1. What is bankruptcy?

2. Do we need a bankruptcy law?

3. Criteria for a good bankruptcy procedure 
4. The performance of the current bankruptcy procedure. 

5. Alternative bankruptcy procedure: Hart, Ch.7

Literature:
M.White and Hart, ch.7
Bankruptcy

Firm cannot meet its obligations, even after its assets are sold (liquidated)

Bankruptcy procedure:

“A legal procedure by which all claims against the firm are settled” (White)
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Legally, the firm is bankrupt after period 1 if  

(i) 
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(ii) 
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 Insufficient

What should happen to a bankrupt firm?

Continue or liquidate?
Ex post efficiency: 

Continue after period 1 if and only if 
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May or may not be optimal to shut down a bankrupt firm. The decision should be independent of whether or not the firm is bankrupt, but often it is not. 
Errors:

Type I:  Liquidate when 
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Type II: Continue when 
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Textbook argument: Firm and creditor negotiate. If 
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 both parties can gain from continuing. 

( no errors

Why does the market create type I and type II errors in financially distressed firms? Need to study the bankruptcy procedure
The legal bankruptcy procedure:
· File for bankruptcy

· Trustee is appointed (fex judge)

· Collects and investigates claims

· Distribute assets and/or income according to priority rules
Priority rules:

1. Secured loans

2. Administrative costs of bankruptcy and loans after filing

3. Statutory claims: normally taxes and wages

4. Unsecured loans (trade credit, long term bonds, damage claims etc)

Do we need this separate bankruptcy procedure, mandated by law? Why not simply enforce private contracts between the creditors and the firm?
One creditor – no need for a BP: Simple contract enforcement sufficient

Many small creditors and one borrower. High transaction costs of making and enforcing contracts

(Less costly to make and enforce contracts protected by a collective procedure.

Freeze assets to prevent:

· Asset grabbing 

· Violation of priority

· Bankruptcy crime (owners empty the firm)

· Inefficient life-prolonging by secured creditors

Secure contracts: respect priority
Criteria for a good bankruptcy procedure:

1. Maximize firm value ex post

2. Give managers good incentives ex ante

3. Respect the priority of creditors

In practice: focus on 3 (lack of resources?)

We will focus on 1 and 3 (efficiency ex post and priority) and potential conflicts between them

How efficient is the current bankruptcy procedure?

Not discuss prevention of bankruptcy crime

Discuss the likelihood of type I and II errors, given different priority rules.
Two priority rules 

A. “Me first” (first lender first)

B. “Last lender first”

Usually a mixture

Alternative bankruptcy procedure: Hart, ch.7
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