may be at its worst as the 
chance that the firm will be restored to a solvent state is highest while the downside risks of failure 
are shared with the debtholders. But if the firm is clearly insolvent, shareholders’ overinvestment 
tendency may be less, as business continuation should yield a much higher payoff to restore the firm 
to a solvent state. If the shareholders perceive such chance as neglectable they may even have an 
underinvestment tendency. Yet, because the payoff that business continuation yields can never be 
known exactly, shareholders’ overinvestment incentive is likely to be the more severe problem as 
they gamble on a positive outcome.3 

Like the shareholders, managers have an incentive to avoid liquidation as they lose their positions 
upon the start of a bankruptcy procedure.4 Managers’ tendency to avoid liquidation causes them to 
have both risk-avoiding and risk-taking investment incentives. On the one hand, if the firm’s 
bankruptcy is not yet imminent, managers may shy away from risky projects that could bring the firm 
closer to bankruptcy. To the extent that their risk avoiding behavior leads them not to undertake 
value-enhancing investments, a manager-displacing bankruptcy procedure thus causes ex ante 
inefficiencies in the form of underinvestment. On the other hand, if the firm is insolvent, managers 
may become risk-takers in their final attempts to avoid liquidation.5 Like shareholders, they will try 
                                                           
2 See e.g. Triantis (1994) 46:920. 
3 See Stiglitz (1972) 3:462; Miller (1977) 41:42; Ingbermann, (1994) 72:1351; Schwartz (1994) 72:1216; White 
(1996a) 211-215; Rasmussen (1994) 72:1172; Titman (1984) 13:145. 
4 From a legal technical point of view, they may still keep their positions as directors of the firm during the 
bankruptcy procedure. However, upon the commencement of a bankruptcy case they invariably lose control of the 
firm’s assets. 
5 See Rose-Ackerman (1991) 28:279-282. 
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to continue the firm as long as possible. If the firm’s liquidation value is higher than its going concern 
value, managers’ incentive to delay bankruptcy filings thus leads to ex ante inefficiencies in the form 
of overinvestment. 

Compared to shareholders, creditors are generally more risk averse since they bear the downside 
risks of suboptimal investment decisions in the form of lower distributions in bankruptcy. However, 
because creditors are a highly heterogeneous group, their investment incentives may differ according 
to their priority ranking. Senior creditors, such as secured creditors, may have a tendency to push for 
quick liquidations. Delay in the filing for bankruptcy may negatively affect the value of their property 
that secures their claims and, as a result, it threatens their distributions. Even if the assets when kept 
together inside the firm would yield a higher value than when sold to a third party, senior creditors 
may still have a tendency to push for quick liquidations. The reason for this is that they do not bear 
the costs of suboptimal liquidation sales as these costs are shifted to the lower ranking creditors and 
shareholders. Consequently, the secured creditors’ tendency to underinvest leads to ex post 
inefficiencies to the extent that economically viable firms are liquidated instead of being preserved as 
going-concerns. 

The investment preferences of intermediate classes of creditors may be very diffuse. The 
intermediate classes may consist of unsecured and subordinated creditor classes. To the extent that 
they do not expect to receive any distribution under a liquidation sale, they may have a tendency to 
overinvest. But if insolvency is only slight, their chance of some distribution in bankruptcy increases 
and they may tend toward quick liquidation sales. Thus, both overinvestment and underinvestment 
problems could be severe among the intermediate creditor groups. The more junior the creditor class, 
however, the more likely their investment incentives are to be similar to the investment incentives of 
shareholders. As their chance of receiving a distribution in liquidation bankruptcy is relatively low, 
they may prefer business continuation over quick liquidations. Thus, intermediate creditors’ 
investment incentives may lead to both ex ante and ex post inefficiencies. 
 
2.2  The Ex Ante and Ex Post Inefficiencies of the Debtor-Oriented Model 
 
A corporate bankruptcy regime is characterized as debtor-oriented if it is biased toward business 
continuation and is manager-friendly. Its main corporate bankruptcy procedure is a reorganization 
procedure that leaves management in place. Typically, the regime provides for a complete stay of the 
creditors’ enforcement rights. Even though liquidation is an option under a debtor-oriented regime, 
the manager-friendly character and the complete stay make firm continuation in bankruptcy an 
attractive option to the managers. A debtor-oriented regime provides for a loss-sharing rule, that is, a 
rule that allows shareholders and creditors to agree on a distribution that deviates from the absolute 
priority rule. 

Under a debtor-oriented regime, the loss-sharing rule opens the possibility for the shareholders to 
receive a distribution in bankruptcy even if the firm does not return to a solvent state. Consequently, 
there is less need for shareholders to enter into delaying tactics prior to bankruptcy. A loss-sharing 
rule is, therefore, often presented as a rule that induces firms to file bankruptcy at an earlier stage of 
their financial difficulties. It may thus be perceived as being ex ante efficient in that it mitigates the 
overinvestment problem caused by a creditor-oriented regime. 

However, even though a loss-sharing rule may cause ex ante efficiencies, it also leads to ex post 
inefficiencies. Typically, creditors and shareholders bargain over the distribution of the firm’s value 
during the reorganization procedure. In order to increase the value distributed to them, shareholders 
will come up with optimistic projections of the business’ future income stream. In contrast, the 
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creditors, and more in particular senior creditors, are likely to advance more conservative projections 
of the firm’s value in order to support their view that the firm’s assets should be sold off quickly. In 
order to capture some distribution the shareholders will stick to their projections thereby prolonging 
the reorganization procedure.6 As the downside risks related to such delay are borne by the creditors, 
shareholders have a tendency to continue their delaying tactics as long as possible thereby increasing 
the chance of overinvestment during the reorganization procedure. In order to halt such delaying 
tactics the creditors may in the end give in and agree to a distribution to the shareholders, even if the 
shareholders’ claims do not represent any value. Consequently, the creditors end up paying the 
shareholders for their nuisance value.7 

In respect of the creditors, again a divide should be made between the investment incentives of 
senior creditors and junior creditors. Reorganization generally worsens the senior creditors’ 
underinvestment tendency as the complete stay in combination with the renegotiation process affects 
the value of their prebankruptcy priority entitlements. Moreover, the application of a loss-sharing rule 
in bankruptcy may cause the creditors to raise the interest rates on their loans.8 To the extent that 
such increase in the price of debt may lead to a lesser availability of debt financing, a loss-sharing 
rule may create ex ante inefficiencies in the form of underinvestment. In contrast, intermediate and 
junior creditors’ interests may be aligned with the shareholders’ interests in that they may favor 
reorganization over liquidation. Particularly, trade creditors may favor continuation during 
bankruptcy provided that they can continue deliveries to the firm. A reason for this is that deliveries 
during reorganization bankruptcy should be paid in full prior to any distribution on prebankruptcy 
claims. If these trade creditors value the income of such continued deliveries higher than an earlier, 
but possibly low, distribution on their prebankruptcy claims they will delay the reorganization 
procedure by advancing optimistic projections of the firm’s future income stream. Similarly, the 
junior creditors will have a tendency to prolong the reorganization procedure. Like the shareholders, 
a loss-sharing rule allows them to bargain for some distribution even if their claims do not represent 
any value. If, however, the firm’s value would be maximized by selling off its assets the trade 
creditors’ and junior creditors’ delaying tactics cause ex post inefficiencies by keeping intact 
unhealthy firms instead of liquidating them. 

Not only by providing for a loss-sharing rule, but also by not ousting management upon 
commencement of a bankruptcy case reorganization aims at inducing firms to file for bankruptcy at 
an earlier stage of their financial difficulties. Thus, the rule that management retains control during 
reorganization may mitigate their ex ante overinvestment incentive. However, the fact that 
reorganization allows the managers to continue the firm’s operations while keeping the creditors at 
bay also enables them to continue unhealthy firms. Moreover, management can pursue its own wealth 
maximization by aligning with those shareholders’ and creditors’ interests that favor business 
continuation over liquidation. 
 
3  The Corporate Bankruptcy Regimes of the United States and the Netherlands 
 

                                                           
6 See e.g. Meckling (1977) 41:33-35.  
7 See e.g. Meckling (1977) id.; also Adler (1992) 77:439.   
8 See e.g. Kim, McConnell & Greenwood (1977) 32:790; also Warner (1977) 4:239-244 (Warner made a sample of 
20 railroads in bankruptcy between 1930 to 1955 in the United States to see whether the price of debt securities who 
traded during the bankruptcy procedure took into account the high likelihood of deviation from the absolute priority 
rule. Warner concluded with respect to his sample that ‘while some of the findings are anomalous the data are 
generally consistent with the view that the capital market properly prices risky debt claims to reflect both their risk 
characteristics and the possibility of departures from the doctrine of absolute priority’).   
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The formulation of the main investment incentives evoked by a creditor-oriented and a debtor-
oriented regime shows that in principle each regime can be characterized by its own set of 
efficiencies and inefficiencies. On the one hand, a creditor-oriented regime may be strong in 
mitigating both ex ante underinvestment by protecting the creditors’ ex ante bargained for rights and 
ex post overinvestment by not allowing for renegotiation during the bankruptcy procedure, whereas it 
may be weak in curtailing both ex ante overinvestment by enticing firms to postpone their bankruptcy 
filings and ex post underinvestment by liquidating too many healthy firms. On the other hand, a 
debtor-oriented regime may be strong in mitigating both ex ante overinvestment by inducing earlier 
bankruptcy filings and ex post underinvestment by keeping more healthy firms intact, whereas it may 
be weak in curtailing both ex ante underinvestment because of the lesser protection it offers to the 
creditors’ ex ante bargained for rights and ex post overinvestment by allowing too many unhealthy 
firms to reorganize. 

Next, the question arises of whether in practice the underinvestment and overinvestment problems 
thus formulated can be observed in creditor-oriented and debtor-oriented bankruptcy regimes. In 
order to shed light on this question, the next sections make a comparison between the corporate 
bankruptcy regime of the United States that can be considered as a ‘pure version’ of a debtor-oriented 
regime, and that of the Netherlands that can be considered as a ‘pure version’ of a creditor-oriented 
regime. 
 
3.1 The US Corporate Bankruptcy Regime 
 
3.1.1  The Development of the Corporate Bankruptcy Laws in the United States 
 
The US corporate bankruptcy system is invariably presented as the exemplary model of a soft regime. 
Although US bankruptcy law emanates from a creditor-oriented bankruptcy system, the development 
that has led to the introduction of a debtor-oriented bankruptcy procedure into the corporate 
bankruptcy laws started at the end of the 19th century. As of that time, the United States has known 
three main business reorganization regimes and two full revisions of its bankruptcy laws. 

The first debtor-oriented bankruptcy procedure developed in reaction to the financial crises that 
hit the railroad companies in the 1870s and 1890s.9 The construction of the railroads required huge 
firm specific investments. These investments were largely financed by selling senior secured debt to 
the public in exchange for security interests on discrete sections of railroad track. Because these 
railroad tracks only had value if the railroad companies continued to operate and its assets were kept 
inside the railroad companies, not only the managers of the railroads but also the senior bondholders 
had an interest in keeping the railroads intact as going concerns. Because of these specific 
characteristics of railroad companies, consensus grew among the managers and bondholders that 
there was a need for a manager-driven reorganization procedure that allowed these companies to 
continue as going-concerns. In order to create such reorganization procedures, the managers assisted 
by their lawyers and investment bankers turned state law receiverships, which were state law debt 
collection remedies10, into reorganization devices by requesting the courts to appoint receivers that 
were manager-friendly and to authorize such receivers to continue to run the business operations. 

                                                           
9 The Constitution explicitly authorizes Congress to establish the nation’s bankruptcy laws. At the time of the railroad 
bankruptcies, however, Congress had not implemented federal bankruptcy laws. As a result, the ailing railroad 
companies had to make use of state laws. However, state legislatures had very little ability to influence out-of-state 
activities. See Skeel (1998) 51:1354-1355. 
10 Under state law receiverships secured creditors could move for the appointment of a receiver that took care of 
liquidating the assets to the benefit of the secured creditors. Compare also the receiverships under English law. 
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Furthermore, the bankers formed bondholder protective committees that represented the 
bondholders’ interests during the receiverships. The lawyers, in turn, functioned as advisors to both 
the debtors and the bondholder protective committees. The courts approved of this procedure and 
thus the first equity receiverships were borne.11 

Yet, these equity receiverships were constructed with a view on the public function and particular 
characteristics of railroad companies. To be sure, at the beginning of the 20th century there was no 
consensus that equity receiverships should be available to other firms but railroad companies. 
Nevertheless, as not only railroads but also other business ventures rapidly expanded, equity 
receiverships started to be used by other ailing companies. However, dominated by management 
holding junior equity interests, their lawyers and the Wall Street investment bankers, equity 
receiverships became a renegotiation process led by corporate insiders. Although the dominant line 
of case law had established a fairness standard requiring that reorganization plans respected the 
nonbankruptcy priority ranking12, ex post judicial scrutiny remained minimal. As a result, the 
managers and the investment bankers could draft reorganization plans that granted management a 
controlling participation in the reorganized firm while providing the public investors, who held 
public debt and senior equity interests, with securities that had a lower face value or priority than 
their old securities even though their claims were often senior to those of the insiders. In this way, 
insiders were able to transfer a considerable amount of wealth from the public investors to 
themselves.13 

Although under the equity receiverships management was still controlled by large investment 
banks, the development toward a debtor-oriented bankruptcy regime continued during the 1920s and 
1930s alongside the development of corporate governance toward a more market driven system as 
banking law reforms led to a fragmentation of financial intermediaries.14 During the 1930s there were 
two rounds of bankruptcy law reform. First, in 1933 railroad reorganizations and in 1934 corporate 
reorganizations were included in the Bankruptcy Act as section 77 and 77B respectively. Both 
sections provided for the binding of dissenters through a class wide vote. 

The second round of bankruptcy reforms led to the introduction of the Chandler Act in 1938. The 
Chandler Act drew largely on a report of Douglas on protective and reorganization committees 
presented by the SEC to Congress.15 Douglas’ conclusion as to section 77B was that reorganization 
was more concerned with the wealth of the lawyers and the investment bankers than with the 
distribution it would yield for the public investors. In order to prevent such insider abuse, Douglas 
suggested to introduce two bankruptcy procedures, one for large publicly held companies and another 
one for small and closely held companies. Chapter X, meant for large publicly held companies, 
replaced management by a trustee and prescribed the application of the absolute priority rule. The 

                                                           
11 See Skeel (1998) 51:1353-1361.  
12 See In re Boyd, 228 US 482, at 504 (1913) (‘The absolute priority rule condemns any plan of reorganization … 
unless it provides for participation for claims and interests in complete recognition of their strict priorities, and unless 
the value of the debtor’s assets supports the extent of the participation afforded each class of claims or interests 
included in the plan’). 
13 See Bratton (2001) 26:745 (‘a public bondholder had no basis for complaint so long as the plan provided it a 
security with status senior to that being received by junior holders under the plan’). 
14 E.g. the MacFadden Act 1927 gave states the authority to limit branching of financial intermediaries within the 
state, The Glass-Steagall Act of 1933 separated commercial and investment banking and the Bank Holding Company 
Act of 1956 limited bank holding companies to activities related to bankruptcy and prohibited them from holding 
more than five percent of the voting stock of non-banking firms. 
15 Report of the Study and Investigation of the Work, Activities, Personnel and Functions of Protective and 
Reorganization Committees, Securities and Exchange Commission, Director of Protective Committee Study: William 
O. Douglas, 1937. 
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absolute priority rule had to protect public bondholders against wealth shifts to the junior 
equityholders.16 Moreover, in order to ensure that the public investors’ interests were adequately 
represented during the Chapter X procedure, the SEC had among others the power to act as a party in 
interest during the procedure and had the task to report to the judge on the question of whether the 
reorganization plan adhered to substantive standards. Chapter X did not set out what these 
substantive standards entailed, but once Douglas became a justice of the Supreme Court this void was 
soon filled. In the decision of Case v. Los Angeles Lumber Products Co. the Supreme Court 
prescribed the strict application of the absolute priority rule in Chapter X.17 This meant that under 
Chapter X junior interests could only receive any value after senior creditors received new securities 
with a value equivalent to their old rights. In contrast, Chapter XI was meant for small firms. It left 
the firm’s management in place and did not prescribe the strict application of the absolute priority 
rule. Also, there was no SEC oversight in Chapter XI. 

However, the Chandler Act suffered from a major flaw by not precluding large publicly held firms 
to file for Chapter XI. As a result, publicly held firms started to use Chapter XI instead of Chapter X. 
A reason for this was, among others, that under Chapter X the strict application of the absolute 
priority rule required a valuation of the entire firm. This led to lengthy and cumbersome valuation 
disputes between the senior and junior interests, which often ended by putting a value on the debtor’s 
business that would satisfy the claims of the senior creditors, but which value would be difficult to 
verify by the junior creditors and interestholders.18 The increased use of Chapter XI by publicly held 
companies went alongside the further development of corporate governance into a market-based 
system eventually leading to the extant pattern of dispersed ownership. While during the equity 
receiverships public investors mostly held senior public debt and insiders such as management held 
junior equity interests, by the 1960s public investors largely held equity interests and junior debt 
securities. The transition of the capital markets into a market of dispersed shareholdings and 
dispersed public debt instigated the last full revision of the corporate bankruptcy laws that led to the 
Bankruptcy Reform Act of 1978 enacting the current US Bankruptcy Code. The Code provides for a 
straightforward liquidation procedure and a reorganization procedure that leaves management in 
place, allows shareholders and debtholders to deviate from the absolute priority rule by means of a 
consensual reorganization plan and outmaneuvers the SEC as a supervising body. The shift away 
from absolute priority to relative priority was again justified by the protection of the public investor, 
who now primarily consisted of shareholders and junior debtholders.19 Thus, by enacting the current 
Bankruptcy Code the shift toward a debtor-oriented bankruptcy regime was completed. 

In 1994 a new project to review the Bankruptcy Code was initiated by installing the National 
Bankruptcy Review Commission whose assignment was to review the current functioning of the 
                                                           
16 See Report of the Commission of the Bankruptcy Laws of the United States, H.R. Doc. No. 137, Part I; 93rd Cong., 
1st Sess., Chapter 9 reorganizations; see also Blum & Kaplan (1974) 41:661 (‘Chapter X was drawn against the 
factual backdrop of senior debt held largely by public investors, in opposition to equity investment often drawn from 
other than widespread public sources.’). 
17 See In re Los Angeles Lumber Products Co., 308 U.S. 106 (1939). See for an account of Douglas’ role in the 
shaping of the Chandler Act, Bratton (2001) 26:744-747. 
18 See Blum & Kaplan (1974) 41:651 (‘the leading basis attack upon the strict priority doctrine is that its premise of a 
valid and reliable valuation is specious or inflexible or illusory’); Fortgang & Mayer (1985) 32:1105 (Chapter X 
required valuation by the court before the plan could be circulated, a valuation by the SEC, and a final valuation by 
the court at confirmation). 
19 The Bankruptcy Reform Act 1978, S. Rep. No. 989; 95th Cong., 2d Sess: S. 2266, Title 1, Chapter 11 
Reorganization (‘In a large public company, whose interests are diverse and complex, the most vulnerable today are 
public investors who own subordinated debt or equity securities. The bill, like Chapter X, is designed to counteract 
the natural tendency of a debtor in distress to pacify large creditors, with whom the debtor would expect to do 
business, at the expense of small and scattered public investors.’). 
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Bankruptcy Code and make suggestions for improvement. After presenting its final report in October 
199720, Congress started to work on a Bankruptcy Reform Act, which has hitherto not passed 
Congress. This Act, however, does not propose major amendments to Chapter 11. In the field of 
business bankruptcy, both the Bankruptcy Review Commission and the current draft Bankruptcy 
Reform Act emphasize the need to provide for a reorganization procedure adjusted to the special 
needs of small businesses as extant Chapter 11 is mainly drafted with large publicly held companies 
in mind. The Bankruptcy Reform Act of 1994 already made a few amendments to the Code with a 
view on small business bankruptcies. Among others, it included in Chapter 11 the possibility for a 
firm to elect to be treated as a small business provided that it qualifies as a small business as defined 
in the Bankruptcy Code. If so, a special expedited procedure comes into effect.21 
 
3.1.2 The Bankruptcy Code of 1978 
 
Corporations can either liquidate under Chapter 7 or reorganize under Chapter 11 of the US 
Bankruptcy Code. Chapter 7 provides for a straightforward liquidation procedure. Upon the start of a 
Chapter 7 procedure, management is replaced by a court-appointed trustee whose main duty is to 
collect and reduce to money the firm’s property, and close the estate as expeditiously as is compatible 
with the best interests of the parties involved.22 Business operations are not presumed to continue, but 
the court may authorize the trustee to operate the firm’s business for a limited period, if such 
operation is in the best interests of the estate and consistent with its orderly liquidation.23 A 
composition is not possible in Chapter 7, and the absolute priority rule applies to the distribution of 
the liquidation proceeds among the creditors and shareholders.24 

Upon the commencement of either a Chapter 7 or Chapter 11 procedure, in principle all creditors’ 
enforcement rights are automatically stayed including the rights of the secured creditors.25 The stay of 
the secured creditors’ enforcement rights may, however, not lead to the dissipation of the value of the 
collateral securing the secured creditors’ claims. Therefore, secured creditors should be provided 
with adequate protection of the value of their collateral.26 Lack of adequate protection of a secured 
creditor’s collateral constitutes a ground on which a secured creditor can request the court for relief 
from the automatic stay.27 

In order to renegotiate the firm’s capital structure, firms have to make use of Chapter 11. Chapter 
11 confers considerable powers on the firm’s management. First, upon commencement of Chapter 11 
the firm’s management is not replaced by a trustee but stays in control of the firm’s assets as the 
                                                           
20 The National Bankruptcy Review Commission, Bankruptcy: The Next Twenty Years, Final Report: October 20, 
1997. 
21 See § 1121(e) and § 1125(f) of the US Bankruptcy Code. These small business provisions reduce the exclusivity 
period to 100 days and require all plans to be filed within 160 days. Also, the court may conditionally approve a 
disclosure statement, the debtor may solicit acceptances and rejections on the basis of the conditionally approved 
statement, and a hearing on the disclosure statement may be combined with a plan confirmation hearing. However, 
the remainder of the Chapter 11 provisions continues to apply, so that the procedure still is a rather complex one for 
small businesses. 
22 § 704(1). 
23 § 721. 
24 § 726. 
25 § 362. Also ipso facto clauses in executory contracts do not have effect in bankruptcy. Ipso facto clauses are 
clauses that provide that a contract terminates upon the debtor’s insolvency or its filing for bankruptcy. See § 
365(e)(1)(A)(B). The enforcement of an ipso facto clause would impair the debtor’s right to assume and assign an 
executory contract or unexpired lease. 
26 § 361. Adequate protection can e.g. be offered by means of cash payments or replacement liens. 
27 § 362(d)(1). 
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debtor in possession. Second, during the first 120 days of the procedure the debtor in possession has 
the exclusive right to propose a reorganization plan to the firm’s shareholders and creditors. On the 
request of a party in interest the court may reduce or increase this exclusivity period for cause.28 In a 
large part of the cases, the exclusivity period is routinely extended by the court and stays in place 
throughout the Chapter 11 case. Because the exclusivity period is seldom terminated other parties in 
interest seldom have a chance to propose a competing reorganization plan.29 Third, the debtor in 
possession has the power to use, sell and lease property of the estate30; to incur new loans31; and to 
unilaterally assume or reject executory contracts.32 The debtor in possession may also use, sell or 
lease assets that are encumbered with security interests provided that it offers adequate protection of 
the secured creditor’s property interest. 

During Chapter 11 the debtor in possession is subject to the oversight of the bankruptcy court. 
Most major asset deployment decisions outside the ordinary course of business require the 
authorization of the bankruptcy judge. Moreover, the appointment of an unsecured creditors’ 
committee is mandatory. Its powers include consulting the debtor in possession concerning the 
administration of the case, and investigating the acts, conduct, assets, liabilities, and financial 
condition of the debtor, the operation of the debtor’s business and the desirability of the continuance 
of such business.33 Also, the committee participates in the formulation of a plan and advises those 
represented by the committee of the committee’s determinations as to any plan formulated. The 
appointment of additional creditors’ committees and equityholders’ committees is optional. 

While in Chapter 11, the debtor in possession renegotiates its debt burden with its creditors and 
shareholders. This renegotiation process should lead to the formulation of a reorganization plan that 
distributes the firm’s value among its shareholders and creditors. Chapter 11 provides for an 
elaborate and complicated set of rules on the plan process. For the purpose of distribution and voting 
the creditors and shareholders have to be divided into classes. Before the debtor can solicit votes on 
its plan, it has to submit the plan accompanied by a disclosure statement to its creditors and 
shareholders so that they are able to cast an informed vote.34 After approval of the disclosure 
statement by the court, creditors and shareholders vote on the plan. Only those classes of debt claims 
and equity interests that are impaired under the plan and receive some distribution under it, have the 
right to vote on the plan.35 

                                                           
28 § 1121(d). 
29 However, the situation in which a debtor tried to cram-down a new value plan against a dissenting senior class led 
the US Supreme Court to decide that proposing a new value plan is not allowed under Chapter 11, unless exclusivity 
has been terminated. Competing bids on the debtor’s equity could help the judge in determining whether the plan 
violates absolute priority. Nonetheless, as in most cases reorganization plans are consensual the situation that the 
cram-down of a new value plan requires exclusivity to be terminated will rather be the exception than the rule. See In 
re 203 North LaSalle Street Partnership, US S. Ct., Bank of America v. 203 North LaSalle Street Partnership, argued 
November 2, 1998, decided May 3, 1999. 
30 § 363. 
31 § 364. 
32 § 365. An exception to the debtor’s exclusive right to assume or reject executory contracts is made if such contract 
is a contract to make a loan, or to extend other debt financing or financial accommodations, to or for the benefit of 
the debtor. Also, ipso facto clauses are valid with respect to contracts to make a loan, or extend other debt financing 
or financial accommodations.  
33 § 1103(c)(1), (2). 
34 § 1125(b). 
35  A class of claims is not impaired if (1) the claims are either unaltered by the plan or paid in full on the effective 
date of the plan, or (2) the claims are in default, the defaults are cured and the claims are reinstated according to their 
original maturity, see § 1124. A class of claims has accepted the plan if at least two-thirds in amount and more than 
one-half in number of the allowed claims of such class have voted in favor of the plan, see § 1126(c). A class of 
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After voting, the court still has to confirm the plan. If all impaired classes of claims or interests 
have accepted the plan, the bankruptcy court shall confirm the reorganization plan. This implies that 
even if the plan deviates from the absolute priority rule, the plan should be confirmed by the court if 
it is accepted by all classes.36 In other words, Chapter 11 allows shareholders’ and creditors’ classes 
to consensually deviate from the absolute priority rule. In addition, all reorganization plans must meet 
the best interests of creditors test and the feasibility test. First, the best interests of creditors test 
entails that each dissenting creditor or interestholder has to receive or retain under the plan at least 
property that has a present value equal to that participant’s hypothetical Chapter 7 distribution.37 
Second, the feasibility test entails that confirmation of the plan is not likely to be followed by the 
liquidation or the need for further financial reorganization of the debtor or any successor to the debtor 
under the plan, unless such liquidation or reorganization is proposed in the plan.38 Case law has 
established a low threshold of proof to satisfy the feasibility requirement. Success need not be 
guaranteed and a reasonable assurance of success suffices to meet the test.39 If not all impaired 
classes have accepted the plan, the bankruptcy court can cram-down the plan against a dissenting 
class if it is fair and equitable toward such a class, that is, if  such class is paid in full or the classes 
ranking below the dissenting class do not receive any payment.40 Thus, the cram-down provision 
reinstates the absolute priority rule with respect to dissenting classes.41 Stated differently, it 
prescribes ‘relative’ priority. 

The effect of confirmation of the reorganization plan is that the debtor’s preconfirmation debts are 
discharged. All preconfirmation claims are discharged save that the promises made in the confirmed 
plan are enforceable as new promises. Thus, the reorganization plan replaces the old promises for 
new ones. Insofar as old promises are not exchanged for new promises, the creditors’ and 
shareholders’ rights with respect to these old promises are extinguished entirely. 
 
3.1.3 The functioning of Chapter 11 
 
Chapter 11 has been criticized for imposing high direct and indirect costs on financially distressed 
firms thereby undermining the aim of keeping intact viable firms. First, the complicated and time-
consuming renegotiation process would lead to high costs in the form of professional fees to be paid 
by the debtor in possession to its own counsel and that of the different creditor and equity committees 
appointed in Chapter 11.42 Second, the debtor in possession system would grant a premium for bad 
management by allowing management to retain its jobs. Moreover, in their attempt to save their own 
positions, management’s interests would reside with that of the shareholders leading to considerable 
deviations from the absolute priority rule to the benefit of the shareholders. Furthermore, Chapter 11 
would provide bad management additional subsidies in the form of the debtor in possession’s power 
to reject unfavorable contracts, which power allows the debtor in possession to reorganize at much 

                                                                                                                                                                                            
equity interests has accepted the plan if at least two-thirds in amount of the allowed interests have voted in favor of it, 
see § 1126(d). 
36 § 1128(a). 
37 § 1129(a)(7)(ii). 
38 § 1129(a)(11). 
39 See Collier on Bankruptcy, ¶ 1129.03 [11]. 
40 § 1129(b)(1). 
41 Note that cram-down requires that the distribution made to the dissenting class is valued, but it does not require a 
valuation of all the debtor’s assets. 
42 To the extent that the fees for counsel assisting creditors’ and equity holders’ committees are authorized by the 
bankruptcy court, they need to be paid by the debtor in possession. It is one of the tasks of the United States Trustee, 
an officer of the bankruptcy court, to control the professional fees. 
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lower costs than competing companies as it does not have to bear the costs that terminating these 
contracts would have outside bankruptcy. In short, popular criticism of Chapter 11 generally states 
that the real beneficiaries of Chapter 11 are management, the shareholders and the Chapter 11 lawyer 
community.43 

As regards the direct costs, professional fees incurred by the debtor in possession are indeed 
considerable.44 Nevertheless, the adagio holds that the larger the company, the lower the direct costs 
as a percentage of firm value.45 With respect to large publicly held firms the direct costs on average 
amount to approximately 4% of firm value. Not the direct but the indirect costs in the form of 
suboptimal investment decisions may, therefore, be a more important concern in the Chapter 11 cases 
of large publicly held companies. In contrast, for smaller firms the direct costs of Chapter 11 may 
actually be higher than the indirect costs, and thus may indeed constitute a serious problem. 

The manager-friendly character of Chapter 11 needs to be nuanced. Empirical research has shown 
that the turnover rate of CEOs of large publicly held companies in and around Chapter 11 as well as 
the turnover rate of CEOs of financially distressed corporations outside bankruptcy is remarkably 
high.46 In this respect, Chapter 11 is not a safe harbor for management. The reason that management 
is often unsuccessful in preserving its position can be found in the many investor changes that are 
likely to occur during Chapter 11. First, sales of companies during Chapter 11 cases often lead to the 
installment of new management by the buyer.47 Second, changes in control may also occur just after 
the confirmation of a Chapter 11 plan, since many creditors who receive shares in exchange for their 
debt claims sell their shares shortly after confirmation. In this way, new investors can obtain a 
controlling block of shares just after plan confirmation. Third, investor change may be the result of 
claims trading during Chapter 11. Not infrequently, outside investors buy large blocks of debt claims. 
By acquiring claims at a price that they expect to be lower than the final distribution under the 
reorganization plan they gamble on making a profit. However, there are also claim buyers who do not 
merely want to capture a profit, but want to obtain control of the company. Since the plan can 
exchange debt for shares, claim buyers may end up with a controlling block of stock and oust 
management after plan confirmation. Moreover, claim buyers who are seriously interested in 
becoming the new majority owners of the reorganized company often have an active role in shaping 
the business and reorganization plan together with the debtor in possession, and provide the debtor 

                                                           
43 See for this line of critique e.g. Bradley & Rosenzweig (1992) 101:1043. 
44 See recently with respect to Enron The Meter Runs In Enron Case, As the Lawyers Retain Lawyers (‘A year into 
bankruptcy and professional fees reach $300 million’), New York Times, 25 December 2002, Business Section p. 1 
and 9. 
45 See Weiss (1990) (Weiss took the book value of debt plus the market value of equity at the end of the fiscal year 
preceding bankruptcy. He found an average of 3.1% with a range from 1 to 66%. His sample consisted of 37 
corporations that were listed on the NYSE or Amex); Altman (1984) 39:1076-1077 (Altman found that the direct 
costs as an average amounted to 6% of the firm value prior and after bankruptcy); with respect to The Netherlands 
see Couwenberg (1997) at 207-209 (his findings suggest that also in The Netherlands the relationship between direct 
costs and firm size can also be summarized as ‘the larger the firm the lower the direct costs’). 
46 LoPucki & Whitford (1993) 141:723-737. They found that in the period starting eighteen months before filing and 
ending six months after confirmation at least one change in CEO occurred in 39 of the 43 large corporate bankruptcy 
cases of their study. Many CEOs were ousted in the months preceding the Chapter 11 filing or in the month after 
confirmation. They also found a high turnover rate during the Chapter 11 case: in 72% of the cases there was at least 
one change in CEO during the pendency of the case. In addition, there was a high turnover rate of replacement CEOs 
who functioned as interim managers. Many of the CEOs in their study resigned involuntary; see also Gilson (1990) 
27:355 and (1989) 25:241 (The firms of Gilson’s sample were highly leveraged and had relatively more bank debt 
than publicly traded debt. His sample was taken from firms with ‘extreme negative stock returns’). 
47 LoPucki & Whitford (1993) 141:736. 
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with additional funding for its reorganization plan.48 Finally, the fact that some of the Chapter 11 
cases end in liquidation may also account for a part of the turnover rate of management shortly after 
Chapter 11. Thus, empirical research has shown that the penalty that corporate law places on bad 
management may be as serious a threat for managers of firms in Chapter 11 as for managers outside 
the realm of Chapter 11. 

Yet, the fact that Chapter 11 is not a safe harbor for management does not shed much light on the 
question of which interests management actually serves. The fact that equity and other junior 
interestholders often receive some distribution under Chapter 11 plans could be an indication for 
management’s alignment with the shareholders’ interests. Most Chapter 11 plans deviate from the 
absolute priority rule in that they offer some distribution to the shareholders and junior subordinated 
creditors even though higher ranking unsecured creditor classes are not paid in full. On average the 
distributions to equity are not very high and rarely exceed 10%.49 Empirical research found that 
distribution to shareholders is almost never a compensation for new capital contributions made by 
them, but instead is a compensation that the higher ranking classes are willing to pay to the juniors in 
order to prevent them from entering into behavior that delays the renegotiation process.50 It thus is a 
compensation for their nuisance value. 

There are, however, no indications that distributions to juniors would be the result of the efforts of 
management. To the contrary, Chapter 11 allows shareholders and junior debtholders to represent 
their own interests by offering the possibility of additional equity and creditor committees. In many 
large Chapter 11 cases equity and junior debtholders move for the appointment of such additional 
committees. Moreover, by opening the possibility to keep the firm intact as a going concern the 
Chapter 11 process offers junior interestholders the right environment to bargain for a distribution by 
advancing optimistic valuations of the firm’s going concern value. Again another reason for the fact 
that most reorganization plans deviate from the absolute priority rule is that the professional 
community surrounding Chapter 11 has a strong preference for consensually negotiated 
reorganization plans. Professionals play an important role during Chapter 11 cases. Different 
shareholders and creditor groups are represented by their own counsel who, in turn, negotiates with 
the counsel of the debtor in possession. The negotiation process is mainly focused on striking a deal, 
that is finding a consensus.51 Concessions, for instance in the form of some distribution to the junior 
interestholders, are a necessary byproduct of such a negotiation process.52 Consequently, the cram-
down of a reorganization plan is hardly ever tried as in most cases higher ranking creditors seldom 
protest against deviations from the absolute priority rule. Yet, despite the fact that unsecured 
creditors lose out some of their distribution to the junior interestholders, they in general receive 
higher distributions under Chapter 11 reorganization plans than in liquidation.53 

Nevertheless, the debtor in possession system entails more than only the rule that management 
keeps control over the firm’s assets. Clearly, such control only makes sense if the reorganization 

                                                           
48 See on claims trading Fortgang & Mayer (1990) 12:1, (1991) 13:1, (1993) 15:733. 
49 See on distributions to equityholders under Chapter 11 reorganization plans LoPucki & Whitford (1990); Weiss, 
(1990); Eberhart (1990) 45:1457; Franks & Torous (1989) 44:747-769. 
50 The senior creditors might fear that the costs of litigation imposed on them as a result of valuation disputes will 
exceed their eventual gain of imposing absolute priority on the lower classes. See Fortgang & Mayer (1985) 32: 1107 
(1985); Blum (1983) 50:432. 
51 See on the role of professionals and the highly intermediated character of Chapter 11 LoPucki & Whitford (1990); 
also Broude (1984). 
52 The professional prestige of certain lawyers, who are repeat players in large Chapter 11 cases, may depend on the 
extent to which they are able to facilitate consensual reorganization plans. 
53 Looking through disclosure statements it appeared not to be out of the ordinary that unsecured creditors received 
around 30%, and subordinated creditors around 14%. Secured creditors are often paid in full. 
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procedure offers a complete stay of the creditors’ enforcement rights and grants the debtor in 
possession the powers to continue the business operations. Chapter 11 both provides for a complete 
stay and allows the debtor in possession to use, sale and lease the estate’s property and to enter into 
new contracts. The claims of creditors who contracted with the debtor in possession yield 
administrative expense priority, which means that they have to be paid in full prior to confirmation of 
the reorganization plan. To be sure, granting administrative expense priority to postpetition creditors’ 
claims is as such not a rule that is specific for a debtor-oriented bankruptcy regime as most creditor-
oriented bankruptcy regimes provide for a similar rule. The main reason for having such a rule is that 
a trustee sometimes needs to incur costs in order to be able to orderly liquidate the assets. As 
creditors are not likely to enter into a contract with the trustee if they have to share with the 
prepetition unsecured creditors, a rule that postpetition creditors are paid in full before any other 
creditor receives a distribution induces creditors to enter into contracts with the trustee. It, thus, is an 
indispensable rule in any bankruptcy procedure. 

However, under a debtor-oriented regime as Chapter 11 the rule that postpetition creditors need to 
be paid before prepetition creditors adds a new dynamic to the bankruptcy process. Apart from 
inducing creditors to continue to trade with the firm, it may also be more profitable for certain 
creditors to trade with a debtor in possession. Unsurprisingly, Chapter 11 led to the development of a 
debtor in possession financing industry. The attractiveness of debtor in possession financing is mostly 
based on the fact that the postpetition loans need to be repaid prior to confirmation in combination 
with the fact that all other creditors’ enforcement rights are stayed. As a result of the stay, no creditor 
can reach the firm’s assets so that business operations and the generation of cash flow cannot be 
affected by individual debt collection actions.54 Since the automatic stay is seldom lifted, the risk that 
the assets and the cash flow will be used to pay prepetition creditors during the case is relatively low. 
A postpetition lender thus extends postpetition loans as long as the cash flow of the firm’s continued 
business operations during Chapter 11 is sufficient to repay such postpetition loans. In addition, the 
postpetition lender can stipulate high interest rates and fees since the debtor in possession is 
considered to be a high-risk borrower. Finally, she is not subject to the risk of lender liability or 
fraudulent conveyance actions since the extension of loans takes place with the approval of the 
bankruptcy court. Similarly, trade creditors may have an interest in the debtor’s continued business 
operations if they can continue to do business with the debtor in possession. Even if the trade 
creditors do not expect to receive much distribution on their prepetition claims, they may still receive 
some income by continuing to do business with the debtor in possession. 

Chapter 11 thus offers new financing possibilities that enable a financially distressed firm to 
continue its business operations. During Chapter 11 the debtor in possession may therefore liaise with 
creditor or shareholder groups that have an interest in business continuation. One of the first actions 
of a debtor in possession invariably is to request the bankruptcy court to authorize a first round of 
debtor in possession financing that offers the firm a credit facility during the first few weeks of the 
Chapter 11 case. However, when authorizing debtor in possession loans the judge will find it 
extremely difficult to answer the question of whether such loans will be used to facilitate the 
continued business operations of an economically viable firm. First, because the profitability of 
debtor in possession loans largely depends on the cash flow generated during the case, such 
profitability does not inform the judge on the economic desirability of the extension of a debtor in 
possession loan. Lenders are willing to extend postpetiton loans as long as the debtor in possession is 
able to meet its obligations under the loans even if from an economic point of view this means that 

                                                           
54 See Moore (Winter 1990-91) (Darla Moore states that the first issue for the postpetition lender to evaluate is 
whether the debtor is a viable entity. However, she continues by stating that ‘more important is whether or not the 
company has the critical mass to enable it to survive Chapter 11 for a reasonable period of time’). 
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good money is thrown after bad money. Second, the judge is most likely to be informed by the debtor 
in possession and its counsel. Other parties in interest are only heard if they object to the debtor in 
possession’s request for a postpetition loan. Thus, one of reasons that a part of the Chapter 11 plans 
do not consummate may be that the new funding possibilities that Chapter 11 offers a debtor in 
possession also enables firms to overinvest in the continuation of unhealthy businesses. 
Consequently, once overinvestment occurs the actual payout to creditors and shareholders may be 
lower than initially promised under the plan.55 

Another cause for the non-consummation can be found in the fact that a part of the companies 
emerge from Chapter 11 with too much debt in their capital structures. An important reason for this is 
that reorganization plans do not exchange enough debt for equity, but instead exchange too much 
debt for new debt claims.56 As a result, the chance increases that the surviving firm again defaults on 
its debt some time after it has left Chapter 11 thereby making a subsequent debt restructuring 
necessary. Both the fact that unhealthy firms may be able to continue operating during Chapter 11 
and the fact that too many firms leave Chapter 11 with too much leverage may account for the failure 
of a part of the reorganization plans. The subsequent debt restructurings invariably lead to lower 
distributions to the unsecured creditors’ classes than were initially projected under the reorganization 
plan.57 

Thus, a debtor-oriented regime such as Chapter 11 makes it possible for management to align with 
the interest of business continuation thereby serving a variety of interests. Which interests 
management, willingly or unwillingly, serves depends to a large extent on the particular 
circumstances of each case.58 Management may align with the shareholders’ interests, but also with 
the interests of certain creditors such as trade creditors or debtor in possession lenders. 
Management’s alignment may, however, not coincide with the interest of value-maximization. The 
fact that a considerable part of the Chapter 11 reorganization plans do not consummate at least 
evidences that in these cases management has not served the interest of value-maximization. 

Yet, firm reorganization does not only take place by a renegotiation process of the firm’s capital 
structure among its creditors and shareholders. In the Chapter 11 cases of large publicly held 
companies, considerable asset sales take place during the procedure. Such sales may regard minor 
assets, but can also include the sale of participations in subsidiaries, the sale of non-core business 
units or even of core businesses.59 Firms reorganizing in Chapter 11 thus do not necessarily keep all 
their assets inside the firm, but may relinquish control over a considerable part of their assets to third-
party buyers. Pursuant to section 363 of the Bankruptcy Code the debtor in possession can sell major 

                                                           
55 See Jensen-Conklin (1992) (Of the 45 plans in her sample 21 consummated, 5 probably, 11 definitely did not 
consummate, and 8 probably did not. She mentions as factors which indicate the likelihood of a plan’s potential for 
full consummation: the funding of the plan; liquidating plans are more likely to consummate; plan with shorter term 
for pay-out more likely to consummate; the lower the pay-out the higher the chance of consummation; the larger the 
case the higher the chance of consummation). 
56 See LoPucki & Whitford (1993a) (76% of 26 of the 43 companies had a debt/equity ratio that exceeded their 
benchmark ratio). 
57 I found that of the 43 companies of the LoPucki & Whitford sample at least 13 of them filed again for Chapter 11 
or Chapter 7 during the early 1990s. 
58 See LoPucki & Whitford (1993) 141:742-753. LoPucki and Whitford found no general patterns of self-dealing. 
Instead, the alignment of debtor’s management could be best described as haphazard. The pattern they observed was 
that management of clearly insolvent companies tended to be more aligned with the creditors’ interests, whereas 
management of marginally solvent companies tended to be more aligned with the shareholders’ interests. 
59 See LoPucki & Whiford (1993a) 78:601-605 (In their study of 43 Chapter 11 cases of large publicly held 
corporations considerable asset sales took place. Reduction of asset size occurred in all 43 cases of their study. In 
seven of the cases the core business was transferred as a unit to a third party); also White (1996b) at 302  (businesses 
survived in Chapter 11 among others as a result of going-concern asset sales). 
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assets as it allows the debtor in possession to sell assets outside the ordinary course of business 
provided that it obtains the authorization of the bankruptcy court.60 Also, section 1123(f) allows that 
a reorganization plan provides that substantially all of the firm’s assets are sold. Recently, several 
large publicly held firms used such liquidating reorganization plans for the purpose of going concern 
asset sales out of bankruptcy.61 

However, Chapter 11 is not the exclusive province of large publicly held companies. Most 
Chapter 11 debtors concern small businesses of which the owner also manages the business. Also, 
most corporations that file for Chapter 11 are closely held. The most important issue in many small 
business Chapter 11 cases is dealing with the secured creditors. Contrary to the large Chapter 11 
cases, unsecured creditors are hardly ever represented during the procedure as they often have too 
small a stake in the case in order to be willing to spend time and money on serving on a committee.62 
It is questionable to what extent the complicated Chapter 11 procedure is apt for small businesses of 
which the separation between ownership and control, even if they are conducted in a corporate form, 
is less clear. These firms may not have ready access to the capital markets and an important reason 
for their failure may be the quality of their management.63 
 
3.2  The Dutch Corporate Bankruptcy Regime 
 
3.2.1 The Development of the Dutch Corporate Bankruptcy Laws 
 
The current Dutch Bankruptcy Act (Faillissementswet) dates back to 1896. As of that time, only 
minor amendments were introduced to the Act and its main framework is still in place. 

Before 1896 the bankruptcy procedures were part of the Commercial Code. Criticisms on the 
functioning of the bankruptcy procedures under the Commercial Code of 1838 were the high costs of 
fees which had to be paid to the office of the bankruptcy clerk, the long duration of the cases, the 
limited participation of creditors during the procedure and the ease with which compositions came 
about.64 The Act of 1896 introduced a separate Bankruptcy Act that would no longer be part of the 
Commercial Code. This Act provided in title 1 for a liquidation procedure (faillissement) and in title 
2 for a suspension of payments procedure (surseance van betaling). Both titles applied to individuals 
as well as corporate entities.65 Both the liquidation and the suspension of payments procedure are 
manager-displacing procedures and provide for only a limited stay of the creditors’ enforcement 
rights. In addition, the absolute priority rule applies in both procedures. These characteristics remain 
unchanged until the present time. 

                                                           
60 See Waters & Kamphuis (1996). 
61 See Baird & Rasmussen (2002). They point out that prompt asset sales followed by negotiation over the 
distribution, as happened in Enron’s Chapter 11 case, are increasingly becoming the pattern in large Chapter 11 
cases. See also Baird & Rasmussen (December 2002). Yet, major asset sales and liquidating reorganization plans 
already took place as early as the 1980s, see LoPucki & Whitford infra footnote 60. See, however, LoPucki (2003) 
stating that empirical data show that reorganization is still an important reason for large publicly held companies to 
file for bankruptcy. 
62 See Fenning & Hart (1996) 4:120, 122 (Their study concerned 500 cases from one judge’s chapter 11 docket 
during the early 1990s in Los Angeles, California. The typical Chapter 11 case emerging from their study is that of a 
medium-sized enterprise, run by an individual or a small group.); also Warren & Westbrook (1999) 73:500 (They 
hold that 99% of the Chapter 11 cases could be classified as small business cases) 
63 See e.g. Blum (2000) 4:193-195. 
64 See Kortmann & Faber (1994-I) p. 7. 
65 See Kortmann & Faber (1994-I) p. 19. 
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As of 1896, the liquidation procedure opened the possibility of a composition between the debtor 
and its unsecured creditors by which a majority of the creditors could bind a dissenting minority. 
However, to safeguard the continued existence of financially troubled but viable businesses the 
suspension of payments procedure aimed at the continued operation of the debtor’s business.66 
Debtors were eligible to file for suspension of payments if the prospect existed that the debtor could 
perform its obligations after some time.67 The procedure was supposed to end by means of a 
composition between the debtor and its creditors. However, unlike the composition under the 
liquidation procedure, the composition under the suspension of payments procedure had to be 
accepted by all creditors and a majority could not bind a dissenting minority.68 In 1925 the 
suspension of payments procedure was amended by providing that a debtor would be eligible if the 
satisfaction of the creditors’ claims could be expected after some time.69 The purpose of this 
amendment was to expand the scope of title 2 to cases in which partial satisfaction of the creditors’ 
claims could be expected.70 Moreover, in 1935 the suspension of payments procedure was amended 
such that a majority of the creditors accepting a composition binds a dissenting minority.71 

It took until 1992 for the introduction of another substantial amendment to the Bankruptcy Act. In 
this year the possibility to request a so-called ‘cooling-off period’ (afkoelingsperiode) was introduced 
in the Bankruptcy Act in both titles 1 and 2.72 On request of a party in interest the court or the judge 
supervising the bankruptcy case can order that the stay shall also extend to secured creditors and 
other creditors with property interests in the debtor’s assets. The maximum period of this additional 
stay is two months. 

Nevertheless, the question of whether the Bankruptcy Act should be revised in order to facilitate 
corporate reorganizations has been subject to debate since the 1980s. Mainly at the initiative of 
private associations of lawyers in the field of commercial law, a stream of reports has been published 
throughout the 1980s and 1990s, in which suggestions for possible reforms with a view on the 
reorganization of ailing businesses were made. At the request of the Minister of Justice, a report on 
the need to introduce a reorganization procedure into the Dutch Bankruptcy laws was presented to 
parliament in 1989.73 One of the most important suggestions made by this report was to introduce a 
much more expanded moratorium into the suspension of payments procedure. Not only could this 
moratorium take up to a maximum period of six months, but also all creditors’ enforcement rights 
would be stayed automatically upon the commencement of the procedure. However, this report was 
not followed by legislative activity in the field of corporate bankruptcy law. It did, however, lead to 
the introduction of an Act on the adjustment of debts of individuals that was added as title 3 to the 
Bankruptcy Act in 1998. 

It took, however, until 1999 for the Minister of Justice, supported by the Minister of Economic 
Affairs, to seriously start working on proposals to amend the Bankruptcy Act. Particularly, the focus 
is on the rehabilitation of small and medium sized businesses. This led to a first draft bill in 2000 

                                                           
66 The purpose of a composition under title 1 is to prevent a judicial sale of the estate, whereas the purpose of a 
composition under title 2 is the restructuring of the debtor’s financial problems, see Vreeswijk (1973) p. 18. 
67 See Kortmann & Faber (1994-II) p. 344. 
68 See Kortmann & Faber (1994-II) pp. 335-336. 
69 See Kortmann & Faber (1995) p. 327. 
70 See Vreeswijk, pp. 4, 11. 
71 See Kortmann & Faber (1995) pp. 333-334 (MvT 1933-1934, 424). 
72 Articles 63a and 24a of the Bankruptcy Act (=Fw.). Wet van 7 mei 1986, Stb. 295 jo. 2 april 1991, Stb. 199 
(beschikking van 3 december 1991, Stb. 602): the cooling-off period became effective in 1992. 
73 Commission Mijnssen, Rapport van de commissie ter advisering omtrent eventuele herziening van de 
Faillissementswet. 
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proposing a few partial amendments to the Bankruptcy Act, which bill is still pending.74 Among the 
amendments proposed by this bill was the extension of the maximum period of the cooling-off period 
from two to four months. Also, the bill proposes to grant the trustee the right to use and sale the 
estate’s assets. However, these proposals to expand the scope of the cooling-off period encountered 
resistance of banks. Their main argument against expanding the cooling-off period is that a stay of 
the rights of secured creditors in combination with the trustee’s right to use the assets would 
negatively affect the availability of bank loans for small and medium sized businesses. At the same 
time, a working group was installed in order to enquire into additional, and possibly farther-reaching, 
proposals for reform. The working group presented its final report in the fall of 2001.75 The bottom 
line of the proposals and suggestions made by the draft bill and the working group respectively is that 
a wholesale revision of the Dutch Bankruptcy Act is unnecessary. As a consequence, only minor 
partial amendments, not affecting the bankruptcy procedures in any drastic way, have been 
advanced.76 
 
3.2.2 The Extant Dutch Bankruptcy Act 
 
The extant Dutch Bankruptcy Act provides for a mirror image of the corporate bankruptcy regime of 
the US Bankruptcy Code. The main corporate bankruptcy procedure is a liquidation procedure 
(faillissement). Upon commencement of the case, the debtor’s management is replaced by a court-
appointed trustee (curator).77 The trustee has the task to administer and liquidate the estate.78 In 
general, business operations are not continued during liquidation bankruptcy. Nonetheless, the trustee 
can request the judge supervising the trustee’s administration (‘supervisory judge’, rechter-
commisaris) to authorize the continued operations of the debtor’s business if the liquidation of the 
assets would require so.79 To take such decisions as the breach or performance of executory 
contracts, the private sale of assets and the termination of labor contracts, the trustee needs 
authorization from the supervisory judge.80 Apart from the oversight by the supervisory judge who 
has to be appointed in each liquidation case, an unsecured creditors’ committee can be appointed. 
However, in most bankruptcy cases such a committee is not appointed. 

Only the rights of the unsecured creditors and the priority creditors are stayed upon the 
commencement of a liquidation case.81 Creditors with a property interest in the debtor’s assets are not 
barred from enforcing their claims. In addition, creditors holding certain contractual or de facto 
enforcement rights can still enforce their claims. For instance, contractual creditors do not lose their 
rights to delay the performance of their obligations. Moreover, a condition upon which a contract is 
automatically terminated upon the commencement of a bankruptcy case does not lose its validity in 
bankruptcy. Also, the right to set off prepetition claims against prepetition debts is not stayed.82 

                                                           
74 See Wetsvoorstel Wijziging van de Faillissementswet in verband met het bevorderen van de effectiviteit van 
surséance van betaling en faillissement, Tweede Kamer, 1999-2000, 27 244, nrs.1-3; 2000-2001, nrs. 4-6; 2002-
2003, nr. 7. 
75 See Eindrapport MDW-werkgroep modernisering faillissementsrecht, tweede fase, October 2001, presented to 
parliament on January 10, 2002. 
76 A new commission, chaired by Professor Kortmann of Nijmegen University, has been assigned the task to draft 
more concrete proposals for partial reform. 
77 See article 14 lid 1 Fw. 
78 See article 68 lid 1 Fw. 
79 See article 98 Fw. 
80 See articles 68 sub 2, 98, 101 sub 2 in connection with article 176 Fw. 
81 See article 33 Fw. 
82 See article 53 Fw. 
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However, the trustee as well as each party in interest can request the supervisory judge to order that 
third parties’ enforcement rights against the estate are stayed for one month, which period can be 
extended by another month.83 During this month, third parties can only enforce their rights if they are 
authorized to do so by the supervisory judge. This additional stay is referred to as the ‘cooling-off 
period’ (afkoelingsperiode). The supervisory judge can attach conditions to the cooling-off period 
that may regard the granting of adequate protection to secured creditors, although the way in which 
such adequate protection should be provided has not been regulated. 

The distribution in bankruptcy adheres to the nonbankruptcy priority ranking. The debtor can offer 
a composition to its unsecured creditors in which it makes a proposal for the distribution of the 
liquidation proceeds.84 For the purpose of a vote on the composition, the unsecured creditors are not 
divided into different classes, but are treated as one large class. The general rule with respect to a 
distribution offered under a composition is that the creditors should be treated equally. Since 
unsecured creditors cannot be divided into sub-classes the rule of equality requires that all unsecured 
creditors be treated similarly. After acceptance of the composition by the required majority of the 
unsecured creditors85, it still has to be confirmed by the court.86 The court shall not confirm the 
composition if the proceeds of the estate are considerably higher than the distribution made to the 
creditors under the composition87; if the performance of the composition is not sufficiently 
guaranteed88; or if the composition is the result of fraud, preferential treatment of one or more 
creditors or has been reached by making use of other unfair means and practices, regardless of 
whether the debtor itself or any other person has collaborated with such acts.89 Upon confirmation the 
composition is binding on all unsecured creditors including the creditors that voted against it.90 As a 
result of confirmation, the unsecured creditors lose their enforcement rights with respect to the 
forgiven parts of the debt. In substance, this is the same as a discharge. 

Apart from a liquidation procedure, the Dutch Bankruptcy Act also offers a suspension of 
payments procedure (surseance van betaling). Its aim is to solve the debtor’s financial problems by 
means of a composition between the debtor and its unsecured creditors. Upon commencement of a 
suspension of payments procedure, the court appoints an administrator (bewindvoerder).91 Although 
the debtor’s management is not replaced by the administrator, management can only administer and 
control the estate’s assets if it acts in concert with the administrator.92 Because the court-appointed 
administrator oversees the debtor’s administration of the estate, the task of the supervisory judge is to 
advise the administrator.93 

Despite the fact that the suspension of payments is meant to serve as a procedure to reorganize the 
debtor’s capital structure, its lack of provisions that facilitate such reorganization has made it into a 
doorstep to the liquidation procedure. In essence, the liquidation procedure offers more possibilities 

                                                           
83 See articles 63a with respect to liquidation and 241a with respect to the suspension of payments procedure. 
84 The Bankruptcy Act does not contain provisions on the contents of the composition that leaves considerable 
freedom with respect to the kind of composition that can be offered to the unsecured creditors. See article 138 Fw. 
85 The composition is accepted if two-thirds in number of the allowed unsecured creditors who represent three-
quarters of the amount of the allowed unsecured claims vote in favor of the composition. 
86 See article 150 Fw. 
87 See article 153 sub 2 under 1º: this is interpreted as meaning that the unsecured creditors should not receive less 
under the composition than they would have received if the company had been liquidated. 
88 See article 153 sub 2 under 2º. 
89 See article 153 sub 2 under 3°. 
90 See article 157 Fw. 
91 See article 215 sub 2 Fw. 
92 See article 228 Fw. 
93 See article 223a Fw. 
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to reorganize an ailing company than the suspension of payments procedure. An important flaw of 
the suspension of payments procedure is that the enforcement rights of only the unsecured creditors 
are stayed. Save for the possibility to request for a cooling-off period, secured creditors and 
privileged creditors are not affected by the stay.94 In addition, like under the liquidation procedure, a 
composition can only be offered to the unsecured creditors. Last but not least, employees’ rights are 
less well protected under the liquidation procedure than under the suspension of payments procedure. 
One of the most important impediments to the use of the suspension of payments procedure is that 
the buyer who buys assets on a going concern basis is under the legal obligation to take over existing 
labor contracts and is liable for all obligations under them.95 In contrast, if going concern asset sales 
take place out of liquidation bankruptcy the buyer is not under any obligation to continue existing 
labor contracts.96 The reduced protection of employee rights in liquidation bankruptcy may be an 
important reason for debtors to prefer liquidation to suspension of payments since it allows them to 
get rid off employees against lower costs.97 
 
3.2.3 The Functioning of the Dutch Corporate Bankruptcy Regime 
 
Since the suspension of payments procedure is not a realistic option for most financially distressed 
companies in order to reorganize their businesses, a practice of going concern asset sales out of 
liquidation bankruptcy has developed. These going concern asset sales have been the prevailing 
method to reorganize businesses during the 1980s and 1990s. They have been used in the bankruptcy 
cases of both smaller and larger firms. Most of these going concern asset sales were instigated by the 
firm’s main secured bank lenders. Invariably the scenario’s for these going-concern asset sales are 
already prepared prior to the firm’s bankruptcy filing. Next, liquidation bankruptcy is used to execute 
such scenario. The corporation’s assets that are needed to continue the viable core business are sold 
to a third-party buyer. The assets, creditors and employees not taken over by the third-party buyer 
remain behind in the liquidating corporation. The price paid for the viable parts of the business is 
used to pay off the creditors’ claims. Often the proceeds are only sufficient to pay off the secured 
creditors. 

If a third-party buyer cannot be found, a new corporation can be formed which buys all the assets 
it needs to continue to operate the business as an economically viable entity. Again the assets, 
claimholders and employees that no longer fulfill a function in the new corporation remain behind in 
the old corporation that in turn is liquidated. In this scenario, the debtor often has bank lenders who 
have security interests on virtually all the debtor’s assets. These bank lenders provide credit to the 
new corporation in order to buy the assets from the old corporation. The price paid to the old 
corporation is used to repay the claims of the secured lenders. Moreover, as the assets acquired by the 
new corporation are free of security interests the new corporation can grant the bank security interests 

                                                           
94 Whereas under the liquidation procedure, privileged creditors’ enforcement rights are stayed. Another example of 
the fact that the suspension of payments procedure is insufficient as a bankruptcy procedure is the fact that, unlike the 
liquidation procedure, it does not provide the debtor and the administrator with any avoiding powers. 
95 This obligation follows from Article 7:663 of the Dutch Civil Code and is the implementation of EC-Directive 
77/187/EG of 14 February 1977, as amended by EC-Directive 98/50/EG of 29 June 1998 (Pb. EG 1998, L 201). 
96 See on the issue of employee protection and bankruptcy Vriesendorp (2001). 
97 See R. Knegt, R.M. Belzer, E.C. Mudde, Faillissementen en selectief ontslag, een onderzoek naar ‘oneigenlijk 
gebruik’ van de Faillissementswet, Hugo Sinzheimer Instituut, UvA, 1996, pp. 1-51 (It concerns a research into a 
large amount of bankruptcy cases of small sized corporations during which businesses were saved by means of going 
concern asset sales. It revealed that in one out of five cases getting rid off employees had been an important motive to 
file for liquidation bankruptcy). 
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to secure the bank loan. The bank lender thus exchanges its prepetition loan to the financially 
troubled corporation for a loan to the reorganized corporation. 

Despite the fact that management is replaced by a trustee in a Dutch liquidation procedure, the 
question remains of whether management nevertheless continues to fulfill a role, for instance by 
returning as managers of the reorganized debtor after a going concern asset sale. In order to 
demonstrate the functioning of the Dutch bankruptcy laws as a means of corporate restructuring 
during the last two decades, the following paragraphs provide an outline examination of the 
information that was available on this issue with respect to two large bankruptcy cases concerning 
two publicly held companies. First, the liquidation bankruptcy of Verenigde Bedrijven Bredero N.V. 
(hereinafter VBB), a civil engineering group that filed for bankruptcy during the second half of the 
1980s. Second, the bankruptcy of DAF N.V., a truck manufacturer that filed for bankruptcy at the 
beginning of the 1990s. 

VBB was a holding company that held participations in civil engineering and construction 
subsidiaries. A considerable part of its subsidiaries were into the construction of large infrastructural 
works inside as well as outside the Netherlands. One of the reasons for its financial downturn was the 
considerable amount of bad debtors in the Middle East. The turnaround scenario with respect to the 
VBB corporate group had already been prepared before VBB’s filing for suspension of payments. It 
had been worked out by the debtor’s management and its major bank lenders, who held security 
interests on virtually all major assets of VBB consisting of shares in its subsidiaries. The VBB-group 
was separated into two groups of companies, one containing the companies that were considered 
viable and one containing those that were considered unhealthy. Several months before the filing for 
the suspension of payments, the shares in the capital of the viable companies were transferred to a 
limited liability company that functioned as a subholding within the VBB-group. After filing for 
suspension of payments, the shares held by the subholding were transferred to a limited liability 
company outside the VBB group. This company was founded and funded by VBB’s main bank 
lenders (through a foundation that held all the shares in the company). The unhealthy companies 
stayed behind in bankruptcy. It was stipulated that the price that would be paid for the viable 
companies by the prospective buyers was to be used to repay the bank debt that was collateralized by 
security rights on the shares in the viable companies. However, the surplus of the sale would be 
turned over to the estate. 

After a short stay in suspension of payments, VBB went into liquidation bankruptcy. During the 
suspension of payments, the administrators basically had no other choice than to execute the scenario 
set up by the debtor and its major bank lenders, since the banks threatened to withdraw if their 
scenario was not followed.98 Thus, prior to filing for bankruptcy the terms of the restructuring were 
already set by the debtor and its major bank lenders. The adminstrators’ efforts to make changes to 
this scenario were constrained by conditions put forward by the banks. Consequently, the 
administrators had little freedom to take decisions during the suspension of payments and subsequent 
liquidation procedure. However, they stipulated that one of the trustees in the liquidation procedure 
was appointed as a board member of the foundation that held the shares in the viable group 
companies. In addition, they stipulated that the bankruptcy trustees had a right to refuse the sale of a 
viable company if they were of the opinion that another buyer offering a higher price for the shares 
could be found. 

In the VBB case, the management board was experiencing problems before VBB filed for 
suspension of payments. The chairman of the board was replaced five months prior to the filing. 

                                                           
98 The administrators wanted to keep the viable companies within the VBB group in order to be able to use the loss 
carry forwards. The trustees were of the opinion that this scenario would be more value maximizing than the scenario 
favored by the banks. However, the banks refused to cooperate with such a scenario. 
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During the suspension of payments the chairman and most of the other managing directors were 
ousted at the instigation of the shareholders.99 The continuation of parts of the business of the former 
VBB group was the result of the sale of its participations to third-party buyers so that former 
management of these businesses did not continue as managing directors after bankruptcy. A few 
months before its bankruptcy, the members of the supervisory board of directors were no longer in 
function. New directors were not appointed. 

In contrast to the VBB case, in the DAF case a reorganization scenario had not been worked out 
prior to bankruptcy. However, as in the VBB case, a large part of the debtor’s assets were 
collateralized in favor of the debtor’s major banks. Despite negotiations with several prospective 
buyers no third party was willing to buy DAF’s core business. Consequently, DAF’s major assets 
were sold to a newly formed corporation that continued DAF’s core business outside bankruptcy. 
This scenario was supported by DAF’s main secured bank creditors who extended loans to the new 
corporation in order to enable it to buy the assets from the trustee. 

Less than a year before DAF filed for bankruptcy, DAF’s chairman was replaced. It is not clear, 
however, whether this was related to DAF’s financial difficulties, although this seems to be likely.100 
DAF filed for liquidation so that all managing directors lost control over the corporation. Despite the 
fact that DAF was in liquidation bankruptcy, the new chairman seems to have fulfilled an important 
role during the negotiations on the sale of DAF’s assets. Only the chairman returned in the 
reorganized DAF. 

Although no general conclusions can be drawn from these two examples, and they only provide 
anecdotal evidence, they demonstrate that it is not unusual for managing and supervisory directors to 
vacate their office in the months or year preceding a bankruptcy case. Moreover, such management 
changes are likely to be instigated by the firm’s main bank lenders. Also, if bank lenders hold 
security interests on a large part of the debtor’s assets they are likely to exert considerable influence 
on the asset deployment decisions. 

The Dutch bankruptcy system with its focus on liquidation generally leads to low distributions to 
unsecured creditors. Because distribution follows the nonbankruptcy priority scheme, shareholders 
generally receive no distribution. In addition, if a large amount of the company’s debt consists of 
secured bank debt, going-concern asset sales out of liquidation often yield no distributions for the 
unsecured creditors. Turning back to the VBB and the DAF case, in both cases bank creditors held 
security interests on a large part of the debtor’s assets. Nevertheless, the distributive results of both 
bankruptcy cases were very different. The DAF case is the classical example of a quick going 
concern asset sale out of liquidation. The secured bank creditors received payment on their secured 
claims. However, unsecured creditors and shareholders received no distributions. Contrary to the 
DAF case, in the VBB case a liquidation composition was offered to the unsecured creditors that 
stipulated that all assets were turned over to a liquidator who would take care of a the liquidation of 
the assets. The strategy was to slowly liquidate the assets in order to maximize the price offered for 
them. In addition, surpluses realized as a result of the sale of the viable companies outside bankruptcy 
had to be turned over to the bankrupt estate. This strategy of slow liquidation paid off as unsecured 
creditors and subordinated creditors finally received a distribution of 100% of the nominal value of 
their claims. They received this distribution over a period of several years.101 

                                                           
99 See Verslag van de bewindvoerders in de voorlopige surséance van betaling van de VBB N.V., 7 september 1987, 
p. 3; also Curatoren verslag in het faillissement van VBB N.V., 29 februari 1988, pp. 9, 17. 
100 An explicit contention to that effect could not be found in the financial press, also the trustee in bankruptcy could 
not provide information on this issue. 
101 The distribution that creditors received over a period of several years probably did not include a compensation for 
their time value of money so that distribution may in fact have been lower than 100%. 
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In contrast, if a firm has issued public debt, a suspension of payments or at least the use of a 
composition to restructure the firm’s financial problems may become an option. Recently, this has 
led to bond restructurings both inside as well as outside bankruptcy.102 Not only outside bankruptcy, 
but also inside bankruptcy bondholders lose out some of their value to shareholders because 
bankruptcy compositions are only binding on the unsecured creditors. As a result, shareholders may 
retain an interest in the reorganized business if such business is continued within the same legal 
entity. Prior to offering a composition to the bondholders, shareholders can bargain for retaining a 
certain percentage in the firm’s capital. Moreover, as the shareholders are not affected by the 
composition with the unsecured creditors, their interests are not extinguished after the acceptance of 
the composition by the unsecured creditors. If the debtor wants to continue its business within the 
same legal entity, it offers its unsecured creditors a composition under which a percentage of their 
claims are paid or their debt is exchanged for equity. Often such compositions do not provide for full 
payment of the unsecured creditors’ claims. As a result of the acceptance of the composition by the 
unsecured creditors, the forgiven parts of the debt are discharged. Since the shareholders’ interests 
are not cancelled, their shares may regain value after the acceptance of a composition. 

Yet, as is the case in the United States many corporate bankruptcy cases in the Netherlands 
concern small and medium sized firms. Typically, these firms are closely held and have one main 
bank lender that often holds security interests on a part of the firm’s assets. When these firms start to 
experience financial difficulties, bank lenders generally intensify their control over the firm. As a 
condition to continued financing, they often require that the firm reorganizes its business operations. 
Also, management changes may be a prerequisite for the extension of future bank loans. Of course, 
banks will try to increase their grip on the firm’s operations by bargaining for additional security 
interests. Banks contend that informal restructurings outside bankruptcy that take place under their 
supervision would lead to the preservation of the business in 60% to 80% of the cases.103 
 
3.3 Insights Gained from the US-Dutch Comparison  
 
When comparing the US and Dutch corporate bankruptcy regimes, each can be characterized by 
different trade offs between efficiencies and inefficiencies. To be sure, the manager-driven corporate 
bankruptcy regime of the United States may indeed entice firms to opt for bankruptcy at an earlier 
moment in time. As a result, the overinvestment problem prior to bankruptcy may be less of a 
problem under Chapter 11. Particularly in the cases of large publicly held companies, Chapter 11 
may be one of the strategies to effect a control transaction while keeping the assets inside the firm. 
As follows from empirical research into the Chapter 11 cases of large publicly held firms, Chapter 11 
is much less manager-friendly than conventional wisdom wants us to believe. Yet, it is manager 

                                                           
102 Recently, Versatel Telecom International N.V. successfully restructured its public debt by using the suspension of 
payments procedure to offer a composition to the bondholders, see press release of 9 September 2002 Versatel 
Creditors Accept Akkoord, on www.versatel.com.. UPC filed for suspension of payments and offered a composition 
to its bondholders that has been accepted by a majority of the bondholders, see www.upccorp.com.. Also, on 10 June 
2003 Getronics announced to have reached agreement, out of court, with its subordinated debt holders on 
amendments to the bond terms, see press release dated 10 June 2003 on www.getronics.com Bondholders Formally 
Agree to Amend Terms of Subordinated Convertible Bonds due 2004 and 2005. 
103 During a seminar on the position of the bank in the framework of the proposed amendments to the Dutch 
Bankruptcy Act, A.M. Van Amsterdam reported on his research into 250 files of small and medium sized businesses 
that were restructured under the supervision of their house bank. He reported that his preliminary findings suggest 
that in 60% of the cases the restructuring efforts that took place under the supervision of the bank led to the continued 
existence of the business. See for a report of this seminar Sefa Franken, Verslag Nibe-Svv seminar d.d. 18 september 
2002: Modernisering faillissementsrecht: wat wordt de positie van de bank?, TvI 2002/6, pp.336-341. 
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driven in that it allows firms to keep the assets inside the firm thereby keeping the firm’s use of the 
assets unaltered. Thus, those who are in control may not be the same persons but what they control in 
principle is. Although Chapter 11 may curtail overinvestment prior to bankruptcy, overinvestment 
during the procedure nonetheless appears to be a problem as Chapter 11 may give too much room for 
the continuance of unhealthy firms by parties whose personal wealth maximization is served by the 
firm’s continued business operations. To the extent that the firm’s going concern value falls below its 
liquidation value, these parties’ focus on their own wealth maximization may, however, be short 
lived. 

Yet, as regards large publicly held firms the overinvestment problems during Chapter 11 may be 
tempered to the extent that trading in the firm’s securities and assets continues. The phenomenon of 
claims trading with a view of taking control as well as the considerable asset sales that take place 
during Chapter 11 indicate that at least for a part of the large publicly held firms a competitive 
environment exists in which bidding on the firms’ securities or assets may enhance the value offered 
for the firm’s assets. However, a problem occurs once no such competitive environment exists or 
potential investors are not offered the possibility to bid on the firm. The lack of a competitive 
environment particularly occurs in those instances in which the firm’s going concern value is 
uncertain. Consequently, the decision to continue or liquidate the business is turned back to the 
firm’s creditors and shareholders. Under conditions of uncertainty, parties whose own wealth 
maximization is served by business continuation may successfully defend high projections of the 
firm’s going concern value. In this way, they may delay the decision to put the firm’s assets to an 
alternative use too long.104 However, the decision to continue business operations is suboptimal if the 
firm’s liquidation value is higher than its going concern value. Moreover, the risk exists that 
liquidation value is dissipated by continuing the business operations for some time during Chapter 
11. 

In contrast, liquidation under the Dutch bankruptcy regime clearly functions as a last resort option. 
As bankruptcy is manager-displacing and, on top of that, does not provide for a complete stay of the 
creditors’ enforcement rights, bankruptcy invariably leads to relinquishing control over the firm’s 
assets in such a way that the assets are not kept inside the firm. Consequently, there is an incentive to 
keep the firm operating as long as possible outside bankruptcy. Moreover, in its slide to insolvency a 
firm’s main bank lenders will increase their grip on the firm by improving their security position and 
pushing for changes in the firm’s management. If, however, the firm’s financial condition continues 
to deteriorate the firm’s main secured lenders have an incentive to push for quick liquidations either 
on a piecemeal basis or on a going concern basis. In general, quick liquidation sales yield lower 
recoveries than slow liquidation sales.105 The overinvestment problem prior to bankruptcy and the 
underinvestment during bankruptcy may thus be the more severe problems under the Dutch regime. 

Yet, the main bank lenders’ role as the informal turnaround managers of financially distressed 
firms is said to lead to the preservation of a considerable amount of financially distressed small and 
medium sized businesses. Still, to the extent that the banks’ control over financially distressed firms 
does not result into a successful reorganization, these firms end up in liquidation bankruptcy. 
Although banks assisting a firm in its efforts to turn around its financial problems may have 
reasonable insight into the firm’s affairs, the value of the firm’s assets is not certain for banks either 
as they remain to be outsiders. To the extent that the uncertainty about the firm’s future income 
streams is higher, a bank may initially give it a try. Moreover, as long as the bank is able to bargain 
for security interests with a reasonably stable value, she remains to some extent insulated from the 
firm’s insolvency risk. Consequently, a bank may hang on too long to the firm resulting into a 

                                                           
104 See on the possible impact of uncertainty on the shut-down decision Baird & Morrison (2001). 
105 In the VBB-case the decision to sell off the assets slowly turned out to be a value-enhancing strategy. 
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postponement of the decision to shut down the firm. However, if the firm’s going concern value falls 
short of its liquidation value a delay of the shut down decision may also lower its liquidation value. 

However, this initial characterization of the US and Dutch corporate bankruptcy regimes needs to 
be nuanced. To be sure, the comparison also underlines that the ownership structure of firms matters 
if it comes to defining what investment patterns are triggered by different bankruptcy regimes. Much 
of the empirical data on the functioning of Chapter 11 regard large publicly held firms. These firms 
are characterized by a separation between ownership and control. Ownership, in turn, is divided 
among shareholders and debtholders whose securities are publicly traded. There are nevertheless 
more small and medium sized firms that use Chapter 11 than large publicly held firms. These firms 
are typically not publicly held, but are either closely held companies having a relatively small group 
of owners or are owner/manager type of firms. Not only may there not be a market for the assets of 
these firms, also the control of their assets is organized differently and raises different problems. In 
contrast, in the Netherlands descriptions of business bankruptcy focus on closely held firms that have 
no ready access to the capital markets and are largely dependent on debt financing by one main bank 
lender. Nevertheless, also in the Netherlands firms have different capital structure arrangements.  

Three intermediate conclusions can be drawn from the US-Dutch comparison. First, neither the 
US regime nor the Dutch regime is clearly more optimal in that either of them would generally be 
better in preserving economically viable firms. Moreover, in both regimes the downside risks of 
suboptimal asset deployment decisions invariably fall upon the unsecured creditors. Second, both 
bankruptcy regimes face the problem to what extent they can meet the challenge of providing 
adequate bankruptcy mechanisms for different types of firms. Corporate bankruptcy law potentially 
has to deal with a variety of firms organized in different legal forms, which pose different control 
problems. Still, the bankruptcy laws of both the United States and the Netherlands provide for a one-
size-fits all procedure. On the one hand, the US Bankruptcy Code provides for a reorganization 
procedure that was drafted with large publicly held firms in mind. The mechanisms for controlling 
management during Chapter 11 may, therefore, be more apt for these large publicly held firms than 
for closely held firms. On the other hand, the Dutch bankruptcy laws have never been drafted with 
businesses in mind. Third, a problem that both regimes may have in common is that both in the 
United States and the Netherlands there is a gray area of firms of which the going concern value is 
highly uncertain. Uncertainty regarding a firm’s going concern value may result into a lack of a 
competitive market for the firm’s assets. As long as the firm’s value remains uncertain there is a 
chance that its assets are suboptimally deployed either by foreclosing these assets too soon or by 
delaying such foreclosure too long.106    

   
4 The Law-and-Economics of Bankruptcy Reform 
 
From a law-and-economics point of view, the need to include a reorganization option into the 
bankruptcy laws is not at all apparent. As such, a pool of assets should only be preserved as a going 
concern if its future income stream has a higher value than the liquidation value of the separate 
assets. Yet, the use of a manager-friendly reorganization procedure would only be required if due to 
market imperfections a going-concern asset sale to a third-party does not maximize the firm’s value. 
Undervaluations of firms may be caused by the fact that third-party investors do not have complete or 
correct information on the firm’s future income streams. In order to address this problem, the 
bankruptcy laws could include a mechanism that entices firms, which are adversely affected by these 
market imperfections, to choose for a mechanism by which they can restructure their capital 
structures. A reorganization procedure such as Chapter 11 offers such a mechanism by providing for 
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a hypothetical sale of the firm’s assets to its creditors and shareholders. This hypothetical sale is 
realized by exchanging the shareholders’ and creditors’ old securities or claims against the firm for 
new ones. Thus, the inclusion of a reorganization option is only justified insofar as liquidation 
procedures and going concern asset sales do not guarantee the realization of the best possible value of 
the firm’s assets. 

Reorganization is thus viewed as a market mimicking procedure. In the absence of a market for 
the firm’s assets, it allows the creditors and shareholders to contract on a new capital structure. 
However, the example of Chapter 11 shows that such a market mimicking procedure is likely to 
replace one set of inefficiencies by another. The reason for this is that not only outside investors but 
also the firm’s creditors and shareholders on the one hand and the bankruptcy judge on the other hand 
may not have complete or correct information on the firm’s value. Still, they have to make a decision 
on how to deploy the firm’s assets. If the value of the firm is certain, the payoff of different 
investment decisions is clear. Consequently, there is no need to pursue an investment decision that 
does not yield the highest possible value for the firm’s assets as clearly no single creditor or 
shareholder would benefit from such a decision. By contrast, if creditors and shareholders lack full 
information on the true value of the firm, the payoff of different investment decisions becomes 
uncertain. In making their investment decisions creditors and shareholders will therefore be guided 
by their individual distributive expectations. Each creditor or shareholder considers what course of 
action is likely to bring her the most. In this way, a soft procedure like Chapter 11 poses a strategic 
choice problem in that the asset deployment decision is influenced by the parties’ desire for the best 
possible distribution on their claims.107 

Criticism on the inefficiencies caused by reorganization procedures such as Chapter 11 has led 
several scholars to propose alternatives to Chapter 11. The proposals have in common that they aim 
to separate the process of bargaining over the value of the firm from the asset deployment decision.108 
By doing so, these proposals address the ex post and ex ante inefficiencies created by ex post 
bargaining among the creditors and shareholders under the supervision of an inexpert judge. 
Moreover, because the emphasis is on the inefficiencies caused by a loss-sharing rule, the proposed 
alternatives assign great value to the adherence to the absolute priority rule. On the one hand, the 
absolute priority rule would reduce ex post inefficiency, as it does not allow shareholders and 
creditors to enter into a prolonged negotiation process on the redistribution of the firm’s value. On 
the other hand, it would mitigate ex ante inefficiency by respecting the creditors’ ex ante bargained 
for contractual terms.109 If lenders and other creditors that enter into contracts with a debtor know 
that in the event of bankruptcy the absolute priority will be strictly applied, they can effectively price 
the risk associated with the event of bankruptcy. Because they know their relative position in 
bankruptcy beforehand they can assess the payments that they will receive on average in case the firm 
files for bankruptcy. The unaltered application of the nonbankruptcy priority ranking thus allows 
lenders to price their debt in accordance with a firm’s risk characteristics. In general, this leads 
healthy or less risky firms to be able to attract funds against lower costs than unhealthy or riskier 
firms. In contrast, the possibility of ex post redistribution of the firm’s assets affects the creditors’ 
expected payoff in case of bankruptcy. Such payoff not only becomes more uncertain, it is also likely 
                                                           
107 See e.g. Skeel (1992) 78:502-503. 
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to be lower as some of the firm’s assets will be redistributed to other creditors or shareholders. In 
general, this will lead the creditor to raise the price of debt.110 The increase in the price of debt will 
be highest for unhealthy firms or firms with a higher risk profile, such as starting businesses. Ex post 
redistribution may thus limit the availability of credit for a subset of firms that, in turn, could 
potentially harm economic activity. 

In general, emphasizing the importance of the absolute priority rule stems from the idea that 
value-maximizing asset deployment decisions are only taken if the decision maker bears the full costs 
of its decision. For instance, if junior creditors prefer a different deployment of the firm’s assets than 
the senior creditors, the strict application of the absolute priority rule requires them to take into 
account the costs of paying off the senior creditors. Because the strict application of the absolute 
priority rule disables the junior creditors to redistribute value from the senior creditors to themselves, 
it in principle forces them to pursue an alternative asset-deployment decision only if this decision 
would indeed create more value than the decision preferred by the senior creditors.111 Similarly, this 
approach to corporate bankruptcy law also places great emphasis on the need to protect the value of 
non-bankruptcy consensual property rights against the firm’s assets. In case of a complete stay, 
secured creditors can no longer enforce their claims by selling off the collateral securing their claims. 
Although junior creditors may prefer a collective proceeding that may allow them to come up with 
alternative ways to deploy the firm’s assets, secured creditors perceive such delay as a threat to the 
value of their collateral. A stay of the senior creditors’ enforcement rights therefore has to be 
accompanied by a provision that protects the secured creditors against the depreciation of the value of 
their collateral and reimburses them for their lost time value of money.112 

In the next section two alternatives to a soft bankruptcy regime will be discussed that both attach 
great value to the absolute priority rule and claim to be superior to a soft regime by separating the 
process of bargaining over the firm’s value from the asset deployment decision.   
 
4.1 Auctions and Market Mimicking Alternatives to Soft Procedures 
 
Auctions and contingent equity schemes have been presented as alternatives for soft bankruptcy 
regimes. They both have in common that they aim at separating the asset deployment decision from 
the distributive decision. In doing so, they claim to enhance ex post efficiency by preventing the firm 
from incurring costs as a result of a protracted renegotiation process. Moreover, they both rely to 
some extent on the market for valuing the firm’s assets. On the one hand, the auction approach 
entirely assigns the task of making the asset deployment decision to the market. On the other hand, 
contingent equity schemes do not fully rely on the market but either use the market to set a price for 
the firm’s securities or provide for a market mimicking procedure by letting the firm’s creditors and 
shareholders bid on the firm’s securities. 

Using the market for valuing the firm’s assets would be superior to a soft bankruptcy regime that 
replaces market value by expert value. As a disinterested party, the bankruptcy judge lacks the 
information and expertise as well as the right incentives to make asset deployment decisions. Lacking 
full insight into the financial and economic condition of a firm, the bankruptcy judge will have a 
tendency to delay the reorganization procedure when she is presented with positive projections on the 
firm’s future income stream. For instance, during Chapter 11 the judge is most likely to be informed 
by those parties in interest who are most strongly motivated to present their case. During the first 
days of a Chapter 11 case, this will invariably be the debtor in possession represented by its counsel 
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as an unsecured creditors’ committee has not been appointed yet at that stage of the procedure.113 But 
also after the appointment of an unsecured creditors’ committee the debtor in possession and its 
counsel still are the judge’s main source of information as other parties in interest will only be heard 
to the extent that they raise objections against orders requested by the debtor in possession. Given 
that the debtor in possession has an interest in continuing its business operations, the information 
provided by it is likely to be colored and may contain overoptimistic projections of the firm’s future 
income stream. Nonetheless, under conditions of uncertainty the judge is most likely to favor positive 
projections over negative ones and, thus, tends to delay the decision to shut down the firm. Moreover, 
when confronted with a request to authorize, for instance, a postpetition loan, the judge’s first 
concern is whether the debtor can satisfy its postpetition obligations. Consequently, as long as the 
uncertainty about the firm’s value continues while the debtor in possession is still able to satisfy its 
short-term postpetition obligations, the judge will postpone her decision on the firm’s future. 114 

If at all, the judge steps in as a decision maker when the reorganization procedure has already 
been going on for several months or even years. To be sure, the judge generally only acts if one of the 
parties-in-interest objects to a request made by the debtor in possession. Another instance that may 
lead to judicial activity is the situation in which the debtor tries to cram-down a reorganization plan. 
However, the decisions that the judge makes in these instances are of a procedural nature such as 
lifting the automatic stay to the benefit of a secured creditor or terminating exclusivity. At best, she 
opens the possibility for other parties to propose competing reorganization plans. By so doing, she 
does not decide whether the firm should be shut down because this decision is placed in the hands of 
the firm’s management, shareholders and creditors. However, to the extent that suboptimal asset 
deployment decisions were taken during the course of the Chapter 11 case the firm has already 
incurred the costs of such decisions. These limitations of the judiciary process lead to the conclusion 
that the bankruptcy judge is not particularly well equipped to make business decisions, and that the 
marginal control by the judge is the logical reflection of the judge’s inability to second-guess 
business decisions. 

Auctions as an alternative to soft bankruptcy regimes replace a court supervised decision-making 
process based on expert value by a process of market valuation. It thus takes the asset deployment 
decision away from those entitled to a distribution and places it in the hands of the buyer of the 
assets. The buyer would have better incentives to maximize the value of the firm’s assets as its own 
wealth maximization corresponds with the wealth maximization of the pool of assets. In addition, the 
market process of bidding could lead to better prices for the assets. After auctioning the assets, the 
creditors and the shareholders can negotiate and agree on how they want to distribute the value of the 
assets. Auctions would thus lead to an ex post efficiency gain as the renegotiation process no longer 
affects the value of the firm’s assets.115 

However, the market is not necessarily better in assessing the value of the firm than the firm’s 
claimants under the supervision of a bankruptcy judge. For one thing, there may not be enough 
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bidders. The lack of competitive bidding on the firm’s assets increases the chance of undervaluation. 
Consequently, a mandatory auction process may more resemble private asset sales to one prospective 
buyer than an auction. Private sales occur frequently in a creditor-oriented bankruptcy regime such as 
the Dutch regime and are often criticized for yielding low prices for the firm’s assets. In addition, 
even if there would be more bidders on the firm’s assets, these bidders are not necessarily better in 
assessing the firm’s value than the existing investors. In order to value the firm’s assets a bidder is 
dependent on information provided by the firm. The bidder is, however, not assured of having exactly 
the same information on the firm’s financial and economic condition as the firm’s management. The 
qualities of an auction process therefore depend on the way it regulates the provision of information 
to the prospective buyers. Moreover, even if the buyer has conducted a due diligence investigation, 
there remains to be a risk that not all losses or claims against the firm are revealed during the 
investigation. The risks associated with uncertainty about the true value of the firm’s assets may 
either be so prohibitive that no single buyer turns up or result in lower prices offered for the assets.116 

Apart from the risk of a thin trading market, ex post auctions may as well give rise to ex ante 
inefficiencies. First, mandatory auction processes are hard on the debtor’s management. They 
invariably lead to the management’s loss of control of the firm’s assets. As a result, firms are enticed 
to delay bankruptcy filings. The longer a decision on the deployment of the firm’s assets is 
postponed, the higher the chance that the value of the firm’s assets is negatively affected by such 
delay. The question therefore is to what extent the ex post efficiency gain that auctions would bring 
exceeds the ex ante inefficiencies that they evoke. Second, the decision to hold an auction and the 
timing of the auction are still prone to manipulation by the debtor’s shareholders and creditors. 
Consider for instance the situation in which there is only one buyer and a prepetition lender with 
substantial security interests in the firm’s assets. The buyer may decide to form a coalition with the 
prepetition lender by offering a price for the assets that repays the secured lender’s claims in 
exchange for a loan to buy the assets. In this way, buyer and lender realize a quick liquidation sale. In 
bankruptcy cases of smaller or medium sized closely held firms this scenario may be a realistic one. 
Furthermore, even if there are more bidders on the firm’s assets, the risk exists that parties to the 
reorganization process strategically bid during the auction in order to lower or raise the price to their 
own advantage.117 

Because of the risk of a thin trading market for the firm’s assets, other alternatives to soft 
bankruptcy regimes have been presented that only partially rely on the market process or mimic the 
market process albeit in a different way than Chapter 11 does. For instance, the market mechanism 
could be used to price the reorganization value of the firm, and to establish the value entitlements of 
the different classes of shareholders and debtholders, by selling some of the securities during the 
reorganization process on the open market. The advantage of establishing the price of the debtor’s 
reorganization securities in the market would be that, once their price is known, distribution of the 
securities to the claimants could be made on the basis of the absolute priority rule. This would solve 
both the valuation and the distribution problem.118 Market valuations of the reorganization securities 
would reduce reorganization expenses to the extent that the costs of valuation disputes exceed the 
costs of market sales. Nevertheless, the trade in distressed securities is often reduced or may even be 
halted so that there may not be enough buyers to guarantee a correct valuation. Moreover, the price 
offered for only a small portion of the firm’s securities does not help us in assessing the value that 
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should be attached to alternative uses of the assets. After all, the important question to be solved is 
whether the use of the firm’s assets should remain unchanged or whether they should be redeployed 
outside the firm. If the market is only used to value a part of the securities without including the 
option of a different use of the assets some costs may be saved, as parties would no longer be able to 
enter into a protracted renegotiation process. Yet, it does not offer any insight into the optimal asset 
deployment decision.119 To be sure, in order to value the alternative uses of the debtor’s assets the 
option of relinquishing control of the assets, in whole or in part, to a third party should also be priced. 

Because the problem of thin trading markets remains unsolved, alternative mechanisms to price 
the firm’s assets have been advanced. It concerns suggestions of various forms of contingent equity 
schemes. Like soft bankruptcy regimes, contingent equity schemes mimic market processes as they 
let the firm’s shareholders and creditors decide on the future use of the firm’s assets, but they differ 
from soft bankruptcy regimes in that they let the creditors and shareholders bear the costs of the 
choices they make. Unsurprisingly, contingent equity schemes are based on a strict application of the 
absolute priority rule. They start from the conventional wisdom that under conditions of solvency the 
status of the residual owner, that is the owner that has a right on the residue of the income stream 
after all higher ranking claim holders are paid in full, resides with the shareholders. Under conditions 
of insolvency, however, the status of the residual claimant shifts to a higher ranking class of 
claimants. Even though contingent equity schemes are based on the application of the absolute 
priority rule, they do not enter into valuation of the entire firm in order to establish which group of 
claimants holds the residual claimant status. As Chapter X of the former US Bankruptcy Act has 
shown, such a valuation process leads to costly valuation disputes among the junior interestholders 
and senior creditors. Instead, the firm’s shareholders and creditors all have contingent rights on the 
debtor’s income stream and upon insolvency of the firm each shareholder and creditor only has to 
decide on exercising its rights. 

To explain how a contingent equity scheme could work, it is useful to outline one of the most 
detailed contingent equity schemes proposed by Bebchuk.120 Bebchuk proposes a corporate 
reorganization regime that uses options to divide the value of the reorganized company among the 
creditors and shareholders. He assumes the existence of three classes of participants: a class of 100 
senior creditors each owed 1, a class of 100 junior creditors each owed 1 and a class of 100 equity 
holders each holding one unit of equity. The reorganized company will have 100 units of equity of 
which the total value is unknown. His options approach starts with establishing that the contractually 
specified distribution among the various classes of creditors and shareholders is sequential in that 
classes are ranked, and any class is entitled to get some value only after higher ranking classes have 
been paid in full.121 In other words, distribution in corporate reorganization follows the 
nonbankruptcy absolute priority ranking of the creditors and shareholders. 

Next, options on the securities of the reorganized company are distributed to the creditors and 
shareholders. The securities of the reorganized company are held by a clearing agent. The creditors 
and shareholders receive options on these securities and by exercising the rights contained in their 
options they will determine the ultimate distribution of securities. Each senior creditor receives one 
type-1 right that at the option exercise stage either is redeemed by the clearing agent or, alternatively, 
if the right is not redeemed the holder receives one unit in the reorganized corporation. Each junior 
creditor receives one type-2 right that at the option exercise stage either is redeemed or, alternatively, 
the holder has the option to purchase one unit in the reorganized company for 1. Each shareholder 
receives one type-3 right, which right may not be redeemed by the clearing agent and the holder of 
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such right will have the option to purchase one unit of the reorganized company for 2. Thus, at the 
option exercise stage each junior creditor and shareholder has a right to receive a pro rata share in the 
reorganized company if he pays off the pro rata amount that he owes to higher ranking classes. If at 
the option exercise stage none of the type-2 and type-3 rights are submitted for exercise all the 100 
units in the reorganized company will be distributed to the senior creditors. In the period between the 
distribution of the options and the option exercise stage the rights will be transferable and trading in 
the options may take place. The participants can thus choose to opt out of the reorganization process 
by selling their options.122 

The advantage of the options approach is that no decision-making takes place during the exercise 
stage of the options. The option scheme only effects a quick shift of the firm’s assets to a ‘normal’ 
corporate structure in which there only is one body of equityholders. Based on the idea that a single 
owner has the best value maximizing incentives, the newly capitalized firm can more efficiently 
decide on the deployment of the firm’s assets as issues of distribution no longer play a role.123 

Despite the fact that the options approach is theoretically appealing, it also raises several 
problems. First, it does not necessarily improve ex post efficiency. Because the value of the company 
is uncertain, many junior creditors and shareholders may be more interested in mitigating their losses 
than in buying securities against a price that may turn out to be too high. The prospect of having to 
put extra money on the table may make them more risk averse. For instance, so long as shareholders 
can only lose their initial investments they may be willing to take some risks. In general, this leads 
them to have an overinvestment incentive under conditions of insolvency. However, if they not only 
run the risk of losing their initial investments but also the additional money they have to put on the 
table to pay off the creditors’ claims, they may back off and decide not to exercise their options. They 
may as well decide to turn down the investment opportunity and invest their money in other projects, 
thereby offsetting their losses by better investments. To the extent that a considerable amount of 
junior creditors and shareholders do not submit their options for exercise, the firm’s assets are 
basically relinquished to the senior creditors. To be sure, this problem may be mitigated if there is an 
active trading market in the options. In this way, creditors and shareholders who are only interested in 
curtailing their losses can choose to opt out and be replaced by investors who are willing to invest in 
the reorganized company. However, if no active trading market in the options develops, most 
creditors and shareholders will not have the possibility to opt out. Thus, also the success of the option 
approach depends to a large extent on the perception that outside investors have of the firm’s value 
and their willingness to invest. If no outside investor turns up, the process itself may have been 
speedier than a soft bankruptcy procedure, but may still be prone to the risk of underinvestment just 
as a liquidation procedure is. 

Second, another problem raised by the options approach is that shareholders and junior creditors 
may be subject to liquidity constraints. From the perspective of the options approach, the answer to 
this problem is simple. These creditors can either attract funds by pledging the purchased units in the 
reorganized company as collateral, or they can sell their options.124 As to the first solution, it assumes 
that all creditors and shareholders have similar access to the capital markets. This may, however, not 
be the case. Consider, for instance, trade creditors. They may not be able to attract funding by 
pledging the units bought in the reorganized corporation. As such units represent a rather uncertain 
value, lenders may not be willing to extend a loan. Moreover, unlike professional investors they may 
not have the possibility to enter into risk mitigating transactions. As to the second solution, if no 
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active market in the options develops no opt out option will be available to the creditor either. Thus, 
for some creditors taking a loss may be their only option.125 

Third, just as a soft bankruptcy procedure or an auction system the options approach raises an 
information problem. During the option exercise stage, the value of the firm’s assets is unknown to 
the shareholders and creditors, which makes exercising their options more difficult. Yet, this problem 
could be overcome by providing them with information on the way in which the assets will be 
deployed by the persons that seek to be elected as directors of the reorganized corporation.126 
Furthermore, the option procedure would not prevent that shareholders and creditors form 
committees that serve the function of acquiring information on the firm’s value and disseminating 
such information to the creditors or shareholders it represents.127 Even though these information 
mechanisms may provide the creditors and shareholders with additional information, they still are 
dependent on the cooperation of existing management in order to obtain the relevant information. As 
noted earlier, bidders on the firm’s assets or securities are therefore never certain to have complete 
information on the firm’s financial and economic condition. Moreover, given that most creditors and 
shareholders hold small stakes in the firm’s capital the costs of organizing themselves into 
committees may be too high. 

In sum, even though both the auction and options approaches may mitigate the inefficiencies 
associated with a debtor-oriented regime, they ignore the fact that they evoke their own 
inefficiencies. To be sure, the auction and options approaches may cause inefficiencies that resemble 
those of a creditor-oriented corporate bankruptcy regime. For one thing, both approaches are in 
principle manager-displacing. Under an auction approach business operations are not presumed to 
continue as the assets will be auctioned as expeditiously as possible. If the firm’s assets are auctioned 
on a going concern basis, the firm’s business operations will be continued during the auction process. 
Still, management loses their positions, as the firm’s assets will be redeployed outside the firm. The 
manager-displacing character of the options approach is less direct. As it provides for a mechanism to 
replace the old capital structure for a new one, business operations may in principle continue inside 
the firm and management will initially stay in place. Yet, once a new capital structure is in place the 
new equityholders of the firm will choose a new management team, which will be chosen on the 
basis of the business plan they propose. In this way, the new equityholders decide on the asset 
deployment decision. However, because the new equity holders may decide to liquidate the firm’s 
assets, be it either on a piecemeal or a going-concern basis, there is no guarantee for the managers 
that they will keep their positions. Whether or not old management stays in place thus depends on 
who the new equityholders are. Because of their potential manager-displacing character, both the 
auction and the options approaches mimic manager-displacing liquidation procedures. In general, 
such procedures tend to be inefficient from an ex ante perspective because they delay bankruptcy 
filings. 

In addition, the options approach assumes that the shareholders, and thus the directors chosen by 
them, will have an incentive to take that course of action that would maximize firm value.128 
However, there is no reason to assume that the new shareholders would indeed be value maximizing 
decision makers. Because the rule applies that the shareholders and junior creditors have to pay off 
their pro rata amount in the firm’s obligations to higher ranking creditors, they may develop an 
underinvestment incentive. Consequently, they relinquish the firm to the senior creditors. To the 
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extent that the senior creditors are only interested in receiving payment of their claims, they may 
favor liquidation of the assets over their continued use inside the firm. In this, an options approach 
mimics a creditor-oriented bankruptcy regime that is characterized by a tendency toward ex post 
underinvestment. An auction approach could in principle do better than an options approach if third-
party investors are able to put a good price on the firm’s assets. However, to the extent that no 
competitive market for the firm’s assets exists, expeditious auctions may lead to undervaluations of 
the firm’s assets. 

Thus, by mimicking creditor-oriented bankruptcy regimes, auction and options approaches may 
also be accompanied by the ex ante and ex post inefficiencies of such regimes. To date, there is 
however no convincing evidence that either the creditor-oriented model or the debtor-oriented model 
would be more optimal than the other. 
 
4.2 The Information Problem 
 
Both the auction approach and the options approach reveal that a serious problem in and around 
corporate reorganizations is the uncertainty of either the market or the firm’s creditors and 
shareholders on the value of the firm’s assets. Moreover, under a soft bankruptcy procedure such as 
Chapter 11 the judge is confronted with the same uncertainty about the value of the firm’s assets. 
This uncertainty may result in the suboptimal allocation of the firm’s assets. Even though inside 
investors as well as outside investors can gather additional information on the firm’s financial and 
economic condition, in order to obtain such information they still have to rely on the cooperation of 
the firm’s management. A task of corporate bankruptcy law may therefore be to solve this 
information problem by either forcing or inducing management to provide the decision maker with 
complete and correct information. 

As indicated, the ex post efficiency gain of an auction procedure may be offset by an ex post 
inefficiency if the market undervalues the firm’s assets. Baird, one of the proponents of the auction 
approach, and Morrison recently reassessed the auction approach against the background of the 
information problem that the decision maker in any bankruptcy regime faces.129 One of the 
drawbacks of a mandatory auction regime is that the shut-down decision may happen too soon. Yet, 
Baird and Morrison suggest that the information-forcing effect of auctions may offset, or more than 
offset, the cost of being forced to make a decision too soon.130 They advance their case by comparing 
the information forcing qualities of a soft procedure with those of a mandatory auction regime. They 
present a soft bankruptcy regime as offering firms a real option to shut down the firm.131 The value of 
the shut-down option increases as the uncertainty on the firm’s future earnings increases. Thus, the 
real option is most valuable if the value of the firm’s assets shows a high variance. Under such 
conditions of uncertainty, both a premature shut-down and an unduly long delay of the shut-down 
decision are likely to constitute suboptimal investment decisions in the form of underinvestment and 
overinvestment respectively. When there is great uncertainty on the firm’s future income streams the 
decision maker should be patient and defer the shut down-decision for some time in order to obtain 
additional information. Stated differently, a high variance in future income streams basically 
increases the value of postponing the shut-down decision.132 However, the value of the shut-down 
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option will decrease over time as the decision maker obtains more information on the firm. The more 
complete the information on the firm’s value, the lower the variance of profits will be and the lower 
the value that will be attached to the shut-down option.133 Thus, in order to take an optimal shut-
down decision the deferral of such decision should not take too long either. 

Against the backdrop of the real options problem that a soft reorganization procedure poses, the 
task of bankruptcy law would be to cut down suboptimal delays of the shut-down decisions by 
ensuring that the decision maker obtains the relevant information at an earlier moment in time than is 
currently the case under Chapter 11. Baird and Morrison now suggest that a regime of mandatory 
auctions would be strongly information forcing. Because the managers only keep their jobs if there is 
a single buyer who purchases the assets on a going concern basis, managers would have an incentive 
to provide information as soon as possible to potential buyers of the firm. Even though an auction 
regime destroys the option of keeping the firm running for a short time, it gives managers the 
incentive to ensure that a market for the firm’s assets always exists.134 

Management’s willingness to provide information to potential buyers of the firm is based on Baird 
and Morrison’s assumption that the managers retain their jobs if the firm is auctioned as a going 
concern. Yet, this may not be a realistic assumption. Managers generally lose their positions if the 
firm is auctioned to outside investors. Unlike Baird and Morrision suggest, an auction regime may 
therefore not offer the managers a reward for their cooperation, as the buyer may not rehire them. As 
a result, an auction regime may as well entice managers to delay bankruptcy filings. Still, auctions 
may have an ex ante effect on the firm’s investment policy as the managers’ concern with losing the 
private benefits of control may induce them to follow a more conservative investment policy outside 
bankruptcy. As the chance of losing their positions increases during serious financial distress, they 
may therefore become more risk avoiding prior to bankruptcy thereby improving their reputation as 
managers and possibly increasing their chance of being rehired. Similarly, if managers have a good 
reputation to defend, they may have an interest in communicating such quality to the possible bidders 
on the firm as this may increase their chance of being rehired. The efficiency enhancing qualities of a 
mandatory auction regime may thus depend on the characteristics of the managerial labor market 
involved.135 

In contrast, instead of forcing managers to provide information by punishing them if they do not 
cooperate, a soft bankruptcy regime could induce managers to cooperate by offering them a direct 
reward. The idea is that in order for creditors to timely be informed on a downturn in the financial or 
economic condition of the firm, they need to pay managers for their timely and successful 
cooperation. Creditors are interested in receiving such information as early as possible in order to 
make a better-informed decision on whether to continue to invest in the project or to renegotiate their 
contract with the firm. Moreover, timely receiving information may lead to an earlier start of 
reorganization efforts, which may lead to higher payoffs for creditors. Earlier information thus means 
an efficiency gain from the point of view of the creditors. In order to realize such efficiency gain 
creditors have to pay the managers if they successfully cooperate with the creditors. Moreover, they 

                                                           
133 See Baird & Morrison (2001) 17:361-364. 
134 See id. at 369. 
135 See on this Espen Eckbo & Thorburn (2002) (Espen Eckbo & Thorburn examined bankruptcy filings of closely 
held firms in Sweden, where a filing automatically terminates CEO employment and requires the firm to be sold in an 
open auction, on the question of whether the existence of CEO benefits of conrol counteracts shareholder risk-shifting 
incentives during severe financial distress. They found that control benefits and reputation are significant 
determinants of the probability of the CEO being rehired by the buyer in the auction. Also, they found that the firms 
sold as going concerns generate a post-bankruptcy operating profitability at par with industry rivals. The surprisingly 
strong performance they found is consistent with managerial conservatism ex ante, possibly alleviating creditor 
concern with costly risk shifting in a bankruptcy auction system). 
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should also make these payments even if the firm has to be liquidated. Providing the managers with a 
reward for their efforts to timely inform the lender on a downturn in its financial or economic 
condition would, however, only be efficient if such payments are included as a term in the initial 
contract between the creditors and the firm.136 In this way, the creditor can adjust its contract to the 
lesser payoff she will receive if the firm, despite the timely provision of information and the earlier 
start of the rescue efforts, nonetheless is liquidated. However, a soft bankruptcy regime such as 
Chapter 11 only provides for indirect rewards to managers and shareholders in the form of the debtor 
in possession system and the loss-sharing rule. These indirect rewards of Chapter 11 are not included 
in the initial contracts between the firm and its creditors. Also, even if creditors and firms would 
write soft contracts offering direct rewards to managers and owners, these contracts would not be 
efficient if management can opt out of the contract by filing for a soft bankruptcy regime. If the 
mandatory bankruptcy regime were a soft one, writing the optimal soft contract would therefore 
become very difficult.137 
 
4.3 Corporate Bankruptcy and Capital Structure 
 
Up to now, the comparison between the debtor-oriented and the creditor-oriented models of corporate 
bankruptcy law has shown that each model can be characterized by different trade-offs of efficiencies 
and inefficiencies and that neither model is clearly more efficient than the other. What the 
comparison also demonstrates is that there may not be one optimal bankruptcy regime for all firms. 
To be sure, because capital structures vary among firms the way in which the asset deployment 
decision is controlled also varies among firms. Consequently, a one-size-fits-all corporate bankruptcy 
regime does not reflect the differences in capital structures that exist among firms. 

When looking at the development of the corporate bankruptcy laws of the United States and the 
Netherlands, what strikes one most is the different focus of the legislator. On the one hand, the high 
level of legislative activity in the United States can be explained by the legislator’s focus on publicly 
held firms. Major reforms of the corporate bankruptcy regime were prompted by the development of 
the market for publicly traded securities into a fully market-based system. Unsurprisingly, these 
bankruptcy reforms attached great value to the protection of the public investor. Changes in security 
holding patterns thus led to changes in the corporate bankruptcy laws. On the other hand, the 
development of the Dutch corporate bankruptcy laws can be characterized by a low level of 
legislative activity. However, during the 1990s the problems associated with corporate bankruptcy 
have raised the attention of the legislator. To date, the focus has not been on publicly held firms but 
on smaller and medium sized closely held firms. Thus, the US and Dutch legislator clearly follow 
different paths. 

Although the development of the bankruptcy laws explain the existence of the current bankruptcy 
regimes in both the US and the Netherlands as well as, from a public choice perspective may help us 
in projecting the development of the bankruptcy laws in the short run, it does not offer us insight into 
the comparative advantages of these different bankruptcy regimes. Only focusing on a subset of firms 
may lead to the conclusion that neither the debtor-oriented nor the creditor-oriented regime is more 
optimal. To the extent that policymakers focus on a particular subset of firms, there may indeed not 

                                                           
136 Povel makes this point, see Povel (1999) 15:661. 
137 Id. at 676-677 (Povel points out that even though indirect rewards have proven costly, empirical research into 
large Chapter 11 cases has established that Chapter 11 is not too soft on managers either and that the deviations from 
the absolute priority rule are generally not very high. Soft procedures may thus as well be optimal, and the criticism 
of Chapter 11 needs to be focused carefully: some effects that seem to be inefficient may actually be desired, or they 
may be caused by the poor implementation of the procedure’s softness). 
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be an alternative mandatory bankruptcy regime that would clearly do a better job than the bankruptcy 
regime already in place. 

To be sure, Chapter 11 may provide for a corporate bankruptcy regime that works reasonably well 
for large publicly held firms of which the capital structures are characterized by dispersed equity and 
debt holding patterns. Firms whose security holding patterns are widely dispersed are characterized 
by a complete separation of ownership and control. Because day-to-day business management is 
entirely delegated to the corporation’s managers, shareholders and public debtholders can only 
marginally control the corporation’s affairs. Consequently, reactions to unwanted investment 
decisions of managers have an after-the-fact nature in the form of market reactions such as hostile 
takeovers or, at least, the threat thereof. The threat of management replacement that the market 
imposes on managers thus works as a manager disciplining mechanism. Corporations with such a 
capital structure would thus need a system that entices management to signal economic or financial 
problems at an earlier moment in time so that the market correctives can be activated. However, if 
managers always lose their position if they signal financial or economic problems to the market or 
will suffer from such a reputation loss that they will not find future employment as a manager, they 
will not be enticed to signal these problems. The bankruptcy regime should therefore not be too tough 
on management as this would lead to a lose-lose situation.138 The soft characteristics of Chapter 11 in 
combination with an active managerial labor market thus entice managers of large publicly held firms 
to timely start restructuring efforts.139 

Provided that large publicly held firms with dispersed equity and debt holdings require a soft 
corporate bankruptcy regime, auction or options approaches may not be attractive alternatives for 
these firms. Both the auction and options approach are in their core hard bankruptcy regimes as they 
are generally manager-displacing and prescribe the absolute priority rule. As indicated, this would 
lead to a lose-lose situation. As the control of these firms largely depends on market correctives, the 
Chapter 11 procedure should be able to accommodate corporate control transactions. That Chapter 11 
may indeed do so is shown by the data that are available on large publicly held companies in Chapter 
11. On the one hand, trading in the firm’s debt securities often continues during Chapter 11 and is an 
important means of taking control. On the other hand, Chapter 11 also allows for large asset sales 
during the procedure. The fact that large publicly held companies generally have a large asset base 
and the assets are organized in distinct units makes it interesting for outside investors to acquire a 
part of the assets. Chapter 11 has thus demonstrated to be a flexible bankruptcy procedure for these 
large publicly held companies. 

In contrast, a creditor-oriented corporate bankruptcy regime such as the Dutch regime may be 
more apt for closely held firms for which private bank debt is an important source of funding. 
Typically, for these firms there is no hostile takeover market and managerial labor markets are thin. 
First, in these kind of firms equity ownership is concentrated so that the shareholders are likely to 
have closer ties with the managers and thus have more insight into the economic and financial 
condition of the firm. Second, the bank that provides major credit lines to the firm may fulfill an 
important monitoring role. In order to safeguard repayment on its loan, the bank will require the firm 
to inform it on its financial and economic conditions. Moreover, the bank may stipulate that the 
violation of benchmark ratio’s or asset substitutions may trigger adjustments to the loan contract that 

                                                           
138 See Skeel (1998) 51:1341; Povel (1999). 
139 Skeel (1998) 51:1339-1340 also points out that a governance framework that relies in important part on hostile 
takeovers to address managerial agency costs works as a deterrent, but also has led in the past to enormous debt 
loads. This would require a system that allows otherwise economically viable firms to restructure their capital 
structure. 
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may vary from increases in interest rates, to demands to replace the firm’s managers, and ultimately 
may trigger the termination of the loan. 

Increased monitoring by a major bank lender thus bonds the manager’s interest to the lender’s 
interests. The advantage of the main lender’s insight into the firm’s economic and financial condition 
is that once the firm is confronted with a downturn of its fortune the bank lender may require the firm 
to take adequate restructuring measures. A hard bankruptcy regime thus may be the necessary 
complement to such a governance structure. Because the managers are largely dependent on the 
continued extension of credit by the bank, the threat of losing their jobs in bankruptcy reinforces their 
alignment with the bank’s interests. Conversely, if the bankruptcy laws would provide for a soft 
regime, managers could choose to opt out of the contract with the bank lender by filing for 
bankruptcy. A soft regime would thus affect the role of the bank as an effective monitor of the 
manager’s investment policy. Consequently, the manager’s incentive to choose an investment policy 
that generates sufficient earnings to repay the lender may be reduced. A combination between a 
concentrated ownership structure and a soft bankruptcy regime may thus lead to a lose-lose situation. 

Thus, there may be a relationship between corporate governance and the design of an optimal 
corporate bankruptcy regime. On the one hand, a system that combines dispersed ownership 
structures with an active managerial labor market and an active market for hostile takeovers requires 
a bankruptcy mechanism that is premised on business continuation, keeps management in place and 
applies a loss-sharing rule. Conversely, a system that combines concentrated ownership structures 
with thin managerial labor markets and a low level of hostile takeover activity, would require a 
bankruptcy mechanisms that is manager-displacing and prescribes the absolute priority rule.140 

However, not the entire universe of firms in the US and the Netherlands falls within the categories 
of publicly held firms with a fully dispersed ownership structure or closely held firms with one main 
bank lender. Even though soft regimes and hard regimes may work reasonably well with respect to a 
certain subset of firms, they may not do a good job with respect to a different subset of firms. A 
debtor-oriented and creditor-oriented bankruptcy regime may thus only have comparative advantages 
to the extent that they are complementary to the firm’s capital structure.141 
 
5. Conclusion 
 
The comparison between the debtor-oriented and creditor-oriented models of corporate bankruptcy 
law demonstrates that neither model is in itself more optimal. The comparison between the 
Netherlands and the United States suggests that the effectiveness of a corporate bankruptcy regime 
largely depends on the answer to the question of whether it adequately complements a firm’s capital 
ownership structure. The discontent on the functioning of corporate bankruptcy regimes in the United 
States and the Netherlands may therefore stem from the fact that the soft corporate bankruptcy 
regime of the US Bankruptcy Code and the hard corporate bankruptcy regime of the Dutch 
Bankruptcy Act do not take into account the variety of business forms that exist both in the United 
States and the Netherlands. The lesson that can be learnt from the comparison is that the debtor-
oriented model as well as the creditor-oriented model deserves equal attention from policymakers at 
either side of the ocean. The focus of policymakers should be on how the bankruptcy laws could be 

                                                           
140 See Skeel (1998) 51:1339-1350 and Armour, Cheffins & Skeel, Jr. (2002), at 1-4, 60-75, 74-84, 88-90. 
141 See Hansen & Thomas (1998) (Noting that auctions may be the efficient choice in some cases, whereas a soft 
bankruptcy procedure may the efficient choice in other cases). 
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designed in such a way that they reflect the existence of a variety of firms while at the same time 
ensuring that firms choose the bankruptcy scheme that relates to their capital structure.142 

                                                           
142 See e.g. Schwartz (1998) (Stating that bankruptcy law should only provide for default rules); Rasmussen (1992) 
(Proposing a menu approach to corporate bankruptcy). 
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