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Glossary

Term or acronym

Meaning or definition

BCA Business Continuity Act

BORIS Beneficial ownership registers interconnection system

BRIS Business Registers Interconnection System

CMU Capital Markets Union

COMI Company’s centre of main interest

CSR Country Specific Recommendations

DRI Directive on Restructuring and Insolvency (Directive (EU)
2019/1023 of the European Parliament and of the Council of 20
June 2019 on preventive restructuring frameworks, on discharge of
debt and disqualifications, and on measures to increase the
efficiency of procedures concerning restructuring, insolvency and
discharge of debt, and amending Directive (EU) 2017/1132
(Directive on restructuring and insolvency)

EAPO European Preservation Order Procedure

EBA European Banking Authority

EBRD European Bank for Reconstruction and Development

ECB European Central Bank

ECOFIN Economic and Financial Affairs Council

EIR European Insolvency Regulation (Regulation (EU) 2015/848 of the
European Parliament and of the Council of 20 May 2015 on
insolvency proceedings)

ELD Environmental Liability Directive

ESRB European Systemic Risk Board

EU European Union

GDP Gross Domestic Product

HLEG High Level Expert Group on Sustainable Finance

IMF International Monetary Fund

IP Insolvency practitioners

IRI Insolvency registers’ interconnection

ISSG Commission’s inter-service steering group

JRC Joint Research Centre

MS Member State

MSE Micro and small enterprises

NFC Non-financial Corporation




NPL Non-performing loans

OECD Organisation for Economic Cooperation and Development
RSB Regulatory Scrutiny Board

SDG Sustainable Development Goals

SME Small and medium-sized enterprises

TFEU Treaty on the Functioning of the European Union
UNCITRAL United Nations Commission on International Trade Law
WB DB World Bank Doing Business




1. INTRODUCTION
1.1. Political context

It is a well-established view among stakeholders, researchers, international institutions
and policy makers® that the significant differences in insolvency rules across Member
States constitute an important barrier to cross-border investments and a key obstacle to
further economic integration.? The European Central Bank (ECB) as well as the
International Monetary Fund (IMF) recurrently flagged that tackling the divergence in
national insolvency rules is key to achieving progress on the Capital Markets Union
(CMU). The IMF “....identifies three key barriers to greater capital market integration in
Europe: transparency, regulatory quality, and insolvency practices.® [..] As the EU seeks
to build an integrated capital market, how best to regulate the sector and improve
insolvency processes become key questions.”* According to the ECB “where insolvency
and judicial frameworks are more efficient, risk-sharing through both capital and credit
markets is higher [..] This empirical research finding shows that it is important to address
the major shortcomings and divergence between insolvency frameworks which persist at
the European level. This would require taking measures beyond the draft Directive on
Insolvency, Restructuring and Second Chance”.® Furthermore, multiple think tanks and
other international bodies concluded on the significance of divergences in insolvency
rules as an obstacle to cross-border investment.®

Regulators and market participants singled out differences in insolvency practices among
the three most important barriers’ to market integration in a survey carried out by the
IMF (2019) on the benefits of the CMU and the obstacles towards its realisation. The
empirical analysis undertaken by IMF identified that convergence in insolvency regimes
would yield the largest contribution to three key metrics of financial integration: higher
cross-border asset holdings, a reduction in cross-country differences in corporate funding
costs and improved risk-sharing across the EU Member States.® Annex 4, Section 4

! See, for instance, the Five presidents report (5-presidents-report_en.pdf (europa.eu), European Parliament
resolution of 9 July 2015 on Building a Capital Markets Union (2015/2634(RSP)) and of 8 October 2020
on further development of the Capital Markets Union (CMU) (2020/2036(IN1)).

2 Similar to the degree of economic integration being measured by the level of cross-border trade, cross-
border investment flows are a standard measure of capital market integration, with higher flows being
indicative of a better economic integration among Member States.

3 The two other important policy triggers to cross-border investment (in addition to national insolvency
regimes), such as regulatory quality and transparency of data, are addressed by other Commission
initiatives (e.g. report on the operation of the European Supervisory Authorities and the proposal on the
creation of the European Single Access Point). Nevertheless, the importance to tackle the insolvency-
related barriers would remain irrespective of progress made on these other policy initiatives.

4 Quoted from IMF (2019).

5> Quoted from ECB (2018). “More efficient and harmonised insolvency laws and regulatory frameworks
for equity investments, including addressing the debt-equity bias in taxation, can improve certainty for
investors, reduce costs and facilitate cross-border investments, while also making risk capital more
attractive and accessible to companies”, ECB (2022).

6 See for example, CEPS (Valiante, 2016), Bruegel (Demertzis et al. 2021), DIW (Bremus and Kliatskova,
2019). See also Demmou et al. (2021) for the perspective of the OECD.

7 See IMF (2019a, 2019b).

8 Taken at face value, the IMF analysis suggests an improvement of the recovery rate by one standard
deviation (difference between Italy and Germany) would lead to a 24% increase in cross-border asset
holdings, reduce the dispersion in corporate funding costs by 6% for unlisted firms and by 2% for listed
firms, and increase risk-sharing through the capital and credit channel from 24% (in the baseline scenario)
to 53%. For more details, see Annex 4 and in particular Figures A4.25 and A4.26.


https://ec.europa.eu/info/sites/default/files/5-presidents-report_en.pdf

provides more details on the statistical analysis done by the IMF, ECB and academic
researchers about the impact of more efficient and alligned insolvency rules on cross-
border investment and risk sharing.®

The Commission’s first Action Plan on building a CMU in 2015 argued that
“convergence of insolvency and restructuring proceedings would facilitate greater legal
certainty for cross-border investors”. In 2015, the European Parliament adopted a
resolution** where it called to ease cross-border investment and indicated that for the
CMU to work smoothly, insolvency rules must be made to work better in a cross-border
context. This led to the adoption of the Directive on Restructuring and Insolvency in
2019, which pursued targeted harmonization in the specific areas of pre-insolvency
measures and debt-discharge procedures. Since it did not cover rules governing
insolvency proceedings, the expert group? set up by the Commission and tasked with
informing policy choices for the 2020 Capital Markets Union Action Plan*® emphasised
that progress towards the CMU, as the integrated market for capital, requires addressing
further the inefficiency and divergence of insolvency regimes across Member States. *
Similar recommendations were also put forward by a number of expert groups, organised
by Member States and industry representatives.®

The CMU Action Plan from 2020% announced that the Commission would take a
legislative or non-legislative initiative for minimum harmonisation or increased
convergence in targeted areas of non-bank corporate insolvency law to make the
outcomes of insolvency proceedings more predictable.r’ The Council Conclusions
(ECOFIN) of 3 December 2020 on the Action Plan encouraged the Commission to
deliver on this initiative.*® In April 2021, Eurogroup concluded that national reforms of
insolvency regimes shall progress in coherence with parallel work streams led by the EU

% The empirical approach used in economic studies to demonstrate the impact of differences in insolvency

regimes on cross-border investment follows the spirit of gravity models, which are a standard tool to

analyse the determinants of international trade flows, see Portes/Rey (2005) for the seminal application on

cross-border capital flows, Hartmann et al (2018), IMF (2019), Kliatskova and Savatier (2020).

10 COM/2015/0468 final

1 European Parliament resolution of 9 July 2015 on Building a Capital Markets Union (2015/2634(RSP))

2 High Level Forum on the Capital Markets Union (2020).

13 COM/2020/590 final.

14 A similar perspective is adopted in IMF and ECB publications: “differences in European restructuring

and insolvency regimes will persist after implementation of the Directive, despite its goal of

harmonization. The Directive shows that harmonization of insolvency laws, particularly important in the

context of the Banking Union and the Capital Markets Union is a complex challenge”, Garrido et al.

(2021); “further harmonisation of general legal frameworks would be desirable. [...] In particular, market

participants would find it easier to invest in firms located in different Member States if core elements of

insolvency regimes, such as the definition of insolvency triggers, avoidance actions and the ranking of

claims, were harmonised at best-practice levels”, de Guindos et al. (2020).

15 See also the reports by Next CMU set up by seven Member States, by Markets4Europe set up by

financial institutions.

16 COM(2020) 590 final.

17 The subsequent Capital Markets Union Communication of 25 November 2021, under its Action 11

entitled “Making the outcome of cross-border investment more predictable as regards insolvency

proceedings”, the Commission announced that “it would propose an initiative by Q3 2022 that would seek

to harmonise targeted aspects of the corporate insolvency framework and procedures.”

18 Council Conclusions on the Commission’s Action Plan, doc. nr.12898/1/20 REV 1. These Conclusions
were confirmed by the Euro Summit statement of 11 December 2020, Doc. nr. EURO 502/20.



institutions, which were undertaken in the CMU Action Plan.*® The European Parliament
reiterated again in 2020 that for the CMU to work smoothly, insolvency rules must be
made to work better in a cross-border context.

1.2.  Scope of the initiative

This initiative covers business non-bank insolvency procedures and does not include
insolvency procedures for banks and consumers. The banks’ bankruptcy proceedings and
recovery and resolution are governed respectively by the Winding up Directive and by
the Bank Recovery and Resolution Directive?’ and Single Resolution Mechanism
Regulation,?? together with national liquidation law. Member States have national laws to
deal with the bankruptcy of consumers, which are excluded from the scope of this
initiative because of the limited cross-border dimension. Consumers do not typically
raise funds from cross-border creditors and consumer bankruptcy procedures do not
significantly contribute to the key objectives of the CMU.

The intiative aims at a targeted harmonisation of substantive insolvency rules. The
initiative excludes policy intervention on preventive restructuring of corporations, as well
as on other matters that are covered by the Directive on Restructuring and Insolvency
(DRI?3, The intiative nonetheless includes the aspects of restructuring and reorganisation
proceedings where relevant to debtors in insolvency. The scope of DRI carves out
traditional insolvency law (with very minor exceptions), covering only situations of pre-
insolvency and post-insolvency. The DRI deals with the debt discharge of failed
entrepreneurs only to the extent it is relevant to answer the question on when and how an
entrepreneur, who has become insolvent, can make a fresh start after insolvency
proceedings. Section 1.4 clarifies the relationship between the DRI and this initiative.

1.3.  Key insolvency concepts

Insolvency proceedings aim at ensuring the orderly winding down or restructuring of
companies or enterpreneurs in financial and economic distress (i.e. that have been
declared insolvent).?* These are compulsory and collective procedures that take over the

1% Doc. nr. EURO 502/21. Similarly, the statement of the Euro Summit meeting of 25 June 2021 confirmed
that “structural challenges to the integration and development of capital markets, particularly in targeted
areas of corporate insolvency laws, need to be identified and addressed”

20 European Parliament resolution of 8 October 2020 on further development of the Capital Markets Union

(CMU): improving access to capital market finance, in particular by SMEs, and further enabling retail

investor participation (2020/2036(INI)).

21 Directive 2001/24/EC, Directive (EU) 2019/879 of the European Parliament and of the Council of 20

May 2019 amending Directive 2014/59/EU as regards the loss-absorbing and recapitalisation capacity of

credit institutions and investment firms and Directive 98/26/EC. As part of the acquis, the ranking of

claims in the bank creditor hierarchy was partially harmonised to ensure a common approach enhancing
legal certainty in the event of resolution and insolvency.

2 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014

establishing uniform rules and a uniform procedure for the resolution of credit institutions and certain

investment firms in the framework of a Single Resolution Mechanism and a Single Resolution Fund and

amending Regulation (EU) No 1093/2010.

2 Directive (EU) 2019/1023 of the European Parliament and of the Council of 20 June 2019 on preventive

restructuring frameworks, on discharge of debt and disqualifications, and on measures to increase the

efficiency of procedures concerning restructuring, insolvency and discharge of debt.

2 ‘Insolvency’ or ‘insolvency proceedings’ have become the more usual terms in international documents

(see UNCITRAL Legislative Guide on Insolvency Law) and in the relevant EU policy instruments in the

last three decades as opposed to ‘bankruptcy’ or ‘bankruptcy proceedings’. The former (‘insolvency


https://oeil.secure.europarl.europa.eu/oeil/popups/ficheprocedure.do?lang=en&reference=2020/2036(INI)

contractual enforcement of claims against the insolvent debtor, which would be
otherwise exclusively left to the individually agreed enforcement mechanisms between a
given counterpart and the debtor. This section provides a general overview of central
concepts whereas Annex 5 describes the main features of insolvency systems in the EU
Member States in detail. ®

The proceedings typically include tools that ensure a timely declaration of insolvency, so
that it does not affect the possibility to either restore the going concern or to ensure a
cost-effective liquidation, as well as tools to maximise the recovery value of the
company’s assets being liquidated.

The main insolvency features relate to:

1. Governance of the proceedings;
2. Tools to recover asset values from the liquidated company;
3. Tools to distribute recovered values among creditors.

The governance of proceedings involves actions, such as defining when a business
should be declared insolvent, and therefore should be subject to insolvency proceedings.
It, for example, includes the obligation of directors to file for insolvency in due time
before depleting the value of the company’s assets (e.g. to avoid the situation where
directors make large pay-outs to themselves and other employees of the company). The
governance of proceedings also cover the institutional aspect: notably, if the proceedings
are run before a court or another competent authority, or if an insolvency practitioner is
appointed to steer the procedure and administer the estate.

The insolvency regime may also include several tools to ensure proper identification of
the debtor’s assets and recovery of their market value. These tools may include (i)
transaction avoidance tools, i.e. actions to challenge past transactions that have been
concluded to deprive creditors of the debtor’s assets; (ii) pre-pack liquidation, i.e. the
possibility to conduct negotiations on the sale of the company or its parts as a going
concern before insolvency filing with the deal finalised in insolvency, to avoid significant
value destruction due to protracted insolvency proceedings, or (iii) access rights to asset
registries, to ensure proper tracing of the company’s assets.

Finally, the value distribution tools of an insolvency regime include tools that govern the
orderly allocation of the recovered value of the company’s assets among creditors. Such
distribution tools may for example include a pre-determined creditors’ ranking that
establishes the order of priority among various types of creditors, providing ex-ante
clarity to creditors about their chances to recover value in case of insolvency and
avoiding a lengthy case-by-case assessment based on court discretion in insolvency.
Another tool is creditors’ committees that ensure that all represented creditors’ views are
heard in insolvency, leading to a better coordination among creditors and more efficient

proceedings’) is generally understood as a broader term, including all types of in-court or out-of-court
procedures which address collectively the financial distress of a debtor. The term ‘bankruptcy’ is narrower,
usually connected to the judicial declaration of the insolvent state of the debtor and implies a traditional
court proceeding. Irrespective of these differences, this Impact Assessment Report uses the terms as
intercheangeable with each other.

% Further sources for descriptions of insolvency systems in the EU Member States are McCormack et al.
2016, Steffek 2019, Deloitte/Grimaldi 2022. Information per Member State is also available in the e-justice
portal (https://e-justice.europa.eu/447/EN/insolvencybankruptcy).



decision making (lack of coordination among creditors often leads to disruption in
insolvency cases).

A business is part of a complex web of relationships with suppliers, investors and
creditors, employees, clients, public authorities (e.g. tax and social security authorities)
etc. All of these groups are direct or indirect providers of financing and creditors of the
business. The opening of insolvency proceedings directly affects the rights and positions
of all these stakeholders. The rights of each type of creditor and some of their incentives
differ in the event of an insolvency. Insolvency law is further strongly linked to questions
of property law, labour law and freedom of economic activity.

From the perspective of the CMU, the outcome of insolvency proceedings and the
allocated recovered value therein is of particular importance to the supply of capital and
credit in the economy and particularly to providers of financing to companies. When
deciding on their offers, providers of financing consider the future risk of the company
becoming insolvent and the value of recovered assets for the price that they will charge
for the capital offered to that company. Recovery values, recovery time and the judicial
costs of insolvency proceedings are all affected by differences in national insolvency
laws that ultimately influence this risk assessment and thus have bearing on the
willingness to invest and provide financing across borders and on the terms of such
financing.

Banks as the most common type of lenders to businesses often enjoy a senior creditor
status and hence a privileged treatment in insolvency. Since the market share of other
financial investors and inter-company loans has been increasing over the last years, the
recovery value of the insolvent businesses’ assets in an insolvency case is critical not
only for banks, but also for other providers of equity and debt financing. Furthermore,
value recovery could also be relevant for other companies such as suppliers, including
many SMEs, which often suffer (disproportionately more than larger companies) from
their trade partner becoming insolvent (often leading to what is known the insolvency
domino effect).

Finally, public authorities are creditors in insolvency cases because of due tax or social
security contributions. Often tax claims enjoy a privileged treatment in creditors’
ranking. Furthermore, employees, who are in a vulnerable situation in insolvency as they
may lose their jobs, enjoy special privileges in some systems in relation to due wage
claims.?

The longer insolvency proceedings last, the bigger the adverse effects on the value that
can be recovered in a liquidation (“melting ice cube” phenomenon).?’ Moreover, any
judicial proceedings, including insolvency proceedings, are associated with costs.
Complex judicial proceedings are associated with very high costs (including in particular

% The insolvency experts interviewed in Deloitte/Grimaldi (2022) stated that “Employees are in general
well protected in the EU. [...] Outside of insolvency regulations, governments pay the dues to employees
and then become creditors of insolvent company”.

27 The recovery value will generally be smaller than 100%, but it is often not zero because, even if the
borrower is insolvent, there may still be assets with a positive value. The “melting ice cube” phenomenon
stipulates that the recovery value is not a fixed, exogenously determined amount, but that it tends to decline
the longer the duration of the process. This is because beyond the depreciation of physical assets such as
machinery over time, their value deteriorates if they are not used. Moreover, business lines that may still be
viable on their own become less valuable if business relationships are interrupted.



the costs related to insolvency practitioners (IPs) who often have to be appointed in
insolvency proceedings). For SMEs, the costs of proceedings can be so high, that very
little or nothing is left for allocation to creditors after paying the costs. The impossibility
to pay for the costs remains to be a major reason why in many cases proceedings are not
even opened for SMEs, depriving them of orderly liquidation.

Figure 1 presents a visualisation of central decision points during the insolvency process.

Figure 1: A stylised perspective of the different steps in insolvency procedures and critical elements that determine
their outcome
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1.4. Economic context

Efficient and harmonised insolvency rules underpin the efficient allocation of capital,
economic recovery from recessions and thus also economic growth.?® In contrast, lengthy
and inefficient insolvency procedures undermine economic growth by preventing capital
reallocation from businesses with low profitability and high indebtness. Such businesses
are investing less and are less likely to pursue innovative activity, which slows down the
diffusion of technical progress and ultimately the growth potential. Capital allocation is
impaired because economic resources locked in distressed entities (zombie companies)
are not available for more productive uses. Banks’ exposure to bad loans impairs their
capacity to provide credit to new business.?

Insolvency rules impact on economic activity not only if a company needs to wound
down and the remainings of the estate be distributed to its creditors. The expected
recovery value, time and costs have an impact much earlier by affecting to what extent
and under which conditions companies can get access to funding they need for their
operations and growth. As further detailed below, inefficient insolvency procedures and
divergences in procedures across Member States discourage the supply of cross-border
funding, as evidenced by a high home bias in portfolio investment and a low proportion
of cross-border credit.

28 See Annex 4 for empirical studies in support of the arguments made in this paragraph.
2% The more uncertain and lengthy the enforcement of non-performing loans, the stronger the incentive of
banks to evergreen non-performing loans at the expense of credit to new customers.



The number of corporate insolvencies in the EU is in the range of 120,000 to 150,000 per
year.®® Data shows a substantial decline in bankruptcy declarations in 2020, which is
primarily due to the public support measures during the COVID-19 crisis. Many more
businesses cease to exist in the EU each year, which suggests that a substantial number of
businesses are wound down without recourse to public insolvency procedures.3 The
introduction of debt moratoria and other means helped companies and entrepreneurs
overcome the Covid-19 induced economic downturn at the expense of increasing the debt
level in the corporate sector and the creation of a larger number of businesses exposed to
debt overhangs.®? While many observers anticipated a pronounced increase in corporate
bankruptcies, it has not yet materialised.®® It is however not excluded that it may still
occur in the future, especially since the energy price shock and supply chain bottlenecks
have increased the likelihood of a severe slowdown of economic growth in the EU.
Accordingly, the IMF cautioned in its assessment of the euro area’s economic recovery
prospects that “Insufficient efforts to address labor market rigidities, debt overhang, and
inefficient insolvency processes could impede efficient reallocation of resources, thus
leading to significant labor market hysteresis, low productivity growth, and sizable
economic scarring.” 3 Although the proposed changes to insolvency rules will not be in
place to support adjustment to and recovery from the current economic shocks, the latest
economic developments demonstrate the vulnerability of the EU economy to sizeable
economic shocks and distress. If and when future shocks hit the EU economy, corporate
adjustment and the winding-down of insolvent firms should imperatively take place
under more efficient and better-aligned insolvency rules in the EU, which suggests a
need to act as soon as possible.

There is currently no information about the share of insolvency cases in which cross-
border creditors are involved, neither for intra-EU nor for creditors from third countries.
However, the data on the share of cross-border exposure of the EU companies may be
seen as proportionate to the (potential) share of cross-border bankruptcy cases. It can
hence allow for an approximation.® This data suggests that a significant number of all
insolvency proceedings in the EU - 10%-20% are likely to involve claims of cross-border
creditors®®. This number should, however, not be interpreted as implying a low
importance of insolvency rules for cross-border investors: the current level of cross-
border investment (which may be subject to potential cross-border insolvency
proceedings) is impaired by the existing cross-border obstacles, including those on
divergent and inefficient insolvency regimes. It is, thus, likely to underestimate the true
level of importance of cross-border insolvency proceedings, once these obstacles are

30 See Annex 2 for a review of data sources and more information about the economic context. Eurostat
collects statistics on the number of bankruptcies and companies’ deaths, which are however not
comparable because of differences in coverage. It does not publish bankruptcy numbers to account for
differences in definitions, methodologies and structures across Member States.

31 See Annex 4 for a more detailed discussion on the number of insolvency cases and business exits.

%2 For a quantification of the number of “zombie” firms in the euro area, see the ECB May 2021 Financial
Stability Report,

33 See ESRB (2021).

34 see IMF (2022).

3 1t should be noted that this is an underestimation (a lower bound), as the foreign exposure only captures
the direct cross-border aspects of a company’s exposure. However, cross-border investors may also operate
via domestic legal entities and therefore be affected by insolvency proceedings in a similar way.

36 The term cross-border creditor is used in this impact assessment as synonym to cross-border investor.

11



removed (including via this initiative).>” More details on economic context are discussed
in Annex 4, Section 1.

1.5.  Legal context

1.5.1. The limited scope of prior EU action

The intiative covered by this impact assessment seeks to increase the convergence of
substantive insolvency rules of the EU Member States. It is different in terms of its
objective and scope from any existing EU law. This section sets out how the EU law
developed in the areas of pre-insolvency (preventive restruturing), insolvency and post-
insolvency (second chance) over the course of the last years and where the current
intiative fits in this context.

The Union started to legislate in the area of insolvency about twenty years ago. In the
beginning, the EU did not aim at creating the convergence between the domestic
substantive insolvency frameworks. Rather it intended to ensure a smooth coordination
and cooperation between the national regimes in cases of cross-border insolvency. The
EU Insolvency Regulation (EIR, first adopted in 2000, recast in 2015) was adopted on
the legal basis for judicial cooperation in civil and commercial matters (Article 81
TFEU).® The EIR introduced uniform rules on international jurisdiction and applicable
law that — for cases of cross-border insolvency — determined in which Member State the
insolvency proceedings have to be opened and which law is to be applied to the questions
at hand. In parallel, there were uniform rules that ensured that the judgments taken by the
courts having jurisdiction in these cases are recognized, and if needed, enforced in the
territory of all Member States. The EIR has no impact on the content of national
insolvency law. It determines the applicable law but does not prescribe any features or
minimum standards for that law. Therefore, it does not address the divergences across the
Member States’ insolvency laws (and the resulting problems and costs).

The approach of judicial cooperation hence did not comprehensively address the issues
that are relevant from the perspective of cross-border investment. Accordingly, the EIR
only allowed cross-border investors to establish which law would be applicable in the
event of an insolvency of a debtor, but it left unchanged substantial divergences in
national insolvency rules. These differences continued to weigh on cross-border
investors’ ability to anticipate the outcome for value recovery in case of insolvency in
another Member State and hence impair cross-border investment and, more generally,
capital market integration in the EU.

37 A similar scale of insolvency proceedings with cross-border elements may be estimated from the
proportion of outstanding foreing debt claims of MSE companies in the EU. According to the Flash
Eurobarometer survey carried out in June 2016 among small and medium sized enterprises in the [then] 28
EU Member States, on average, 17% of those companies had debt claims against foreign debtors over 2015
fiscal year. However, in some countries this proportion was much higher: 49% in Luxembourg, 45% in
Slovenia, 31% in Austria. Half of the companies with foreign debt claims say foreign debt claims
represented at least 6% in their 2015 turnover. Flash Eurobarometer, Report Insolvency, no. 442, 2016,
para 1 and 2. The survey data was used in the Commission Impact Assessment Accompanying the Proposal
for a Directive on preventive restructuring frameworks, second chance and measures to increase the
efficiency of restructuring, insolvency and discharge procedures, SWD (2016) 357 final, p. 45.

3 Regulation (EU) 2015/848 of the European Parliament and of the Council of 20 May 2015 on insolvency
proceedings.
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The first Action Plan on building a CMU®® of 2015 led to the adoption of the Directive
on Restructuring and Insolvency in 2019. The DRI pursued targeted harmonization in
the specific areas of pre-insolvency measures and debt-discharge procedures but not in
relation to the rules governing insolvency proceedings per se. It obliged Member States
to introduce preventive restructuring procedures with certain minimum standards and to
provide fair debt discharge for failed entrepreneurs®.

The preventive restructuring procedures are only available to debtors in financial distress
before they become insolvent, (i.e. when there is only a likelihood of insolvency) and
are based on the fact that there is a much greater chance to save ailing businesses when
tools for restructuring their debts are accessible for them at a very early stage and before
they become definitively illiquid. These rules do not bring about any harmonisation of
the rules governing insolvency. The minimum standards on the second chance for failed
entrepreneurs, set out in the DRI, do not address the way insolvency proceedings are
conducted either. They rather relate to the discharge of debts for insolvent entrepreneurs
as a consequence of insolvency and could be described as a regulation of post-
insolvency effects. Nevertheless, the DRI includes a few cross-cutting rules that also
affect insolvency matters to a very limited extent. These rules contain very general high-
level principles concerning specific topics (the training of judges, some professional
standards for insolvency practitioners and the means of communication in insolvency
proceedings) which were so horizontal in nature that it would have been artificial to
regulate them for pre-insolvency and post-insolvency proceedings but not for insolvency
proceedings.

The initiative covered by this impact assessment does not seek to reopen the elements
already covered by the DRI. Beyond these limited elements, the DRI does not harmonise
any substantive insolvency law; its restructuring rules are expressly applicable only on
the condition that the company in question is not yet insolvent. As a result, the
substantive insolvency laws of Member States are currently not approximated at the EU
level and as acknowledged by the EIR remain “widely differing”.** The limited scope of
the DRI can be explained by the fact that pre-insolvency restructuring proceedings were
considered important in order to create frameworks allowing to preserve value by
avoiding insolvency proceedings where possible in a situation where such frameworks
were previously entirely absent in many Member States. The relative novelty of such pre-
insolvency proceedings to a considerable number of national legal orders made this an
adequate topic for a first step of harmonising substantive law in the broader area of
insolvency law because of the reduced number and sensitivity of clashes with the long-
established principles under national law. This first step having been achieved, the
initiative covered by this impact assessment aims at taking the next step by seeking the
convergence of the rules governing insolvency where a debtor cannot be returned to
viability in pre-insolvency restructuring but has to enter into insolvency proceedings.

39 COM/2015/0468 final.

40 The deadline for the transposition of the Directive on Restructuring and Insolvency is July 2022 and a
review is foreseen for 2026.

41 Recital 22 of the EIR: “This Regulation acknowledges the fact that as a result of widely differing
substantive laws it is not practical to introduce insolvency proceedings with universal scope throughout the
Union. [...] This applies, for example, to the widely differing national laws on security interests to be
found in the Member States. Furthermore, the preferential rights enjoyed by some creditors in insolvency
proceedings are, in some cases, completely different. [...]”
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Figure 2 provides for a schematic representation of the coverage of the areas (pre-
insolvency, insolvency, post-insolvency) and actors by the existing legal acts, as well as
identifying the existing gap in EU law (substantive rules on insolvency proceedings).

Figure 2: Aspects and areas relevant to insolvency regulated and not yet regulated in EU law
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1.5.2. The divergences between national laws on key features of insolvency

There are important differences across Member States with respect to various aspects of
substantive insolvency law. This section illustrates some of these differences across the
relevant elements as a basis for the discussion of why they emerged as problem drivers in
Section 2.3 of this impact assessment. More details on differences across Member States
are provided in Annex 5.

Rules on transaction avoidance to protect the insolvency estate against undue
transactions and thus ensuring the preservation of value for creditors exist in all EU
Member States. Apart from few exceptions, they cover a broad range of reasons and
recipients and define a maximum timeframe for the retrospective period for voidable

14




transactions*2. However, the features of national systems diverge considerably. In certain
Member States, like France, Germany, Poland, Portugal and Sweden, all legal acts are
subject to avoidance rules, regardless of whether they were performed by the debtor, the
defendant or a third party, provided that they are detrimental to the general body of
creditors. By constrast, in other Member States, like Czechia, Malta, the Netherlands,
Slovenia and Spain, only transactions by the debtor that have disadvantaged the general
body of creditors are covered.*

Different EU regulations enable taking evidence and other asset tracing and recovery
measures in civil or commercial matters across EU Member States*, although excluding
the insolvency proceedings. The EIR does not specifically address the issue of asset
tracing in the context of cross—border insolvency proceedings. It provides that the powers
of insolvency practitioners are governed by the lex fori concursus®. Thus, the EU
landscape is very fragmented in this respect and each Member State has its own rules and
entrusts the insolvency practitioners with different powers in respect to the asset
tracing.*®

In relation to directors’ duties and liability in the vicinity of insolvency, only a duty to
convene a meeting exists in EU company law (2017 Company Law Directive*’) but there
is no obligation to take a decision on re-capitalizing or liquidating the company in
difficulty. Member States take different strategies to protect creditors in the vicinity of
insolvency by imposing varying duties on directors®®. In a significant number of Member
States*®, directors must file insolvency proceedings within a certain period of time of
their company becoming insolvent. The time in which filing must be done, however,
varies widely across the EU (e.g., “immediately” in Germany, within one month in
Belgium, within two months in Spain, no express time limit in some Member States).
Some Member States make it clear that in the vicinity of insolvency, the focus of
directors should shift to the creditors’ interest.>® In Hungary, the change in duty involves
the interests of creditors as a priority, and directors could be held liable for a form of
wrongful trading. The German approach provides that the directors must call a meeting
of shareholders in case of “serious loss of the subscribed capital” to take measures to
safeguard both the interests of the company and its creditors. Some Member States (like

42 Rules on avoiding certain types of transactions concluded by the management in the vicinity of
insolvency (or when already insolvent) and thereby clawing back the assets concerned to the insolvency
estate (for the benefit of the creditors) represent an immanent part of all national insolvency regimes.

4 A more detailed description of the aspects of transaction avoidance, including a more detailed
description of rules of Member States law in this area, can be found in section 2.1. of Annex 5.

4 Regulation (EC) No 1206/2001; Regulation (EU) No 805/2004; Regulation (EC) No 1896/2006;
Regulation (EC) No 861/2007.

4 Art. 7 EIR.

46 A more detailed description of the aspects of asset tracing, including a more detailed description of rules
of Member States law in this area, can be found in section 2.2. of Annex 5, see in particular the Table about
the powers of insolvency practitioners in the area of asset tracing across EU Member States.

47 Directive (EU) 2017/1132 of the European Parliament and of the Council of 14 June 2017 relating to
certain aspects of company law, OJ L 169, 30.6.2017, p. 46-127.

4 In certain EU jurisdictions, the existence of a near insolvency situation does not lead to any marked
change in the general duties of directors. The jurisdictions where a change is noticeable are Cyprus,
Denmark, Estonia, Hungary, Ireland, Latvia, and Malta. Denmark, for example, addresses the proximity of
insolvency by providing that directors must exercise special care when this situation exists.

4 The circumstances that trigger the need for directors to file are variously described, but effectively
amount to the demonstrated state of insolvency. For example, in most common law jurisdictions, there is
no obligation on the directors to file proceedings if their company becomes insolvent.

% See mapping of the divergences in national laws in McCormack et al. (2016), pp. 44.
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Italy®) require that, in case, of “serious loss of the subscribed capital”, the board shall
call a meeting and have the company decide, upon losing half of its subscribed share
capital, whether to recapitalise or wind down the company’s business and liquidate it®2,

When an insolvent business has to be liquidated, creditors can usually achieve a greater
recovery rate if the business or a part thereof is sold as a going concern, i.e. as an
operating, value generating economic entity.>® An effective form of a sale of the business
as a going concern in insolvency proceedings is the “pre-packaged sale” or ‘pre-pack’,
where a non-public negotiation phase between the debtor and some possible buyers
precedes the formal opening of the insolvency proceedings. Whereas the liquidation of
the debtor through a going concern sale is allowed in most of the insolvency laws of the
Member States, pre-pack mechanisms exist only in a handful of Member States. Those
that govern pre-packs, do it differently. For example, the sale of the entire assets of a
debtor on a going concern basis is only possible outside of court in France, it requires
court involvement in Belgium unless the pre-pack is organised as amicable settlement.
Whereas pre-pack sales must achieve the continuation of the business in France, the
German rules intend to liquidate the business.

With respect to opening of insolvency, there are typically two insolvency tests under
national law that are used as insolvency triggers: the balance sheet test or the cash flow-
based test. Different Member States use the general cessation of payments (cash-flow)
test and the balance sheet test in different combinations to establish a commencement
standard. Regardless of the causes that lead to insolvency, there is no unambiguous
definition of “insolvency” across all Member States (numerically identifiable and
therefore easily predictable or monitored)>*. Hence, one can currently expect as much as
27 different answers under each Member State law or the question whether a business is
(in)solvent, or likely to be insolvent that is whether or not it is making a profit sufficient
to provide a return to the business owner while also meeting its commitments to business
creditors or where it has sufficient cash resources to sustain itself through a period when
it is not returning a profit. Moreover, in some Member States (e.g. the Netherlands) the
court has relatively wide discretionary powers in assessing whether the debtor has ceased
to pay its debts.

In most Member States, large companies and MSEs are treated alike and there are no
special procedural alleviations to cater for the specific situation that micro- and small
enterprises (MSEs) face when they are in financial distress. Small- and micro
enterprises do not even have access to liquidation proceedings in a number of Member
States, as in most cases such debtors have no or only very few assets left when becoming
insolvent, which circumstance barres them from the opening of insolvency proceedings
(i.e. Austria, Germany, Greece and Italy) or results in an immediate termination of

51 Article 2474 Italian Civil Code.

52 A more detailed description of the aspects of directors’ duties and liability in the vicinity of insolvency,
including a more detailed description of rules of Member States law in this area, can be found in section
2.3. of Annex 5.

53 Recovery values tend to be lower in the alternative “piece-meal liquidation” under which individual
assets of the business are sold separately.

54 In fact, concepts such as "insolvency" or "vicinity to insolvency", as well as “crisis”, which are often
used in the European regulatory framework as well as in individual national laws, are not defined at EU
level.
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insolvency proceedings (i.e. Belgium and Spain)®®. Simplified liquidation procedures for
MSEs are available only in Czechia, France, Greece, Lithuania, Romania and Slovakia.>®

While some features of the ranking of claims of creditors are common to all Member
States (e.g. the prioritization of secured over unsecured creditors), national systems are
substantially divergent®. Almost all the Member States ensure a preferential treatment of
secured credit®®, but the position of secured creditors vis-a-vis other claims, specifically
those relating to taxes and/or employee rights varies significantly. In the Netherlands —
historically known to be a ‘creditor-friendly’ jurisdiction®® — secured creditors are granted
a strong position in respect of their claims as (in principle) these outrank other creditors
(including those with a right of preference).®® Only in specific exceptions may other
claims take priority over secured claims. The most important example of this is the
preference that is granted to the Dutch tax authorities for certain categories of tax debts
over certain movable assets located on the premises of the debtor.®* In turn, in France — a
jurisdiction historically known for being debtor-friendly®? — secured claims are (in
principle) outranked by other claims.%® In Spain claims concerning salaries, taxes and
social security withholdings are granted (in said order) a status of ‘general privileged
claims’®®, however, these are still outranked by ‘insolvency’ claims, and special
privileged claims® (i.e., secured with in rem security over specific collateral (e.g.,
mortgage or pledge). On the other hand, in Germany certain categories of secured
creditors do not fall within the ranking order since they shall benefit from an exclusive
right over the economic value of the assets and, in practice, rank ahead all other creditors.
Creditors entitled to separate satisfaction are completely excluded from the concept of
insolvency creditors: they are granted a priority right of satisfaction and have the
possibility to pursue their claims outside the rules of the relevant insolvency legislation®®,
i.e., in normal civil proceedings. In relation to specifically protected interests, Germany,

5 A more detailed description of the aspects of special insolvency regime for micro- and small enterprises,
including a more detailed description of rules of Member States law in this area, can be found in section
3.2. of Annex 5.

%6 See McCormack, G. et al. ( 2016).

5 In particular, a number of Member States afford particular privileges to tax and other governmental
claims. Some Member States give a priority or even super-priority ranking (trumping all other claims
including those of secured creditors) to the claims of employees (unpaid wages). Furthermore, there are
significant differences also with regard to the treatment of “new financing” in subsequent insolvency
proceedings.

%8 |t is a fundamental principle of insolvency law that pre-insolvency entitlements of creditors should be
respected by insolvency and restructuring rules unless there are legitimate grounds to a post-
commencement redistribution of value, see Wessels et al. (2017)

%9 See Brown Rudnick (2020).

80 Article 3:279 of the Dutch Civil Code.

61 Wet van 30 mei 1990 inzake invordering van rijksbelasting (Invorderingswet 1990 (IW 1990), Act of 30
May 1990 on the collection of state taxes (Collection of State Taxes Act (CSTA)), article 21.

62 However, the implementation of the RDI in France may lead to a shift towards a more creditor friendly
insolvency framework. On this matter, see Podeur (2021) and Golshani et al, page 14.

% First and foremost, a portion of employees' pre-petition claims benefits from a super-senior status
(“superprivilége des salaires”) [Arts. L622-17, French Code of Commerce]. Additionally, pre-petition tax
claims also rank ahead pre-petition secured claims, For more information on the national insolvency
framework in France, see Talbourdet and Gumpelson (2021).. For more information on the national
insolvency framework in France, see Talbourdet and Gumpelson (2021).

6 Article 280 of the Spanish Insolvency Act, Real Decreto Legislativo 1/2020,.

% Article 270 of the SIA.

6 Sec. 47 of the Insolvenzordnung (Insolvency Statute) of 5 October 1994 (BGBI. | p. 2866), as last
amended by Article 35 of the Act of 10 August 2021 (BGBI. | p. 3436).
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for example, keeps workers in the same rank as all other unsecured creditors because its
law and social safety net shelters workers from the consequences of their employers’
insolvency®’.%8

In the vast majority of jurisdictions a creditor committee may/must be appointed and its
general role is to safeguard the interests of creditors. The amount of input that
committees have in the administration of the insolvency, however, varies greatly. This
difference affects the actual extent of creditor involvement in the proceedings. For
example, while in some Member States they are merely carrying out an advisory role
(e.g. in Denmark), in other Member States (e.g. in Greece) the functions of the committee
are, principally, to support and supervise the insolvency practitioner (and even control
the insolvency practitioner) and give consent for some actions to be taken by him/her.
Similarly, in Austria for certain important transactions (e.g. sale of the business), the
consent of the creditor committee is a precondition for their validity. In other Member
States, such as Germany, for transactions of particular importance, such as entering into a
loan contract with considerable burdens on the insolvency estate, the insolvency
administrator needs the approval of the creditor meeting or of an appointed creditor
committee. In Romania, the creditor committee can request the removal of the debtor’s
right to manage its affairs.

2. PROBLEM DEFINITION

2.1.  What are the problems?

Insolvency rules are fragmented along the lines of national insolvency systems (see
section 1.5).° They thus deliver different outcomes characterised by different degrees of
efficiency across Member States in terms of the time it takes to liquidate a company and
the value that can eventually be recovered (see Figure 3). This leads to a pronounced
length of insolvency procedures, and a low average recovery value in liquidation cases
(see Table 1). Differences in national regimes also create legal uncertainty as regards the
outcomes of insolvency proceedings and lead to high information and learning costs for
cross-border creditors.

Low recovery values, long insolvency procedures, administrative costs of the procedures
matter not only for the efficiency of a company’s liquidation. Even more important is that
these three factors and the uncertainty surrounding them determine the magnitude of the
risk premium that creditors factor in when they undertake an investment. A high risk
premium increases the cost of capital for the corporation and, if the risk is particularly
high, dissuades investors to provide credit and cross-border investors to consider
investing abroad.

67 The general lesson to be drawn from this example is that liens should not be granted by insolvency law,
but by those laws - social security law, labour law, etc. - that are responsible for that particular protection
(as is the case in Denmark, for example).

% A more detailed description of the aspects of ranking of claims, including a more detailed description of
rules of Member States law in this area, can be found in section 4.1. of Annex 5.

% For a comparison of descriptions of the features of insolvency systems in the EU Member States that are
discussed in this impact assessment, see Annex 5, for more comprehensive comparisons of insolvency
systems, see McCormack et al. (2016), Steffek (2019), Deloitte/Grimaldi (2022).
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2.1.1. Costly and lengthy (national and cross-border) insolvency
proceedings lead to low recovery values

If companies are liquidated, the recovery value is usually a low proportion of the initial
investment. Whereas investors may be able to estimate the likelihood of insolvency, they
face uncertainty about the consequences of an actual insolvency, which will depend to a
considerable extent on the length and complexity of the individual case. Moreover, the
predictability of outcome in insolvency cases and of recovery rates for cross-border
creditors also depends on the level of discretion exercised by courts and IPs in insolvency
cases. Insolvency laws do not offer adequate guidance on how the discretion should be
exercised by courts (and insolvency practitioners).

Divergences in insolvency laws may increase uncertainty to such an extent that investors
are not able to predict, quantify and manage the risks that affect their investment. This
exposure to uncertainty will be mirrored in a higher risk premium demanded and in
consequence higher funding costs for the corporate sector or even in greater reluctance to
do business with foreign companies at all. Beyond the impact on risk premium, a lengthy
insolvency proceeding reduces the present value of the expected investment returns, as
the opportunity cost for creditors and investors of allocating these funds in other more
profitable investments increases with passing time. Uncertainty about the possible value
or time of recovery is an important factor for financial investors that need to generate
returns or obtain additional refinancing if an investment is not redeemed in time to
manage their liquidity needs.

A protracted time to recover some value may even lead to creditors becoming at risk of
becoming insolvent themselves, leading to a possible cascade of defaults. This could be
the case, especially for business partners that are not financial institutions, but rely on
outstanding payments for the delivery of their products and services.

The scale of the problem is expected to be large: recovery values and recovery time
determine recovery rates, which in turn determine the level of cross-border asset
holdings™ and risk sharing.”* The insolvency experts interviewed in Deloitte/Grimaldi
(2022) stated that they would expect sizeable gains in terms of lower costs and shorter
duration of proceedings from the initiative subject to this impact assessment, pointing to
considerable inefficiencies in the current insolvency regimes. Nevertheless, a
comprehensive quantification of these inefficiences is not feasible due to a lack of data
on recovery rates and on the degree to which they are influenced by the length and
complexity of insolvency procedures.”> Even many banks struggle to report recovery
rates for non-performing loans despite credit provision being their daily business.”

0 See Annex 4, specifically the sections presenting the results of IMF (2019) and Bremus and Kliatskova
(2018). Since these studies use the recovery rate as indicator of the strength of the insolvency regime and
demonstrate a significant link between the recovery rate and measures of cross-border investment, one can
derive that any policy measure that improves recovery rates would also foster cross-border investment.

I ECB (2018) and IMF (2019) show a significant correlation between recovery rates and the extent risks
are shared across Member States through the capital and credit channel, with improved cross-country risk
sharing being one of the economic benefit of the Capital Markets Union.

72 Standard pricing models used in finance offer little help in estimating recovery values and recovery rates
since these rely on discretionary decisions and timing of insolvency practitioners and courts. Theoretically,
it would be possible to calculate the expected recovery rate as a function of the yield difference of a
corporate bond (or credit default swap) to the safe interest rate and the expected likelihood of default. In
practice, this requires determining two unknown, namely the likelihood of default and the recovery rate,
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Figure 3. Time and costs of insolvency proceedings and recovery rates
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Source: World Bank Doing Business Report.

Despite considerable efforts to produce data on the outcome of insolvency proceedings,
little data is available to date.” Annex 4, Section 2 explains the different data sources and
their limitations. The analysis conducted in this impact assessment relies primarily on
two sources: The World Bank Doing Business indicators” presented in the charts above
and data from the benchmark study carried out by the European Banking Authority
(EBA) in 2020.”® The two sources, however, contain rather different data. In the World
Bank exercise, insolvency experts are asked to assess the outcome of insolvency
procedures based on a narrowly defined illustrative bankruptcy case’’. In contrast, the
EBA collected actual data from banks in the EU Member States on gross replacement
rates, g\et replacement rates (i.e. after judicial costs), time for recovery and judicial
costs.”

The World Bank Doing Business data yielded recovery rates in the case of liquidation in
an EU Member State between 32 and 44 %, with an average for the Member States

and it turns out not feasible to disentangle both without recourse to strong assumption on one of them.”™
This is evidenced by the difficulties EBA encountered in sourcing such data for its benchmarking exercise,
see EBA (2020), especially the sections on data quality.

8 This is evidenced by the difficulties EBA encountered in sourcing such data for its benchmarking
exercise, see EBA (2020), especially the sections on data quality.

™ According to the survey performed with the Member States in the process of verification of the
Insolvency Recommendation as well as on the basis of the comparative law study, the overall picture is
very inconsistent: currently, in certain Member States data about insolvency proceedings are not collected,
in certain Member States they are collected but not necessarily in a centralised or electronic manner; in
other Member States where data about insolvency proceedings are collected in a centralised and electronic
manner they are not always published or are not available in an anonymised way, i.e. stay confidential.

> The evidential value of World Bank's Doing Business scoring is limited. The irregularities in reporting
information to the World Bank were found in relation to four countries, namely Azerbaijan, Saudi Arabia,
United Arab Emirates and China. These irregularities triggered the pause of the Doing Business report
announced on August 27, 2020. The review process did not identify any further specific data irregularities
beyond those affecting these four countries as described in this document. The methodology for scoring of
insolvency frameworks has been reviewed following this incident.

76 See EBA (2020).

" The first indicator aims at measuring the efficiency of insolvency frameworks by estimating the recovery
rate associated with a stylised corporate insolvency case. This estimate is obtained by surveying
practitioners about the most likely outcome, the expected length, and the cost of a fictitious insolvency case
for a business whose main asset is a hotel. The other indicator (“"strength of insolvency legislation")
measures on the basis of expert judgement the extent to which the insolvency framework abides by the
efficiency criteria described in Djankov et al. (2008). See annex 4 for more information on insolvency
indicators.

 See EBA (2020), Report on the benchmarking of national loan enforcing frameworks,
EBA/REP/2020/29.
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concerned of 38%."° The recovery rate in the five best performers outside the EU was 50
to 51%.

Data from the World Bank shows that the length of insolvency procedures and judicial
costs in EU Member States tend to be higher than in other OECD countries (see chart
above). National insolvency experts that provided estimates for benchmark scenario used
for the World Bank Doing Business insolvency indicators pointed to a range of 1.5 to 3.5
years for the duration and judicial costs between 9 and 15% for EU Member States,
which compares to 1.2 years and 5% costs for the fifth best performer in the panel of
non-EU countries.

The EBA benchmarking exercise on national loan enforcement in insolvency (see Table
1) found that on average it takes 3.4 years and costs 1.4% of the recovery value to
enforce corporate loans in the EU. Judicial costs for SMEs loans, however, are much
larger in proportion, at 3.5% of the recovery value, while their time of enforcement is
about the same as for corporate loans. The EBA benchmarking exercise also found that
the simple average of recovery values of corporate loans in the EU is 40% of the amount
outstanding at the time of the default and 34% for SMEs.

Table 1. EU-27 EBA benchmark exercise (2020)

Corporate loans | SME loans
Simple Weighted Simple Weighted
average average Median average average Median
Recovery value! 40.4 26.2 16.2 33.8 35.1 4.9
Time to recovery? 34 3.9 2.7 3.3 3.5 2.2
Judicial costs! 14 0.5 0 3.5 1.2 0

Source: EBA. ! gross, as a share of the notional amounts at time of default, 2 in years, from the start of the formal
enforcement status to the date of ultimate recovery from the formal enforcement procedures.

The EBA benchmark exercise also revealed substantial variations across Member States,
with the average recovery time ranging from 0.6 to 7 years and judicial costs ranging
between 0 to above 10%.

The pronounced differences across EU Member States, documented in the EBA and
World Bank data, suggest that procedures in some Member States suffer much more
from delays and result in additional costs. Both data sources also show that enforcement
regimes in some Member States yield considerably less efficient outcomes than the best
performers in the EU. The World Bank data suggests that the average outcome for EU
Member States is less efficient in terms of recovery values, time and judicial costs than in
the best performers outside the EU. It is unlikely and no analysis exists that demonstrates
that these differences could be entirely explained by debtor characteristics.®

™ In the World Bank exercise, insolvency experts were asked to provide an estimate for the case that the
underlying firm was either liquidated or restructured. The numbers quoted are from those 10 Member
States and non EU countries in which insolvency experts assumed the firm will be liquidated.

8 One can implicitly derive that the variation in the insolvency outcome is larger than what firm or
industry specific-factors suggest from those empirical studies that use firm level data and despite
controlling for these factors find a significant impact of insolvency indicators on the number of
bankruptcies (Fatica 2022) or funding costs (IMF 2019b).
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2.1.2. Low predictability of insolvency proceedings lead to high
information costs and constitute barriers to cross-border investments

Differences in legal systems across Member States fragment the single market and
increase transaction costs for cross-border business:®! “disparate national law rules may
lead to higher transaction costs, especially information and possible litigation costs for
enterprises in general and SMEs and consumers in particular. Contractual parties could
be forced to obtain information and legal advice on the interpretation and application of
an unfamiliar foreign law.”®? Already in the mid-1990s, “legal uncertainty was regarded
by the European Commission as the main reason for the fact that the economic dynamics
triggered by the process of European integration in the early nineties developed more
slowly than expected and desired”.®® Transaction costs are caused by “(a) costs of
collecting information, (b) costs of legal disputes, (c) costs of setting incentives for
pushing through legal claims, and (d) other transaction costs” and these “costs are higher
in international transactions than in domestic trade”.8*

Legal uncertainty and associated transaction costs could also be expected specifically in
the case of differences in insolvency regimes. The divergence of insolvency regimes
across EU Member States®® discourages cross-border investments through high
information and learning costs and low predictability of outcome of recovery rates. Large
divergences in time to recovery, judicial costs and recovery rates among Member States
suggest that cross-border investors in the single market are at a higher risk of being
unable to predict outcomes of insolvency proceedings if they allocate their investment
portfolio across several/different Member States.

Information costs and low predictability of the investment outcome in insolvency and
recovery rates play a key role for cross-border creditors, since they need to account for
all possible scenarios and so the conditions and prospects for recovery of their
investments in case of failure of the company they are invested in. This aspect is even
more important for unsecured funding operations, which require significant knowledge of
procedures and conditions affecting recovery rates in insolvency. The higher is this
knowledge, the easier and more accurate will be the calculation of loss given default and
probability of default and therewith the price discovery of financial assets, which is key
to the orderly functioning of capital markets.

The more dissimilar the insolvency system abroad is from that in the home country, the
less can domestic experiences and those made in other jurisdictions be used to assess the
expected return on a cross-border investment if the debtor becomes insolvent. The
consistent finding in empirical studies is that geographical distance and clusters of legal
traditions® are important determinants of cross-border investments. This confirms the

81 See Cecchini (1988) and Wagner (2005).

82 COM(2001) 398 final

83 Wagner (2005).

84 Wagner (2005) provides a holistic analysis of the costs of legal uncertainty.

8 Recital 22 of the European Insolvency Regulation: (22): “This Regulation [the European Insolvency
Regulation] acknowledges the fact that as a result of widely differing substantive laws it is not practical to
introduce insolvency proceedings with universal scope throughout the Union. [...] This applies, for
example, to the widely differing national laws on security interests to be found in the Member States.
Furthermore, the preferential rights enjoyed by some creditors in insolvency proceedings are, in some
cases, completely different. [...]”

8 This is covered by a dummy variable if the home or destination country follows an Anglo-Saxon,
Nordic, Latin or Germanic tradition or a dummy variable measuring a common legal origin.
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notion that familiarity matters, suggesting that the more similar the rules, the lower the
threshold to engage and undertake the necessary due diligence.®” Greater differences in
substantive insolvency laws make it more costly to assess the risks of cross-border
investments compared to those realised in a home Member State. High information
barriers with respect to claim procedures increase the costs of legal advice.®

Recent studies presented empirical evidence that the outcome of insolvency proceedings
and their respective design have a significant effect on the magnitude of cross-border
investment across EU Member States. The effect is material even when using different
data sources and specifications for measuring insolvency and cross-border investment.
The statistical support at macro level that convergence of insolvency regimes to best
practices would foster capital market integration implies by inversion that inefficient and
diverging insolvency regimes are an obstacle to cross-border investment. Due to the
methodological difficulties of (objectively) measuring information and learning costs, the
empirical research about the transmission channels is still scarce.®® The effects of
insolvency regimes on the magnitude of cross border investment should be overall
comparable to those of other institutional determinants such as investor protection,
accounting standards or corporate governance for which the empirical literature
established a significant link to cross-border investment.®

While there is no data about the magnitude of information and learning costs that cross-
border creditors face, these costs can be approximated through the substantial home bias
in investment. Home bias describes the under-proportionate investment in cross-border
equity and debt (and hence over-proportionate investment in home equity and debt).
Home bias is evidenced in a large body of empirical research, and the literature attributes
an important role of informational frictions and uncertainty avoidance in explaining it.%?

2.1.3. Stakeholders’ perspectives

129 stakeholders submitted replies to the public consultation on this initiative, which is a
sufficiently large number to derive quantitative results about their positions.®® These
results can, however, not be considered fully representative for the EU. Stakeholders
from one large Member State are over-represented, while there were no submissions
from some EU Member States. Like all public consultations, there is also a self-selection

87 While familiarity appears as a factor separate from information costs in Roque Cortez et al. (2014),
empirical studies tend to cover them with similar variables.

8 On top of other costs and risks, such as language support, translating terms, general standardisation of
tools, access to information. For more, please see the interviews with insolvency experts conducted by in
the study conducted by Deloitte/Grimaldi (2022) on behalf of the Commission (Annex 4, Section 3).

89 See Annex 4, Section 4 for more details on these studies. IMF (2019) and Bremus and Kliaskova (2020)
use the World Bank insolvency recovery rates and the IMF Coordinated International Investment Portfolio
Survey, Kliatskova and Savatier (2020) the OECD insolvency data and the ECB Security Holdings
Statistics.

% Wagner (2005) reports that the most widespread means to measure legal uncertainty and the underlying
information costs consist in indicators that measure differences in legal institutions (such as the rule of law
or insolvency indicators) or are based on surveys of risk experts or cross-border investors.

% See for example Giofre (20014), Poshakwalea and Thapa (2011), Ferreira and Miguel (2011). The
legitimacy of using the results of these studies is supported by the finding in Jack (2018) that the World
Banks’ legal rights index is correlated with recovery rates.

92 See for example, Portes and Rey (2005), Aggarwal et al. (2012). Measures of home bias of debt and
equity holdings are part of the CMU indicators.

93 See Annex 2 for more details on the public consultation.
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bias, implying that stakeholders for whom the issue is particular pertinent are
overrepresented.

The replies to the public consultation on this initiative revealed that stakeholders find that
the problem created for the internal market by differences in Member States’ insolvency
frameworks is serious. 54% of the respondents who provided an answer to the question
perceived the problem for the internal market stemming from the divergence in
insolvency rules as important, attributing a score between 3 and 5 (with 0 meaning no
problem and 5 meaning an extremely significant problem).

Figure 4: Number of responses in the public consultation — Do differences in corporate (non-bank) insolvency
frameworks in EU Member States pose a problem for the functioning of the internal market?
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Note: 0 means 'no problem' and 5 means 'extremely significant problems'

An especially large representation of German respondents (58 out of 129) created a
geographical bias in the response rate. The responses revealed a geographical split across
the Northern and Southern Member States. They also showed that researchers and the
business sector see a higher need for policy measures than public authorities. The views
and level of ambition of insolvency practitioners and legal experts differ depending on
the issue.®

% This may be explained by the fact that insolvency practitioners and legal experts provide legal advice on
cross-border rules. The more aligned the rules in the EU would be, the less the need for such advice migh
be in the future.
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Figure 5: Average support rate in the public consultation Figure 6: Average support rate in the public consultation
by Member State by sector representation
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Note: Average rating on a 0-5 scale with 0 means 'no problem' and 5 means 'extremely significant
problems’. Number of responses on the x-axis.
Source: European Commission.

When asked for the reasons, stakeholders indicated that differences in national
insolvency frameworks deter cross-border investment/lending. In a follow-up workshop
with selected stakeholders, these stakeholders reported on practical difficulties resulting
from the fragmentation or different performance rates of the national insolvency
frameworks. These stakeholders expressed strong support for greater convergence in
insolvency rules in the EU. Annex 2 provide more details about stakeholders’ views.

2.2.  What are the consequences?

The first consequence of lengthy, costly and very divergent insolvency proceedings is the
impact on capital allocation, which is likely to be less efficient compared to the situation
when insolvency regimes are more efficient and overall more similar across Member
States. Creditors and investors anticipate the consequences of inefficient insolvency
regimes in their decision to provide credit or to invest.® They will demand a higher risk
premium or insist on other safeguards such as collateral, which increases capital costs for
the corporates.® This higher risk can also discourage investors from undertaking the
investment at all, limiting the supply of funding available to companies, leading to higher
funding costs for corporations and, more broadly, to less efficient capital allocation in the
EU economy.

The design of insolvency systems therefore has consequences for the provision (supply)
of credit, capital costs and the allocation of capital. The academic literature reviewed in
Annex 4, Section 4 found empirical evidence of significant adverse effects of
inefficiencies in insolvency regimes on cross-border capital flows, credit provision,

% For a theoretical analysis of the interaction of bankruptcy rules and corporates’ financial structures in
terms of optimal contract design, see von Thadden et al. (2010). See Annex 4, Section 4.2 for an analysis
on the impact of insolvency regimes on credit provision.

% Davydenko and Franks (2008) suggest that weak credit protection induces creditors to look for
compensating measures, in particular to request higher collateral. See Annex 4, Section 4.3 for literature on
the impact on credit conditions.
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funding cost and, ultimately, the adjustment capacity of the economy, with follow-on
effects on the diffusion of technical progress and productivity growth.®” Whereas the
earlier economic research found that better insolvency regimes lead to more lending to
the economy in cross-country comparisons,®® newer studies point that positive effects of
more efficient insolvency regimes are better visible in funding costs or non-price credit
conditions in advanced economies.®® Annex 4 gives more details of this literature.

Since they impair cross-border investment, both differences and inefficiencies in
insolvency regimes fragment the single market for capital in the EU and deter the
realisation of the CMU that seeks to build an integrated market for capital in the EU.
Since market practitioners consider divergence of insolvency regimes a central obstacle
to cross-border investment, absence of tangible progress in this policy field could
jeopardise the credibility of the overall CMU project. The studies quoted in the
introductory section provide evidence that more efficient (and more converging)
insolvency regimes spur cross-border investment and macroeconomic risk sharing.%

Finally, differences and inefficiencies in insolvency regimes can also have an impact on
business relocations. Business can relocate either to declare bankruptcy and avoid paying
creditors (insolvency tourism), or to gain certain advantages that would allow them to
benefit from the availability of more favourable insolvency laws. In practice, however,
while the possibility for the company to migrate to a different and more favourable
jurisdiction may be an option in theory, this may end up being costlier and more
inefficient than staying in the debtor’s own jurisdiction. A recent study finds that
relocation can only be an option for large companies.’®* In any event, the reduction or
elimination of key differences between national insolvency laws and an enhanced degree
of efficiency of insolvency regimes across the EU would remove incentives for
relocations that are driven by the existing divergences.

2.3.  What are the problem drivers?

The members of the expert group on insolvency, the stakeholders in the public
consultation and the external contractor performing the economic study%? in the
preparation of this Report recognised the differences in certain targeted aspects of
insolvency rules as drivers of the problems identified above. Insolvency tools available in
these areas appear to be very different across Member States (See also Section 1.4. of this
impact assessment). For several of these elements, rules are missing completely in some
Member States’ insolvency regimes; where they exist, their design may deliver

9 A more efficient insolvency regime speeds up economic recovery after recessions in Jorda et al (2020),
which they link to fewer zombie companies holding back productivity growth in countries with more
efficient insolvency procedures. Also OECD research (McGowan, et al. 2017 and 2018) found that capital
blocked in zombie companies is higher, the weaker the insolvency regime, which slows down capital
reallocation, weakens the adjustment process and ultimately slows down the diffusion of technical progress
and productivity growth. See Annex 4, Section 4.1 for a discussion of the effects.

% See Djankov et al. (2008), replicated in Uttamachandani et al. (2021).

9% See AFME (2016) and IMF (2019) on capital costs, Davydenko and Franks (2008) and Deakin et al
(2017) on non-price credit terms.

100 «“[C]ross-country risk sharing in the euro area remains quite low, highlighting the importance of policy
initiatives such as the capital markets union and the completion of the banking union. [..] More efficient
insolvency frameworks appear to be associated with higher risk sharing via both the capital and the credit
channels”, Draghi (2018).

101 gpark, Tipik, Study on the issue of abusive forum shopping in insolvency proceedings, DG JUST 2022.
102 Deloitte, Grimaldi (2022).
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suboptimal outcomes, at least in some of the Member States. They are grouped below
according to the role they primarily play in triggering various problems.*®® One driver
might lead to several problems. Similarly, several drivers might contribute to the same
problem and reinforce it.

2.3.1. Inadequately designed (or missing) features and large cross-border
divergences on asset recovery proceedings

Some of the components of insolvency regimes help recover as much capital as possible
from the insolvent company. If they are missing or not well designed, there is scope for
moral hazard because the owner, debtor or director of a company may face an incentive
to procrastinate on filing for insolvency (“gamble for resurrection”) or to use their better
knowledge of the company to redirect resources away from the estate, thereby leading to
a lower value that can be distributed to creditors. Detecting whether transactions have
been initiated for this purpose or whether assets are placed in hidden places allows
increasing the recovery value.

Without suitable measures that govern transaction avoidance, it is difficult to claw back
assets that were alienated in the vicinity of insolvency, for example transactions to
benefit owners or transactions at unjustified prices. Member States have currently very
different rules to govern transaction avoidance aimed at the rescission of, or the
compensation for, transactions that are detrimental to creditors and had been performed
prior to the opening of insolvency proceedings. Divergences among Member States go
across all the key elements of transaction avoidance, such as the suspect periods, the
legal acts concerned, the limitation period and so on (Grimaldi and Deloitte 2022). For
example, only transactions of the debtor are considered in some Member States (Czechia,
Spain, Malta, the Netherelands, Slovenia), whereas all legal acts performed by the debtor,
the defendant or a third party that are detrimental to the general body of creditors are
subject to avoidance actions in others (Germany, France, Poland, Portugal, Sweden).
There are also divergences in the suspected periods and in the limitation periods across
Member States. Such differences lead to information and learning costs in particular for
cross-border investors and makes cross-border investments, especially in companies in
financial difficulties, more costly.%

Consultations with stakeholders (see Annex 2) revealed problems related to asset tracing,
especially where the asset is situated in another Member State than the one where the
proceedings have been opened. Each Member State has its own rules and entrust the
insolvency practitioners with different powers in respect of asset tracing. This implies
that powers of insolvency practitioners may not include coercive measures if they are not
provided by the applicable law, unless ordered by a court of the specific Member State or
the right to rule on legal proceedings or disputes. Missing or cumbersome possibilities of
asset tracing impair the capacity of courts, insolvency practitioners or other parties with a
legitimate interest to determine and locate the assets, examine the revenue generated by
often fraudulent activity, and follow its trail. As a “follow the money” tool, asset tracing

108 These problem drivers are more granular than those that for example World Bank and OECD have
subjected to a mapping into numerical values. While this lack of numerical indicators for granular features
of insolvency regimes complicates the empirial search for evidence, Annex 4, Section 2 reports on
properties for some of them that are linked to the problems and consequences elaborated above.

104 Recovery values as measured in the EBA (2020) benchmarking exercise are however not higher in those
Member States with a broader group of actors subject to rules on transaction avoidance.
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is of particular significance in an insolvency context, as debtors have an incentive to
remove assets from the insolvency estate.

Directors and managers’ have a key role in the vicinity of insolvency. It is detrimental to
the recovery value if rules are absent or ineffective that govern (i) when directors have to
file for insolvency, (ii) whether their goal should shift to the creditors’ interest, or
(iii) whether they are liable if it is found that they acted, prior to the advent of formal
insolvency proceedings, with intent to defraud creditors. Procrastination in the start of the
process, including of attempts to engineer restructuring solutions early on, however, tend
to reduce the recovery value.!® Duties (and potential liability) for directors are very
differently defined across the EU. In some Member States there is not even such a duty,
while in others there is a duty to file within a very short timeframe or more generically in
a ‘timely manner’. As illustrated in Annex 5 Section 2.3, the time in which filing must be
done varies widely across the EU and directors have different obligations vis-a-vis
shareholders.

This divergent landscape generates additional costs, uncertainty and, hence, obstacles for
investors that operate cross-border. This can be further complicated by the fact that
investors can also hold directors’ positions in various companies and face different
obligations in companies in different Member States. This is particularly the case, in both
large and small innovative companies, for very active investors with large stakes that
want to be more engaged with the governance of their (invested) companies.

Recovery values are low and could be different across Member States, everything else
being equal, also because pre-pack sales are not available in Member States. At present,
many Member States either do not have pre-pack procedures or have very different rules
regulating them. Some of those Member States that have rules on pre-packs are among
those with the highest recovery rates (Denmark, Netherlands and Sweden).1%

2.3.2. Inadequately designed (or missing) features and large cross-border
divergences in the governance of insolvency proceedings

Procedural efficiency is determined by the capacity of public actors such as courts and
insolvency practitioners to deal with the liquidation of a company.

Without the involvement of public actors in insolvency proceedings, the possibility of
creditor runs leads to a market failure, i.e. creditors who claim first will be served first
and those that claim last will receive only what is left.’>” A market failure occurs since
this can lead to companies being liquidated prematurely. Since it is not rare that
companies face liquidity shortages and payment difficulties, there is a risk that creditor
runs lead to the liquidation of viable companies that face temporary difficulties.

The absence of lighter procedures for micro and small companies (MSES) contributes to
the workload of courts and insolvency practitioners. MSEs are often not wound down
properly*% but remain in limbo. Incentives to close their cases are distorted because the

105 For an analysis of incentives to file for insolvency and their impact on recovery values, see for example
Gurra-Martinez (2020).

196 Three other Member States with pre-pack regimes are however not: France, Italy and Poland.

107 See Hart (2000), Longhofer and Peters (2004).

108 This is for example suggested by the comparison of almost 700,000 exits of businesses with less than 5
employees with about 2700 cases of corporate bankruptcy in a sample of six Member States (BE, DE, FR,
NL, FI, SE) in 2019.
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costs of proceedings can easily exceed the value of the estate. For MSEs, in particular,
traditional long and complex liquidation procedures easily cost more money than what
they are able to generate in proceeds for creditors. To allow an orderly liquidation of
MSEs, some Member States already have a lighter regime, which may even avoid the
launch of standard proceedings if resources are structurally limited (size of the firm).
However, the picture is rather patchy across the EU and the conditions and the definitions
of eligible MSEs vary considerably.?%® While France and Greece introduced simplified
rules for MSEs recently,*® MSEs for example in Austria, Germany and Italy will find
their application for opening insolvency proceedings rejected if their remaining asset
value is too low to cover the expenses of that insolvency proceeding.

Companies normally face financial distress some time before an insolvency procedure is
initiated. From the perspective of the creditor, the insolvency trigger is therefore a
determinant of the length of time s/he is exposed to uncertainty. In the absence of a
harmonised definition there could be as many as 27 different answers to the question of
whether a business is (in)solvent and the insolvency procedure should start, which creates
high information and learning costs for cross-border creditors. In some Member States
the main determinant is the cash flow, i.e. a company is declared insolvent when it
cannot pay its debts as they become due. In other Member States, it is also the value of a
company’s liabilities on its balance sheet outweighing the value of its assets. Most
Member States apply a combination of both determinants and many also require a
durability criterion (See Table A5.1 in Annex 5).

2.3.3. Inadequately designed (or missing) features and large cross-border
divergences on procedures for distribution of recovered values

A number of components in insolvency regimes govern the position of all types of
creditors and define rules that determine the share of the value of the estate that can be
paid to each creditor.!** Their design impacts on their bargaining position and incentives
of each creditor to support the resolution of the insolvency case.

Knowledge of these rules is important for investors and creditors when they decide to
provide credit or to invest. Transparency and fairness of these rules is also important for
those business partners of a defaulting company that became creditors through their
provision of goods and services to the defaulting company. Creditors are heterogeneous.
There are differences in the type of claims on a defaulting company (financial, trade
credit, labour liabilities, obligations vis-a-vis public authorities). Creditors’ different
priority status (secured, senior, junior) generally entails high information and learning
costs for (other) creditors and have a substantial impact on the recovery prospects and
risk premia.

The large divergences across Member States on how distribution of recovered value is
organised mean that costs are even higher for creditors acting cross-border, which may
hamper their willingness to do business. Cross-border creditors will in particular need to
understand what the existing rules mean for their position in the group of creditors and

109 Thresholds for access to simplified MSE insolvency proceedings diverge: the value of the company's
business needs to be less than EUR 100,000 in Greece; the company’s assets can be be a maximum of EUR
5 million and creditors be less than 50 in Spain; assets need to be below EUR 300,000, gross revenues
below EUR 200,000 and debt a maximum €500,000 in Italy. See Grimaldi and Deloitte 2022.

1102019 and 2021, respectively.

11 Including tax authorities and employees.
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relative to preferred creditors, debtors and other stakeholders, such as employees or
public authorities. They are likely to be disadvantaged, facing obstacles to coordinate
with domestic creditors due to different legal regimes, language and less knowledge
about the (divergent) insolvency systems and domestic actors. Creditors from third
countries encounter problems identical to those of cross-border creditors within the
EU.112

The potential drivers that contribute to determining the distribution of recovered value
among the different creditors include the ranking of claims and creditor committees (in
the scope of this initiative) and a few others (which are not in scope and briefly discussed
in a separate section below).

The ranking of claims is of key interest to creditors since it determines the distribution of
the remaining value of a defaulted company. It presents an important source of
uncertainty because the impact of the ranking of creditors on the expected recovery rate
is generally hard to predict for all creditors. They are a particular challenge for cross
border creditors since systems are substantially divergent across Member States and the
differences are not sufficiently transparent. For example, a number of Member States
afford particular privileges to tax and other governmental claims (for example Italy,
France, Spain). Some Member States give a priority or even super-priority ranking
(trumping all other claims including those of secured creditors) to the claims of
employees (unpaid wages).** A new phenomenon with potential impact on the ranking
of claims concerns the remediation of environmental damage.''* Given their impact on
the risk premium and, hence, the cost of lending, divergences in this area may act as a
significant deterrent for engagement by cross border creditors.

While creditor committees exist in most Member States,'*® different rules across Member
States and limited powers and scope in some of them (see Table A5.9 in Annex 5) for
creditor committees contribute to the high information and learning costs for cross-border
creditors, in particular due to the difficulty to coordinate their actions during proceedings
or the risk of facing hold-up problems.}1® Cross-border creditors are, in particular,
disadvantaged by language barriers and unfamiliarity with domestic proceedings. Unless
they hold a sizeable claim against the defaulting company, cross-border creditors are
likely to face a bargaining disadvantage relative to domestic creditors. As creditors’
committees provide an institutional guarantee that creditors can articulate their views in
the insolvency proceedings, in particular thanks to their oversight by the insolvency
practitioners, cross-border creditors may specifically benefit from this tool to compensate
their disadvantages listed above. Thus, rules on creditor committees can have a decisive
impact on the recovery value.

112 The remoteness of creditors from third countries should have an effect on where they invest. Whereas
intra-EU investors often invest in neighbouring countries, extra-EU investors have an incentive to focus on
large Member States to counter their information costs with higher scale economies in larger markets.

113 For example, Cyprus, France, Italy, Lithuania, Poland.

114 The issue is of relevance for the Environmental Liability Directive (Directive 2004/35/EC), which
offers an EU framework for preventing and remediating environmental damage in accordance with the
‘polluter pays’ principle, as enshrined in the EU Treaties.

115 Exceptions are Belgium, Greece, Latvia and Malta. It is of advisory nature in Denmark, limited to
business reorganisations in Sweden and requires court intervention to be established if the firms is below
certain size in France.

116 Hold up problems describe when some parties block decisions that are in the interest of the group in
order to gain a larger benefit for themselves.
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2.3.4. Stakeholders’ views about problem drivers

When the DRI was negotiated as well as in their replies to the public consultation,
Member States reasoned that the close links of insolvency law with other areas of
national law would make full harmonisation of insolvency rules not feasible at this point.
Many stakeholders, however, argued that the complexity and opacity around national
insolvency laws is a barrier to cross-border investments as it makes it costly to
understand and measure the risk in investing in the EU. This applies to both EU as well
as non-EU investors.

Stakeholders expressed divergent views in the public consultation about the importance
of the different problem drivers as an obstacle to the single market.!'” For example,
insolvency practitioners highlighted in particular divergent rules on asset tracing and
avoidance actions as important obstacles.'*® Financial institutions identified the
insolvency trigger and the ranking of claims as the key obstacles, whereas non-financial
business indicated asset tracing and the ranking of claims. Firms that provide consultancy
or other services to businesses flagged the insolvency trigger, directors’ duties in the
vicinity of insolvency and the ranking of claims as most concerning. Researchers argued
that both avoidance actions and the ranking of claims needed to be harmonised, whereas
public authorities generally considered the need to act on any of the proposed elements as
low.

Figure 7: Stakeholder views on the extent problem drivers constitute a problem for the functioning of the single market
on a scale 0 to 5, average reply in the public consultation (left-hand chart) and average per stakeholder group (right-
hand chart)
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Note: 0 means 'no problem' and 5 means 'extremely significant problems'.

The relevance of the different problem drivers can also be derived from the indications
about their cost and time saving potential that the insolvency experts surveyed in
Deloitte/Grimaldi (2022) attributed to them. The existence of cost and time saving
potential suggests that current rules are not efficient. Table 2 shows how many of the
insolvency experts supported measures in this area and their assessment of the
effectiveness of EU harmonisation from the perspective of cross-border insolvency
procedures. It suggests that foreign investors would derive benefits mainly from
measures that improve asset recovery and transparency, and perhaps see less in relative
terms direct benefits from common MSE regimes and creditor committees. Similarly to
the results of the public consultation, German and Swedish respondents were less

117 See section 3 in Annex 2 for a description of the methodology and more detailed results.
118 Their overrepresentation in the panel leads to a high average rating for these elements.
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supportive of wider harmonisation efforts than French, Spanish or Italian respondents.°
Respondents from Romania and Poland were on average even more supportive than
those from the Southern Europe in this survey, differing from the views of respondents
from Central and Eastern Europe in the public consultation, to which neither Polish nor
Romanian stakeholders contributed.

Table 2: Indications by insolvency experts about the impact of policy measures on the effectiveness of an EU regime
from the perspective of cross-border creditors

Avoidance | Asset Directors | Pre- Ranking | Trans- Creditor
. : ) MSE - ;
actions tracing | duties packs of claims | parency* | committee
gtpgo"a' 82.4% 85.8% | 74.1% | 70.0% |53.4% |616% | 87.5% | 51.6%
Score** 0.7 1.0 0.8 0.6 0.4 0.5 11 0.3

Note: + a % share of the 120 interviewed insolvency experts who indicated an increase in effectiveness out
of all positive replies to “Considering the overall effectiveness of the cross-border insolvency procedure, as
concerns the liquidation of debts and the satisfaction of the claims of creditors, please provide us your
estimate of the change in the overall effectiveness determined by the introduction of EU rules” [in this
area]. * A glossary of insolvency terms and of the equivalent professional figures in different jurisdictions.
**_The score is defined as O indicating no efficiency gains, 0.5 marginal gains, 1 normal gains and 2
significant gains and likewise for negative values.

Source: FISMA with Survey data from Deloitte/Grimaldi.

2.3.5. Out -of-scope drivers

The proper functioning of the courts and the high quality of judges can significantly
contribute to reducing the length of proceedings'? and increase the ability to distinguish
viable from non-viable companies?!. The long recovery time documented above is also
the result of (insufficient) court capacity.

In the same way, the qualifications and incentives of insolvency practitioners can have a
significant impact on the running and outcome of insolvency proceedings. On the one
hand, costs for insolvency practitioners, for example, reduce the payback to creditors and
often make the opening of bankruptcy procedures non-economical for smaller
companies. On the other hand, insolvency practitioners often play an essential role in
ongoing proceedings. Notably, they can act on transaction avoidance and trace assets,
manage the operations of the insolvent estate and influence how the debtor’s assets are
sold. The powers and efficiency of insolvency practitioners thus affect the length of the
insolvency framework and therewith the trust cross-border investors place on the
efficient treatment of their claims. The exposure of insolvency practitioners to conflict of
interests, the absence of mandatory professional assurance and — possibly — standards
relating to their remuneration makes them sensitive to moral hazard that can compromise
their role as neutral and independent actors.

Nevertheless, despite their importance, this initiative excludes an intervention on the
capacity and quality of judicial systems and qualifications and incentives of insolvency
practitioners. First, major interventions to improve capacity and quality of domestic
courts and insolvency practitioners adds a major complexity to the overall EU action,
such as the need to have significant political support (currently lacking) for major

119 German and Swedish respondents were particularly more negative on the effectivenss of an EU regime
for pre-packs, MSEs and transparency. Swedish experts were also critical on asset tracing and creditor
committees.

120 See, for example, Kruczalak-Jankowska et al. (2020).

121 gee Ayotte and Yun (2007).
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reforms of domestic judicial systems and significant investments in available
infrastructures and personnel. Moreover, the Directive on Restructuring and Insolvency
is already expected to lead to some convergence towards more efficient court structures
and framework for insolvency practitioners. As the Directive is being transposed, it is
still too early to take stock or envisage another EU intervention.
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Drivers

Problems

—

D.1 Large divergences of national
insolvency proceedings across
Member States

la

e Asset value recovery tools (e.g.
transaction avoidance actions,
directors’ duties to file for
insolvency, pre-pack sales and other
asset sales)

e Governance of proceedings (e.g.
insolvency triggers, proportionate
rules for MSESs)

e Tools for distribution of recovered
value (e.g. creditors’ committees,
ranking of creditors)

.0
. L2
. we
:

D.2 Missing or inadequately designed
elements in insolvency cases

Consequences

P.1 Costly and lengthy
(national and  cross-
border) insolvency

proceedings lead to low
recovery values

P.2 Low predictability of
insolvency  proceedings
leads to high information
costs, weaker price
discovery and constitutes
a barrier to cross-border
investment

C.1 Less efficient allocation
of capital

e  Higher capital costs and
smaller supply of cross-
border capital

e  Lower adjustment
capacity of the economy
(more ‘zombie firms’
and less entry with
negative impact on
growth)

Out of scope Drivers

Practitioners

— Quality and capacity of judicial systems
— Qualifications and incentives of Insolvency

C.2 Negative impact on

single market for capital

e  Limitation to cross-
border investment and
business operations

e  Lessrisk sharing
through capital and
credit markets

2.4.  How will the problem evolve?

In the absence of an initiative on the convergence of insolvency laws, EU action would
remain restricted to the few general provisions in the Restructuring Directive on
insolvency proceedings concerning digitalisation, training of judges and insolvency
practitioners and data collection and to country specific recommendations issued each
year towards several Member States??. This does not leave ground to believe that action
would be taken across Member States to move in the direction of a coordinated or
comparable solution for the problems and problem drivers identified above (see Annex 6
for a review of progress with insolvency reforms in the Member States).

The expected phasing out of policy measures to keep distressed companies as going
concerns during the Covid-19 economic downturn and the significant adjustment

122 Recommendations in relation to insolvency frameworks to Member States within the annual European
Semester exercise address only a small number of Member States and, thus, cannot achieve a consistent
solution to an EU-wide problem. Maintaining the status quo will imply ongoing disparity between the
national legisla