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1. INTRODUCTION

France, like other European countries, faces antexed substantial increase of personal bankruptcy
filings. The annual number of filing records incsed from 188,485 in 2008 to 226,582 in 2009
(BANQUE DE FRANCE [2008]). Several factors are tghuto be responsible for this steady rise: the
development of credit debt and revolving debt vhidjh interest; an increase in major expenses, such
as domestic rental and personal costs (especa@lbynfing divorce or separation); and significanb jo
losses. When such an adverse event occurs, somke @@e unable to repay the debts (which are often
revolving debts) they have accumulated with theaditors. In this kind of financial context, it is
necessary to understand (and test) whether perbantuptcy law may have an impact on debtors’
and creditors’ incentives before the events thavgke financial distress. For instance, let's assum
that the prime objective of bankruptcy law is totpct creditors’ interests against debtors’: tHesu
stress that debtors must repay their debts witin ieire incomes and assets. This would be a means
of reducing the risk of over-indebtedness, as i diacourage consumers from over-borrowing, with
loans issued against borrowers’ rational anticipatof the future evolution of their income.
Alternatively, we might assume that a stronger ll@fecreditor protection against bankruptcy filing
might give them an incentive to offer more credg,credit becomes more profitable. So, a soluton t
the problem of growing personal debt might be togtiee lenders who take advantage of consumers’
tendency to over-borrow and their ignorance of itr@shditions and prices.

The current focus of empirical studies in the akpersonal bankruptcy law is mainly on (1)
whether the design of U.S. personal bankruptcy [@specially the difference in bankruptcy
exemptions across U.S. states) plays a role irtb&ition of consumers’ bankruptcy filings; and (2)
whether and how U.S. bankruptcy law may affectsiyeply of credit.

In the first strand of research, FAY, HURST, AND W [2002] explore whether, before
filing for bankruptcy, debtors would compare thigirancial benefit from filing under Chapter 13 (a
debt reschedule plan) to their financial benefandr filing under Chapter 7 (a liquidation). As
American debtors can freely choose between thes@tacedures, they wouldpriori file for the one
that gives them the higher financial benefit. latf&AY, HURST, AND WHITE give some empirical
evidence that such strategic behavior has an ingratite number of bankruptcy filings, all else lgein
equal. For instance, the more debtors’ assetsxaraped from liquidation under Chapter 7, the more
financially distressed debtors are motivated t@ ffor such a bankruptcy proceddréMore

interestingly, the authors also find little suppfut the assumption that debtors would rather ffile

! More extremely, FAN AND WHITE [2003], WANG AND WHIE [2000], WHITE [1998a, 1998b, 2006] look at thskri

of an opportunistic use of U.S. personal bankrufgey For instance, anticipating lenient treatmafrtheir financial distress,
some debtors might divert their assets prior toltaekruptcy filing in order to obtain partial detiearance without any
liquidation of their assets. Debtors could alscuamalate credit cards by anticipating that theiufetfinancial distress would
force creditors to accept some debt dischargeh€urtore, some borrowers might raise new, unseccnextit in order to

reimburse other secured debts that would have toepaid whatever the bankruptcy process initiatéidally, some

American debtors might choose their state of residexccording its personal bankruptcy rules.



bankruptcy when an adverse event occuesthe non-strategic view of bankruptcy law). Thigjiste
surprising because we know that over-borrowing Itesunainly from an exogenous shock (such as
loss of job, illness, or divorce—see GAN AND SABARA [2005]), the misuse of credit debt, or
debtors’ inability to manage their budget (LUSARBND TUFANO, 2008). Further, in the time
series, DICK AND LEHNERT [2010] shed light on thect that evolution in bankruptcy exemptions
is too small to explain the rise in U.S. bankrupfdings. Rather than the design of personal
bankruptcy law, DICK AND LEHNERT explore the exteot which consumers file in response not
only to adverse events but also to changes in hgngractices (credit card, technology to estimate
credit risk, or commercial practices) encouragetdyk deregulation.

The second strand of empirical research exploresitks between U.S. personal bankruptcy
and the credit market. GROPP, SCHOLZ AND WHITE [IP8emonstrate that American debtors,
who live in states with the higher exemption levetsassets and future incomeég.(the most pro-
debtor states), have logically more difficulty agsiag credit than others and pay a higher pricét .for
Now, if we focus only on debtors who have been lqticfile for bankruptcy in the past, there are no
clear-cut empirical results. On the one hand, MUS2004), FILER AND FISHER [2005, 2007]
provide some evidence that American debtors whe ftir bankruptcy suffer from credit rationing
later. On the other hand, COHEN-COLE, DUYGAN-BUMMB MONTORIOL-GARRIGA [2009]
use U.S. micro-econometric data to demonstrate ttf@tmost reckless American borrowers, who
benefited from a debt reschedule payment after traikruptcy filing, would have quickly access to
credit afterward.

It is more complex to address these questions mo@&an countries, and more particularly to
produce cross-country empirical analysis, becawsd &european country has developed its own
policy toward over-indebtedness. One solution te gmoblem of heterogeneity among European
countries might be to evaluate the specific lawsefach individual country. Here, there is a risk of
misrepresenting some laws, in particular the gdwéuen the rules and practices of bankruptcy courts.
For instance, when the World Bank ran cross-couttirgparisons in the area of corporate bankruptcy
law, its legal index (based on a set of four vdegpdid not cover all the legal possibilities of
resolving firms’ financial distress, in particultre ways that bankruptcy courts worked. Further, to
our knowledge, there are neither legal indicatars specific cross-country comparisons that could
serve to test the expected effects of personalrbptdy law on credit markets or bankruptcy filirigs
Europe. Only JAPPELLI, PAGANO, AND DI MAGGIO [201Q}y to link empirically household
default rates to some institutional factors in engle of European countries (by using World Bank
indicators on the extent of credit information s$hgrbetween lenders, and judicial efficiency).
WHITE [2007] initiates a more precise comparisotwaen the U.S., Canada, England, France, and
Germany. Her work relies on seven variables: thewn of debt discharged, the level of asset
exemption, the level of income exemption, the foacof income above the exemption that debtors

must use to repay their debts, the length of thEmymment obligation, bankruptcy costs, and the



bankruptcy punishment (for example, debtors’ ingwn on default records that could limit their
future access to credft)According to these variables, a personal bankyufstw is said to favor
creditors if (1) the amount of debt dischargedowwdr, (2) the exemption levels on debtors’ future
incomes (or assets) are lower, (3) debtors’ perglire higher, (4) the length of the repaymenbgeri
is shorter, or (5) fewer assets are exempted frquidiation or debt collection.

Following WHITE [2007], in comparison to the U.&£anada, U.K., and Germany, French
bankruptcy procedure seems to be the most protorddi this set of countries. Indeed, the average
duration of repayment plans is quite long, appratety eight years (BANQUE DE FRANCE
[2008]). The levels of exemption on assets/futim@mes are very low. This means that bankrupts
will have to adjust their net income to a minimalverty-level standard of living during the debt
reschedule plan. Moreover, before filing for bamitay, individuals will have to sell their assett (i
they have any) if they want to benefit from a bamitcy procedure. However, this approach to
personal bankruptcy law is severely limited. Fatamce, French judges can impose some delays in
payment or reduction in interest charges on creslifiie latter possibility is not included in theléx
indicated above). This applies when financial dadihave made loans to debtors who were already
over-indebted, or when they did not sufficientlyifyethat debtors were able to reimburse their loan
Further, as WHITE [2007] noted, some bankrupts filayfor a liquidation procedure, optocédure
de rétablissement personhdPRP), in order to obtain a full debt dischargeexchange for the
liquidation of their non-exempt assets (similathe U.S. liquidation process). Here, the crucidahpo
is what determines judges’ decisions to dischang@&d@t) personal debts, that jggdges’ practices. So,
our paper may also be linked to the behavioral éad economics literature, through our common
focus on how judges apply the law. In the area efspnal bankruptcy law, RACHLINSKI,
GUTHRIE, AND WIRSTRICH [2007] explore whether thei® room for emotional influence in
judges’ decision making in the U.S. They show tietitors’ apologies (for excessive accumulation of
debts) has little effect on judges’ choices whetirenot to discharge debts, even after controlforg
judges’ characteristics (gender, judicial expergsrand political affiliation). Instead, they givense
evidence that Republican judges are more likely thamocrat judges to make decisions in favor of
creditors.

An economic analysis of personal bankruptcy laneaty that there are two procedures for
resolving financial distress. The first aims atbelating a restructuring debt schedule plan through
debt renegotiation between the debtor and the wraiditors under the supervision of a judge or an
administrative authority. This bankruptcy procesmeayally orders an automatic stay on creditors’
pursuits in order to protect the debtors. Neveesgl some creditors (in particular, secured cregjito

are far from powerless when individual debtors camneet their debt obligations. In France, they can

2 We could add other characteristics. For example,cauld test whether or not consumers choose freely
between the various existing bankruptcy procediies.could also analyze the conditions under whedtused
creditors can collect their claims even after thekvuptcy filing, especially their order in the ahge priority

rule in the case of liquidation.



use specific procedures to repossess or foreclvseme assets (such as homes or cars), debit money
from debtors’ wages, stop debtors’ bank accountsmpose penalties for late credit repayment.
Failing that, if the debt renegotiation succee@htars usually have to reimburse their debt (wloole

in part) from their future income within a fixedrpel. Generally, the law decrees that part of feitur
earnings is exempt from debt reimbursement, depgnaln family size, location, and so on. In some
cases (for example, in France), a judge can algware delays in debt repayment when creditors do
not reduce their claims sufficiently, or when lerslgyaid insufficient attention to individual
borrowers’ ability to repay loans. The second baptay procedure allows for personal debts to be
discharged under the supervision of a judge. Thesrative procedure is intended to discharge debts
and liquidate debtors’ non-exempt assets—in otherds; it requires bankrupts to repay from the
proceeds of liquidation. However, for bankruptsbmefit from this fresh start, a judge has first to
gauge whether or not they have a chance of repdkigig debts in the future. If they do, the judge
may order a new schedule of repayment of creditorask for debtors and creditors to renegotiate a
debt reschedule plan.

As WHITE [2007] noted, it is generally agreed tReance is clearly pro-creditor, in the sense
that bankruptcy laws tends to protect creditorderiests rather than debtors’. Although France
introduced the possibility of discharging debtseixchange for liquidation of non-exempt assets in
2003, it is debatable whether this modificationllyedoes work in favor of borrowers, because debt
discharge ultimately depends a judge’s ruling arase. In this paper we explore how French judges
decide whether or not debts are discharged andcerempt assets are liquidated through PRP. To do
so, we examine how this move toward a more proatelbhnkruptcy system is implemented and
whether it constitutes a means of promoting a fre&t for bankrupts. We argue that French
bankruptcy judges face a particular dilemma, havimglicitly to arbitrate between the right of
creditors to recover their claims and the rightdebtors to ask to benefit from a release from debt.
Based on an empirical study of 1069 French bankyufiiings in the period 2004-5, we report three
observable results. First, we describe how judtiew @ebt discharge according to the legal critefia
bona fide(“bonne fdl) and over-indebtednesssftuation irrémédiablement compromiiseSecond,
we find evidence that judges not only discharge<fdy the most financially distressed, but thesoal
block debt release for debtors who have over-baetbwar failed to balance their budget. Third, we
also consider, from the perspective of behavioaal bnd economics, how bankruptcy judges are
influenced by labor market conditions. More prelyiseve report evidence that judges’ decisions are
significantly influenced by the level of unemploymeate in their locality.

The rest of this paper is organized as followsséation 2 we report the basic features of

French bankruptcy law; section 3 presents our alatbregression results; section 4 concludes.



2. FRENCH PERSONAL BANKRUPTCY LAW: AN OVERVIEW

Before benefiting (or otherwise) from a debt diggea financially distressed debtors generally have
file for bankruptcy before an administrative auttygrthe “commission de surendettenief@SUR).
This initial bankruptcy filing is automatically assgated with the debtor’s record in a national bfe
debtors who fail to reimburse their debts. The CSWHR either accept or reject the debtor’s
bankruptcy filing: more precisely, the CSUR authes debtors to continue the bankruptcy process
only if they appear (1) to have significant diffites in repaying their debts from their current
incomes and assets; and (2) boma fide All creditors’ pursuits (for example, assets s&jy are put

on hold during this bargaining process. After exang the debtor’s situation (i.e., debts, resources
charges, and the structure of claims), the CSURhdrathan the debtor) has the right to choose
between two different bankruptcy procedures, thlarf de redressemeénand the PRP. However,
debtors can stop both these procedures whenewehdve financial incentive to do so.

The “plan de redressemeritThis procedure aims at elaborating a restructutiztgt schedule
through debt renegotiation with debtors and thearmnereditors. The crucial point is that the CSUR
calculates a standard level of charges for eactoddiiased on a scale that takes into accountyamil
size, living expenses, medical and school billsbt®evill be reimbursed from the difference between
the debtor’'s resources or assets and this stardeetl of charges over a fixed period. When this
renegotiation fails, a judge may enforce a debtruesiring schedule by ruling that debtors do not
have to reimburse their debts for a maximum of ywars. The judge can also partly reduce the debts
or elaborate a schedule of repayment for cred{mmscondition that debts will be totally reimbursed
during a period of ten years at most).

The “procedure de rétablissement personhéPRP). When, in a first step, the CSUR
estimates that there is no (or very little) chantelebts being reimbursed from future income and
assets, a judge (with the debtor’'s authorizatias to decide in a second step whether debts (except
for specific debts such as secured loans, fineghdd support fees) will be discharged or not. In
exchange, all the debtor’s non-exefrmssets are liquidated, and the liquidation proseed divided
among creditors according to a strict priority rilowever, liquidation values are generally veny lo
because debtors who have non-exempt assets wilisepthis procedure whenever the value of debt
discharged is less than the value of those asskts §ome direct and indirect bankruptcy costs). To
order a debt to be discharged, judges have toyvirift debtors are unable to repay their debts with
their future income and assets, and laoaa fide The first of these criteria means that the débtor
capacity to reimburse the debts should be negatamedl significantly related to the probability of a
discharge of debt in the PRP. The second excluédtod who use the bankruptcy procedure

strategically to discharge their debts when thayelsccumulated too many debts in the past.

3 Exempt assets are mainly vehicles and other gessintial to life.



3. EMPIRICAL FINDINGS

In this section, we test how judges handle thehdigge of debts in exchange for the liquidation of

non-exempt assets within the PRP, beginning witidata on PRP.

3.1. DATA DESCRIPTION
Our research project studied the practices of sawling on personal bankruptcy law. Even though
this subject is attractive, due to the steady dbkever-indebtedness in European countries, only
limited information is available on the subjecttbé legal treatment of financial distress. In ortder
improve the quality of the work delivered by theuds, or at least to understand judicial practices
better, the French Ministry of Justice orderedrgdadata collection on PRP for the period 2004-5.
Information was gathered manually from documentsl%® French courts, including bankruptcy
declarations, court decisions and motivationss lidt claims, and characteristics of bankrupts. ¢sin
this information, we obtained a database of 40@Ryjuents delivered in the period 2004-5 in 20
regions (out of a global set of 22 regions), repnéag nearly 11% of the entire population of debto
filing for a PRP during this period. For each bamkcy case, we gathered data about the debtor’s
financial situation at the triggering time: totahaunt of claims due; total income (including wages,
unemployment benefit, family income support, hogdienefit, rent allowance, sickness benefit, and
old-age pension); total amount of expenses (debtice dependents, tax, rent, plus additional
expenses calculated by the judge on the basiswfyfaize); asset list (exempt or not); and thaltot
number of claims. We regrouped creditors in twos:sédinancial claimants (banks and firms
specializing in consumer credit), and other (réantes, energy or communication bills, private debts
commercial debts, unpaid alimony, tuition feese$éin We controlled our results according to length
of procedure (i.e., the time between the date d? Rihg and the date of judgment) as judicial gela
can be considered a proxy for court congestiorerAfontrolling for lack of responses on some of the
variables described here, the sample size faltslihPO observations on a set of 20 French regions.

In this paper, we focus only drona fidedebtors, excluding from the sample 36 debtors who
were judgedmala fide for the following reasons: falsification of infoation, voluntary over-
indebtedness in order to file for bankruptcy, ahdaks without funds. As a consequence, we analyzed
data only for individuals who do not voluntarilydmne bankrupts in order to benefit from full debt
discharge by a judge (or, at least those who hatebren identified by the judge). Finally, in
designing our analysis, we only retained dataridividuals who reported no real estate assetseat th
triggering time. Of our sample of 1105 debtors,atb owners (occupier or not). So, a very large
majority of bankrupts have no assets to liquidaterder to benefit from debt release in exchange.
Overall, this figure indicates either that debtarish some real estate assets refuse to file fa thi
bankruptcy procedure, or that such debtors haveatesl access to this procedure, meaning that some
CSUR impose a debt reschedule plan on these debtovgever, this does not mean that individuals

have no assets at all. Of the 1069 individuals, @&arly have no assets but 152 own a car and/or



furniture. More precisely, 106 bankrupts own aarad no furniture, 11 bankrupts own both a car and
furniture, and 35 bankrupts own furniture but no. ¢dowever, these assets (cars and furniture) are
generally exempt from liquidation because peopkdnears to get to work, and furniture has a very
low liquidation value. As a consequence, we dotakée account of debtors’ assets in our analysis

because debtors are either exempted or have’none.

Table 1 — Variable means and standard deviatianthé&bankruptcy sample
according to the judgment (debt discharge or not)

Statistics onthe sample  (N=1069)
Variables mean stand.dev. Variables mean stand.dev.
Total debts (euros) 20775.07 37086.46 Nb. creditors 7.63 478
Resources (euros) 904.16 361.39 Nb. financial creditors 2.69 2.16
Current expenses (euros) 1006.58 358.16 Nb. ordinary creditors 494 444
Duration (days) 3452 16.66
Total debts (euros) No debt discharge Debt discharge
Analysis of judgment: mean 21873.74 20401.97
Debtdischarge (N=798) t 0.6700
versus no debtdischarge (N=271) p value 0.5030
stand. dev. 27758.80 39767.93
F 04872
p value <.0001
Resources (euros) No debt discharge Debtdischarge [Current expenses (euros) No debt discharge Debtdischarge
mean 1033.69 860.17 mean 1003.81 1007.52
t 6.2001 t -0.1365
p value <.0001 p value 0.8914
stand. dev. 419.06 328.46 stand. dev. 400.00 343.06
F 1.6277 F 1.3595
p value <.0001 p value 0.00075
Nb. creditors No debt discharge Debtdischarge [Duration (days) No debt discharge Debt discharge
mean 8.15 745 mean 37.46 3351
t 2.0773 t 3.1251
p value 0.0380 p value 0.0019
stand. dev. 4.94 472 stand. dev. 18.78 15.78
F 1.0966 F 14161
p value 0.1713 p value 0.00016
Nb. financial creditors No debtdischarge | Debtdischarge |Nb.ordinary creditors No debt discharge Debt discharge
mean 2.9077 26215 mean 54235 4.8320
t 1.7116 t 1.3179
p value 0.0877 p value 0.1878
stand. dev. 24830 2.0384 stand. dev. 45712 4.3953
F 1.4838 F 1.0816
p value <,0001 p value 0.2093

Note in first part of Table 1, we report summary sttits on the sample. In second part, we make iclisin between the group of debtors
that benefits from a debt discharge and the grbapdoes not. For each group, we compute both #erand the standard deviation for the
following set of variables: size of the debt, reses, current expenses, number of creditors, nurabénancial creditors, number of
ordinary creditors, and duration of the legal pescéVe also report the resultstaésts to evaluate the difference in means betweetwvo
groups of debtors. The equality of variances iffieerwith theF test. Finally, the-level reported for both tests represents the fitihaof
error involved in accepting the hypothesis aboigterce of a difference (in mean or variance).

Table 1 shows that the mean amount of debtors’ nfpmesources is €904.17, the mean
amount of debts is €20775.07 and the mean amoumiooithly expenses €1006.58. As a result,

debtors have a mean negative capacity to reimhbesedebts (here, the difference between resources

“ In the regression analysis we verified that theas no significant interaction between a judge’sisien to
cancel debts and a dummy variable that equalshk ibankrupt has some assets (car and/or furniametxero if
none. We do not report this result in this paper.



and expenses). More precisely, 758 debtors havdcysnegative capacity to reimburse, and 311
debtors have a positive one. Further, debtorsratebted to 7.63 creditors at mean, with a minimum
of one creditor and a maximum of 35 (median valug)=The mean number of financial (other)
creditors is 2.69 (4.94). Finally, the mean lengththe procedure is 34.52 days with a maximum
duration of 147 days. Now, if we compare debtor®sendebts are discharged by the judge to other
bankrupts, we find that 25.35% of debtors in ounga who filed for PRP did not benefit from a debt
discharge (note that this ratio is equivalent ta233 for the entire population, BANQUE DE
FRANCE [2008]). In Table 1, we stress several ddfees between the two sets of debtors. First,
bankrupts whose debt discharge is refused by ttigejippresent the highest values for resources,
number of creditors, number of financial credit@sd duration (setest in Table 1). Second, there is
no significant difference between the means (im$eof in debt size, current expenses and number of
ordinary creditors) of debtors who benefit fromebtrelease and those who do not. We explore these
differences in the following section and take aselolook at the way judges deal with personal

bankruptcy.

3.2. DO JUDGES “PUNISH” DEFAULT?
Table 1 indicates that decision making in courtéargely influenced by the financial situation of
bankrupts. In this section we examine the posgibilhat judges “punish” debtors for over-
indebtedness—that is, they could penalize someodebly denying them debt discharge if they have
too many debts. We note also that, from an econpuiitt of view, debt discharge may be interpreted
as a punishment for creditors, for example, bectheseoffered too many credit.

To study these effects, we first control for thebtde's capacity to reimburse debt from
(future) income, computing the ratReimbursment capacitip the following way. First, for each
debtor we calculate the difference between anrasaurces and annual expenses, divided by the total
amount of debts. Second, we multiply each of theslees by the median duration of the debt
reschedule plans elaborated by the CSURs (apprtefyndive years, BANQUE DE FRANCE
[2008]). Recall that when judges decline debt disgh, debtors generally benefit from a
reorganization plan under the supervision of a CSNBice also that calculated values are either
positive or negative because, for some debtorseresgs are higher than resources. Third, for each
debtor we keep the maximum value between zero aadvdlue calculated above. As explanatory
variables, we use the structure of claims (numbecreditors, number of financial creditors, and
number of ordinary creditors) to explore first wheat a larger number of claims may significantly
influence the bankruptcy court’s decision and, sd¢c@o what extent judges might consider the case
of debtors who seem to have over-borrowed in teyfviee number (rather than the amounts) of their
claims. We showed in Table 1 that there is no Smant difference between the mean amount of debt

of debtors who benefit from a debt release andetind® do not.



In order to monitor judicial practice, we run a lifogegression analysis where the dependent
variable equals 1 if the judge discharges all et énd zero otherwise. In a first set of moddiens
in Table 2, we control the judgment with the delstoeimbursement capacity, the duration of thellega
procedure, and some indications about debt streicMore precisely, we run two models. Model 1
includes reimbursement capacity, the log of duratd the procedure and the log of the number of
creditors. Model 2 distinguishes between the lofinaincial creditors and the log of ordinary credst
(see our earlier definition of these groups). Ibl€3, we report a second set of regressions ictwhi
we analyze the robustness of our results, repeadinganalysis after introducing the variable
Ind(Unemployed) which equals 1 when the debtor is unemployed &a®do otherwise.

Table 2 — Explanation of debt discharge

Model 1: 1069 obs. Model 2: 1069 obs.
Variables Debt discharge vs. Debt discharge vs.
no debt discharge no debt discharge
Estimation Prob. >khi2 Estimation Prob. >khi2
Constant 3.3133 *** <.0001 3.0718 *** <.0001
Reimb. Cap. -1.6314 *** <.0001 -1.6347 *** <.0001
Log duration -0.3475 ** 0.0108 -0.3513 ** 0.0107
Log Nb. Creditors -0.3411 ** 0.0150
Log Nb. Fin Creditors -0.2173* 0.1000
Log Nb. Ordin. Creditors -0.1224 0.2072
Logit Regression Nb. debt disch: 798 Nb. debt disch: 798
Nb. debt resch: 271 Nb. debt resch: 271
% concordant: 734 % concordant: 733
Condition index: 13.85 (<30) Condition index: 14.89 (<30)
Estimation method: Test khi2 Pr>Khi2 |Test khi2 Pr > Khi2
maximum likelihood Likelihood 132,96 <.0001 |Likelihood 130.76 <.0001
Score 30.17 <.0001 Score 27.62 <.0001
Wald 76.42 <0001 Wald 74.98 <.0001

Note Table 2 reports the results of Logit regressinalygsis of the determinants of judicial decisioaglischarge debts on the decision to
(implicitly) order the borrower to repay debts frdoture income and assets. We report the reimbweserapacity, which is the maximum
between zero and the following ratio: at the nurteerave have the product between the differencayahresources — annual expenses) and
the median duration of the debt reschedule plaaisoehted by the CSUR. The denominator equals tia¢ amount of debts. The other
variables are the log of the length of the judigiedcedure, the log of the number of creditors,ltigeof the number of financial creditors,
and the log of the number of ordinary creditorslli@earity diagnostic: if condition index > 30 théinere is strong collinearity. The sample
is described in subsection 3.1. Coefficients sigaift at the 1%, 5%, and 10% levels are indicatetth **, and *, respectively.
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Table 3 — Explanation of debt discharge includiegtdr's employment status

Model 3: 1069 obs. Model 4: 1069 obs.
Variables Debt discharge vs. Debt discharge vs.
no debt discharge no debt discharge
Estimation Prob. >khi2 Estimation Prob. >khi2
Constant 3.1612 *** <.0001 2.8867 *** <.0001
Ind(Unemployed) 0.3363 ** 0.0279 0.3205 ** 0.0411
Reimb. Cap. -1.5721 *** <.0001 -1.782 % <.0001
Log duration - 0.3561 *** 0.0091 - 0.3594 *** 0.0084
Log Nb. Creditors -0.3462* 0.0138
Log Nb. Fin Creditors - 0.1646 0.2279
Log Nb. Ordin. Creditors -0.1434 0.1424
Logit Regression Nb. debt disch: 798 Nb. debt disch: 798
Nb. debt resch: 271 Nb. debt resch: 271
% concordant: 72.8 % concordant: 727
Condition index: 15.09 (<30) Condition index: 16.55 (<30)
Estimation method: Test khi2 Pr>Khi2 |Test khi2 Pr > Khi2
maximum likelihood Likelihood 137.78 <0001 |l ikelihood 134.92 <0001
Score 41.62 <.0001 Score 38.92 <.0001
wald 81.99 <.0001 wald 79.67 <.0001

Note In comparison to the regressions depicted in @&hlwe addnd(Unemployment)a dummy variable that equals 1 if the debtor is
unemployed and zero if not (i.e., employed or eefjr All other explanatory variables are the samaadlable 2. Collinearity diagnostic: if
condition index > 30 then there is strong colliftyaThe sample is described in subsection 3.1 ffi@gents significant at the 1%, 5%, and
10% levels are indicated by ***, ** and *, respeety.

Obviously, reimbursement capacity is the most ingarand significant factor to explain the
probability of debt discharge. It suggests thaséhdebtors who are least able to repay their debts
those who are more financially distressed) havesatgr probability of benefiting from a fresh stamt
addition, we have controlled for the amount of teses, expenses, and debt separately but did not
include these variables in the same regression Inbedause of the high degree of correlation between
resources and expenses. In this way, we did ndtamy significant relation between the likelihodd o
debt discharge and the total amount claimed what&eeset of regressions (regression results are no
reported in the paper—note that this result appearable 1). Our explanation is as follows. Before
filing for this bankruptcy procedure, debtors wobkl/e attempted to renegotiate their debts priyatel
or under the supervision of a CSUR, and have faiBa] these debtors are significantly financially
distressed, meaning that the outstanding amounid ades not constitute a way for judges to
discriminate between them.

The main finding in Tables 2 and 3 is that the fioieit of the log of number of creditors is
negative and statistically significant. This me#ma having a large number of creditors revealsemor
than the debtors’ level of financial distress. Jglgnight consider that having multiple creditors
indicates that debtors have failed to balance th&ilget, or over-borrowed. In Model 2 we show that
it is the number of financial creditors, ratherrththe number of ordinary creditors (controlling lwit
the reimbursement capacity and the log of duratiothe procedure), that tends to disqualify debtors
from debt discharge. This result gives some ingiigiat the intuition that it is the number of finaalc

debts (mainly debt consumption or credit cards) thay motivate bankruptcy courts to refuse debt
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discharge due to over-borrowifdn other words, our data illuminate the extentvtch specialized
judges are influenced by their sense that debtersegsponsible for their financial situation.

In addition, we show in Table 3 that this last ifesinot robust to the inclusion of a dummy
variable— Ind(Unemploye—indicating whether or not the debtor is unemptbyén Model 4
adjusted for the variabldad(Unemployed)Reimbursement capacitizog duration Log number of
financial creditors andLog number of ordinary creditor# appears that the log of financial creditors
is not yet significantly associated with the likelod of debt discharge. We also note in Model 8 tha
the number of creditors always plays a signifiaate in the judge’s decision, suggesting that gdar
number of debts may prevent some debtors fromsh fséart. As a consequence, our model suggests
that the effect of capital structure is not soisdivUnemployed debtors are more likely to beneéin
debt clearing than employed debtors, controllinghwdebt structure. This result undermines the
intuition that the number of financial debts (mgidiebt consumption or credit cards) may motivate
bankruptcy courts to refuse debt discharge. Margl, it is less clear how the difference between
financial and ordinary debts affects the judge’sisien. However, this last finding is more in line
with the objective to offer financially distresseéebtors a fresh start.

Finally, Table 3 contains another interesting redudit has to be interpreted with care. It
appears that the log of the duration of the prosegilays a role in the court’s decision making. éjer
we consider that the duration of the legal procedasrclosely correlated with the overwhelming
number of personal bankruptcy filings with whicte tbourts have to deal. In effect, we are testing
whether debtors can throw themselves on the mdrtlyegudge if their case takes a long time. As a
consequence, we do not consider any strategic lweHawlenders or borrowers within the procedure,
such as voluntary delays in furnishing informat@mdocuments, or claimants’ requests to set out the
judge’s decision. Table 3 shows clearly that thegér the length of the procedure, the smaller the
likelihood of debt discharge. So, contrary to tlypdthesis described above, debtors do not benefit

from judges’ leniency when judicial delays incredse to the rise in personal bankruptcy filings.

3.3. JUDGES’ DECISIONS AND MACROECONOMIC/SOCIAL CON TEXT
To complete our analysis, we explore whether juddesisions to discharge debts are influenced by
the external environment of the bankruptcy casereMwecisely, we test a judge’s sensibility to the
unemployment rate in the court’'s locality. To dasthwe first report the difference between the
unemployment rate in the court’s locality (one dd Erench regions) and the mean national
unemployment rate (the variabldriemployment rate — v Second, we construct a dummy variable
that equals 1 if the unemployment rate in the ¢edocality is superior to the mean unemployment

rate (the variabléend(Unemployment rate > Ay This variable allows us to test whether theyai

® We have also included the number of creditors glias regressors in our models in order to test fo
nonlinearities in the effect of the structure ddiols on the judgment (results are not reportetii;pgaper). We
found a U-shaped relation between the probabifityedt discharge and the number of creditors.
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judicial bias in favour of bankrupts when unempl@yrnis relatively high. Table 4 shows this new set

of regressions.

Table 4 — Explanation of debt discharge relateeikternal environment

Model 5: 1069 obs. Model 6: 1069 obs.
Variables Debt discharge vs. Debt discharge vs.
no debt discharge no debt discharge
Estimation Prob. >khi2 Estimation Prob. >khi2
Constant 2.9530** <.0001 2.7658** <.0001
Ind(Unemployed) 0.3587** 0.0203 0.3368** 0.0295
Reimb. Capacity - 1.5417%** <.0001 -1.6002%** <.0001
Log duration - 0.2799** 0.0381 -0.3021** 0.0245
Log Nb. Creditors - 0.3284** 0.0198 -0.3599** 0.0107
(Unemp. Rate - Av) 29.6725** <.0001
Ind(Unemp. Rate > Av) 0.8388"* <.0001
Logit Regression Nb. debt disch: 798 Nb. debt disch: 798
Nb. debt resch: 271 Nb. debt resch: 271
% concordant: 75.8 % concordant: 75.2
Condition index: 15.32 (<30) Condition index: 16.10 (<30)
Estimation method: Test khi2 Pr>Khi2 |Test khi2 Pr > Khi2
maximum likelihood Likelihood 155.93<.0001 |Likelihood 161.35 <.0001
Score 59.08 <.0001 Score 60.88 <.0001
Wald 95.99 <.0001 Wald 96.93 <.0001

Note In comparison to regressions depicted in Tableejntroduce in Model 5 the variablgriemployment rate - AvModel 6 includes
the variabldnd(Unemployment rate > AvSee subsection 3.3 for a description of thesabigs. Collinearity diagnostic: if condition inde

> 30 then there is strong collinearity. The sampldescribed in subsection 3.1. Coefficients sigaift at the 1%, 5%, and 10% levels are
indicated by *** ** and *, respectively.

It appears in Table 4 that the macroeconomic comexied by the unemployment rate (in
comparison to the mean rate) plays a significatd no judicial decision making. The regression
estimates indicate that the higher the regionahpt@yment rate (in comparison to the mean rate), th
higher the likelihood of debt discharge. In otheords, judges are more likely to enforce debt
discharge when there is a clear shortage of em@aynor when debtors face increased risk of an
adverse event (job loss) in the future (by contiglifor the current debtor's employment status).
Again, we use Table 4 to confirm that judges adswltto disqualify debtors with multiple debts from
full debt discharge. Our findings complete empiricasults showing that economic conditions
influence judges’ decisions. For instance, ICHINNQLO AND RETTORE [2003] demonstrate that
judges acting in ltalian labor courts are moreljikim decide in favor of workers when and where
unemployment is higher. Further, MARINESCU [2008)e3 empirical evidence from British
employment courts that judges are more pro-firmmwiie unemployment rate is raised. All these
results support the idea that judges do not onfgrea debt or employment contracts, but that they

maximize either the welfare of the trial partiesocial welfare.

4. CONCLUSION
Our observations in the French legal system shat ¢ven if all countries appear to be acting
similarly in their treatment of personal bankruptaw (reorganization versus liquidation), we nead t

run more realistic studies to assess better thé& wbrcourts in each country. Indeed, cross-country
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comparisons generally suffer from a gap betweekrgntcy rules and judicial practice. For instance,
a first reading of the French personal bankruptdgs indicates that this system has been more pro-
debtor since 2003, in the sense that it allowsdidst discharge (in exchange for liquidation of non-
exempt assets) under the supervision of a spemigjimige. In this paper, we show that this conolusi
may be wrong for two reasons. First, in the per&@®4-5, we note that more than one-third of
borrowers who filed for such a procedure were demebt discharge. More surprising, all these
debtors were previously identified as financialigtiessed by an administrative authority or CSUR
(meaning that there was no chance of elaboratmegeheduled debt payment, on the assumption that
CSUR makes no filtering errors). Second, we findum sample that a great majority of debtors who
filed for PRP had no assets to liquidate.

To better assess the impact of the French bankrygticedure on debtors and creditors, we
also explore judicial criteria. After eliminatinghala fide debtors, we show that a debtor's
reimbursement capacity is the judge’s dominant icenation in the decision to discharge debts. More
interestingly, we find that judges refuse debt lisge when debtors are indebted to multiple
creditors, especially financial ones. As a consegeg judges consider that some borrowers are
responsible for their financial distress or overrbwing. In that case, the lower the probability of
discharging the debt, the more creditors (financfahot) are protected from default. This couldegiv
financial creditors some incentive to increase sedte credit with the risk of increasing the praligb
of over-borrowing when an adverse event occursallinwe show that it is necessary to control our
estimate of the probability of debt discharge vatme indicators on the macroeconomic context in
which judges view the case. In particular, we foréat statistical support for the hypothesis that
French judges are influenced by local and regitaiadr market conditions.

This analysis is somewhat incomplete. There i$ cutiite a large set of questions to address.
To our knowledge, there is no cross-country anglybiat relates the various national personal
bankruptcy systems with specific forms of bank debntracts (size of loan, level and type of
collateral, interest rate, duration). As in corgerbankruptcy law, the differences in lenders’ lega
protection across these countries should correldtesignificant differences in lenders’ strategaesl
outcomes. More simply, the design of personal hastky law might help us to understand lenders’
recovery rates or the success of informal renegmtisn (preceding a bankruptcy filing). Future

research efforts are needed to clarify these dquresti
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