Public Disclosure Authori

°
©
N

=
o

=
=
>
<
o
S

WORKING GROUP ON THE TREATMENT OF MSME INSOLVENCY

Report on the Treatment of
MSME Insolvency

@ WORLD BANKGROUP



© 2017 International Bank for Reconstruction and Development / the World Bank

1818 H Street NW
Washington, DC 20433
Telephone: 202-473-1000
Internet: www.worldbank.org

This work is a product of the staff of the World Bank with external contributions. The findings, interpretations, and conclu-
sions expressed in this work do not necessarily reflect the views of the World Bank, its Board of Executive Directors, or the
governments they represent.

The World Bank does not guarantee the accuracy of the data included in this work. The boundaries, colors, denominations,
and other information shown on any map in this work do not imply any judgment on the part of the World Bank concerning
the legal status of any territory or the endorsement or acceptance of such boundaries.

Rights and Permissions

The material in this work is subject to copyright. Because the World Bank encourages dissemination of its knowledge, this
work may be reproduced, in whole or in part, for non-cormercial purposes as long as full attribution to this work is given.

Any queries on rights and licenses, including subsidiary rights, should be addressed to World Bank Publications, the World
Bank Group, 1818 H Street NW, Washington, DC 20433, USA; fax: 202-522-2625; e-mail: pubrights@worldbank.org.

Design & Layout: Aichin Lim Jones
Photo Credits: World Bank Photo Library, Shutterstock



Table of Content

FOT@WOTd........ooii bbbt Il
EXECULIVE SUMIMUATY......ciiiiiiiiiiciceiei ettt ettt ettt ettt \
Acronyms and ABDYEVIALIONS..........c.ccoieiriiiicicccrccc ettt ae s ssesesenais Vil
CRAPLET LI OVEIVIBW ...ttt ettt bbbttt bttt bbb e e 1
Chapter II: Understanding MSIMES ...ttt ettt 3
Lack of a Consistent Definition ..o 3
Economic IMportance 0f MSMES..........ciiiccer ettt ettt et 3
MSMES in Developed ECOMOMUES .......c.coeiiieiieiricieieiciseeieeie ettt seseae s sessesesesneeens 5
MSMES in Developing ECONOMUES .......c.cciriiiieiciciririccicicetrs ettt bbbttt 5

The Challenges Confronting MSMES ..ottt et 5
Chapter lll: MSMEs in Relation to INSOIVENCY LAW ..........c.coviiiiiiiiriinicceieereeeeiet ettt 7
Having an Efficient Insolvency System Is Critical — Especially for MSMES.......ccccoovvnninccinnnnccceisnenne 7
Specific Challenges of MSMES ENtering INSOIVENCY .....c.coviiiiicieiniriicicicieinie et eeeseseseees 9
Incentives to Access the ProCeAUIe...........ccciiiciiccce et e eae 10
Creditor PASSIVITY ...ccececeeieiriieccieteetss ettt ettt sttt sttt ettt bet st 12
Limited Information during INSOIVENCY.........cceuiciriiiiiiiiiciricecreciee et seeaeee 12
Accessing Financing during the Insolvency Proceeding..........cecereeuriiecinicieincciniceiniciniceneeseeeeineaenns 14
Overlaps between Business Insolvency and Personal Insolvency gimes in the Case of MSMEs............ 14
Insufficient Assets to Fund the Insolvency Proceedings.........cccooocurieinicrninceinicreenieniceeeseeenseeeneenene 16

TABLE oF coNTENT [



Chapter IV: Responses to MSME INSOIVENCY ISSUES..........c.c.oriicieiiiniiiicctcirriececreiee e eseaeeesesenees 19

Is It Necessary for the Insolvency System to Treat MSMEs Differently?..........coocccvvencenicnncienecnenenenn. 19
How Existing Standards Deal with MSME INSOIVENCY ......c.cvveuiiierieiiiciicieicicirecieeeeesenesesseseseseeesessenenne 19
Responses to MSME INSOIVENCY ISSUES........c.cueuriiriiiicieieirircceiete sttt 22
Insolvency Regimes that Eliminate Certain Elements of the Proceeding or Shorten Timelines................. 23
Jurisdictions with Comprehensive MSME LegiSIation........c.ccccccuvcueeicrneiieinicineenieieeeeeeneeeeseeesenseseneenees 30

Chapter V: Conclusions of the World Bank ICR Task Force Meeting,

September 19, 2016 — Washington, DC ..ot sseesessesesseseaesseacsessesessesessens 33
ENANOTES ...ttt ettt e et et et eeae s s e et e et estesat et essessesasente s esseestessesesseestensansenseese et essesseentensensesaeensenns 37
R EIENCES......eueeeeeecnerreeeeiereeeeessereeesssssseeesssssessssssssesesssssassssssssesesssssssssssssssasessssssasessss sortensensensesseensensesseestonsensessesssenss 43

I ReroRT ON THE TREATMENT OF MSME INSOLVENCY



Foreword

The Report on the Treatment of MSME Insolvency
arises out of a panel presentation that took place
during the 2015 meeting of the World Bank Group’s
Insolvency and Creditor/Debtor Regimes Task Force
(the ICR Task Force) and subsequent discussion
among Task Force members in 2016. Following the
discussion in 2015, the ICR Task Force resolved
to prepare a report on the challenges, needs, and
responses to MSME insolvency. As always, in light
of the ICR Task Force mandate, the objective of
this work is to inform the World Bank Group’s role
as joint standard setter (together with the United
Nations Commission on International Trade Law)
in the area of insolvency and creditor/debtor rights.
An earlier version of this report was distributed to
the 2016 ICR Task Force members, who positively
welcomed the discussion around this topic. During
the 2016 meeting, the ICR Task Force was asked
to consider the challenges faced by countries
attempting to reform their insolvency systems in
the context of MSME needs. The guidance from the
Task Force is included in Chapter V of this paper.

This report is the result of the ICR Task Force’s
resolution. It has been developed under the
leadership of Andres Federico Martinez, with
support from Nicholas Avis and Oleksandra Svyryba,
and includes contributions from other World Bank
and International Finance Corporation Staff and
Consultants Farid Anvari, Yiannis Bazinas, Simon
Bell, Fernando Dancausa, Matthew Gamser, Antonia
Menezes, Nina Mocheva, Will Paterson, and Ghada
Teima. Comments were also provided by external
peer reviewer: Catherine Bridge Zoller (Principal
Counsel, European Bank for Reconstruction and
Development).
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Justice Barbara Romaine (Alberta Court of Queen’s
Bench, Canada), Dr. Janis Sarra (University of
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of much of the material found in Chapters II and
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Executive Summary

Micro, small, and medium enterprises (MSMEs)
are among the largest commercial users of
insolvency systems. MSMEs are a significant part
of the global economy — and just as there are large
numbers of MSMEs, there are large numbers of
MSME insolvencies. However, there are very few
specialized legal regimes for MSME insolvency;
most jurisdictions treat MSME insolvencies the
same as for other corporate entities, or conversely,
natural persons, despite MSMEs’ unique attributes.

This Report:

» Considers the specific challenges of insolvent
MSMEs (including the difficulties of
defining MSMEs and distinguishing them from
large corporate entities);

* Reviews and analyzes how legislation in
different jurisdictions deals with the challenges
of MSME insolvency; and

» Considers if existing international standards are
sufficient to address MSME insolvency.

This Report establishes that some of the key
challenges for MSME insolvency are:

» Complex insolvency systems — these deter
MSMEs from resorting to formal procedures
to tackle financial distress. Many countries
use complex systems that unsophisticated
MSMEs struggle to understand this complexity;
thus discourages timely use of insolvency by
MSMEts;

» Creditor behavior — where creditors have few
incentives to deal with MSME debtors through
legal processes, those that are unsecured
generally have limited participation in the

process and those that are secured typically
focus on enforcement of security at the first sign
of financial distress and thus efficiencies may be
lost;

Lack of information about MSME debtors —
MSME debtors may lack good records and
reliable financial information. This makes it
harder to assess the viability of the MSME debtor
and erodes creditor trust in the MSME debtor
and the effectiveness of insolvency processes;

Post-insolvency financing — many insolvency
systems do mnot permit or incentivize
financing after formal insolvency proceedings
are filed even though such financing will be vital
to MSME survival. MSMEs are specifically
vulnerable to this risk;

Insufficient assets to fund a formal insolvency
procedure — MSMEs often lack the
resources to cover the costs and fees for a formal
insolvency procedure;

Personal debts — MSMEs are often financed
with a mixture of corporate debt and personal
debt taken on by the entrepreneur (including
potentially personal guarantees being granted);
the failure of the MSME may thus have severe
consequences for the entrepreneur and their
family including social stigma; and

Natural persons — MSMEs might be informal
entities that have not been incorporated, such
as sole proprietorships. In many jurisdictions,
they are therefore subject to the same insolvency
regime as natural persons, which might not have
the necessary commercial controls in place to
protect the financially distressed business of the
MSME.
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This Report comes to the following main
conclusions in relation to MSME insolvency:

* Any definition of MSME insolvency should not

be overly prescriptive because of the varying
definitions of “MSME” around the world;

As a starting point, consideration should be given
to addressing the particular issues that arise in
the cases of MSME insolvency through specific
MSME provisions in the existing insolvency
frameworks; the ICR Task Force members did
not endorse, at this stage, establishing separate
regimes for MSME insolvency, but they
acknowledged that further investigation into this
topic is needed;

Since the majority of MSMEs facing insolvency
are more likely to liquidate and not go into
reorganization/restructuring (by virtue of their

IRl ReroRT ON THE TREATMENT OF MSME INSOLVENCY

size), frameworks should not only focus on
reorganization/restructuring, but also on ex-
peditious liquidation mechanisms;

Due to the lack of sophistication on the part of
MSMESs, jurisdictions should consider providing
out-of-court assistance to MSMEs such as
mediation, debt counselling, financial education,
or the appointment of a trustee (though it is
noted that funding such assistance must be
considered);

Further exploration is needed between the
intersection of personal insolvency frameworks
and MSME insolvency; and

Further exploration is needed to determine if it
is advisable to revise some of the World Bank
ICR Principles to provide specific guidance for
dealing with MSMEs.
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Overview

Micro, small, and medium enterprises (MSMEs)
form the foundation of the global economy.
Although the diversity and sheer number of MSMEs
make it difficult to properly quantify them and
measure their impact, they represent the majority
of businesses and are key drivers of employment,
economic growth, and entrepreneurship in virtually
all economies.

Just as MSMESs are present in large numbers, so too
do they fail in large numbers. In many economies,
they are among the largest commercial users of the
insolvency system. Yet many jurisdictions treat
them the same, for insolvency purposes, as other
corporate entities, or consumers, without regard to
their unique attributes. Given that many MSMEs,
particularly micro enterprises, are informally
organized, commercial legal systems (including for
insolvency) tailored to their needs play a critical
role in encouraging such informal MSMEs to
formalize —a critical step in improving the economic
and financial inclusion of the entrepreneurs and
employees of informal MSMEs. The report explores
the specific challenges of insolvent MSMEs, looks
at how legislation in different jurisdictions responds
to these challenges, and begins the examination
of whether current international standards are
sufficient to address the unique challenges, needs,
and nature of MSMEs.

MSMEs vary in size and nature, and the term
“MSME” encompasses a wide-ranging spectrum
of businesses. Most MSMEs fall into the
“micro” category, which usually includes sole
proprietorships and single-employee businesses.
Alternatively, firms at the other end — labeled as
“medium” enterprises — may be starkly different
from their micro counterparts and have hundreds

of employees. This demonstrates that although
MSMEs are often categorized under one label,
there are vast differences among those companies
labeled as such.

Studying MSME:s is difficult because there is no
consistent or universally accepted definition of the
term. Countries and international organizations
apply different measurements and tools when
determining whether an enterprise should be
labeled as micro, small, medium, or large. Although
this complicates the study of MSMEs, it has
not hindered the development of a vast body of
scholarship.

Regardless of how different countries define
MSMEs, it is generally accepted that many of them
face common challenges. Informality is one. Many
entrepreneurs, for a variety of reasons, forgo formal
registration of their enterprise and operate without
limited liability. This practice is seen around the
world, but it is particularly common in developing
economies. However, for many entrepreneurs and
shareholders, the difference between an informal
and formal corporate structure is limited — in many
cases, MSME lenders require personal guarantees
to secure loans, meaning the main advantage of a
limited liability corporate structure is significantly
reduced.

Other challenges that commonly afflict MSMEs are
their constrained access to credit and acute difficulty
weathering macroeconomic and financial shocks.
Furthermore, they may lack the sophistication or
knowledge to properly address complex processes
with limited resources.

The combination of challenges that MSMEs face
makes it more difficult for MSMEs to manage the



complexities normally required for insolvency
procedures. Perhaps unsurprisingly, MSMEs are
one of the business structures that most often
undergo insolvency proceedings.

Having an efficient, expeditious insolvency system
in place that rescues MSMEs or swiftly reallocates
their productive assets to more efficient activities is
paramount. Insolvency laws should be designed to
allow debtors and creditors to meet and interact to
resolve a situation of financial distress, as is deemed
most appropriate. There remains a question of
whether broad parameters for corporate insolvency
systems, as reflected in the international standards,
can effectively respond to the needs of MSMEs.

The insolvency process itself can be difficult for
MSME:s. Of particular concern is the complexity and
length of typical insolvency processes, especially in
developing economies where the institutional support
is lacking. When an MSME enters financial distress,
the solvency of the parties that are personally liable
(by operation of personal guarantees or an unlimited
liability business structure) for the debts needs to
be addressed. Another issue is that many smaller
MSMEs may lack funds to cover the expenses of an
insolvency process or fail to generate an expectation
for unsecured creditors to receive any returns.
Therefore, while insolvency laws require that
creditors prove their claims, monitor the company
either individually or via a creditors’ committee, vote
on restructuring proposals, etc., there are very limited
incentives for creditors to actively participate in the
process. Finally, MSMEs usually have more acute
issues in obtaining financing during restructuring,
whenever the company is viable.

Countries have adopted different approaches toward
the issue of MSME insolvency. Many countries treat
MSME insolvency with the same general procedures
applicable to large corporations or conversely
natural persons. Some other countries have tried
to address the needs of MSME insolvency by
tailoring their insolvency laws. They have done this
by shortening timelines for MSMEs, or eliminating
certain formalities from the “standard” insolvency
law. Other countries have implemented tailored
procedures that are specific to MSMESs, or provided
some degree of procedural unification for personal
guarantors and companies undergoing connected
insolvencies. What these country experiences show
is that there are typically two ways in which MSME
insolvency is being addressed — either first, by
making slight modifications or allowing exemptions
from certain requirements to the existing provisions
in the insolvency legislation, or second, by drafting
entirely new provisions that target MSMESs, such as
the cases of Japan and Korea.

The Report presents this material in detail with the
aim of triggering a discussion and providing inputs
to the next stage of the research, which is likely
to revolve around whether a specific legislative
treatment for MSME insolvency is appropriate
or not. The preliminary evidence collected so far
suggests that changes to insolvency standards might
be a possible remedy to adequately address the
specific challenges of MSME insolvency. However,
the Report’s scope is limited to describing the
present situation and does not address solutions to
the problems raised.

I RerORT ON THE TREATMENT OF MSME INSOLVENCY



Understanding MSMEs

LACK OF ACONSISTENT DEFINITION

The term “micro, small, and medium enterprises”
(MSME) has different definitions depending on the
context and location in which it is used.

The number-of-employees criterion is the most
common method of distinguishing MSMEs from
large enterprises. This criterion is often combined
with other criteria such as sales or loan size.! A study
by the World Bank found that the definition used by
the financial regulators in 50 of 68 countries used
the number-of-employees criterion, and 29 of them
combined the number-of-employees criterion with
the other two criteria. The sales criterion was used
in a total of 41 of the 68 countries, and in 15 of the
68 countries loan size was used.?

Within each criterion, the exact standard that is used
to define what constitutes a MSME varies greatly
from country to country and region to region.’
Regarding the number-of-employees criterion, a
study of 122 economies, as seen in Table 1, found
that the range of employees that represented the
upper thresholds of a medium enterprise varied
between 19 employees in American Samoa to 3,000
employees in China (though 249 is a more common
upper threshold). The lower threshold that dictates
the minimum criteria to count as a micro-enterprise
also varies, but to a lesser extent: 83 of 110
jurisdictions set the threshold at one employee, and
27 include companies with fewer than one employee
(indicating that sole proprietors are included).
Moreover, within some economies’ number-of-
employees criterion are sector-specific thresholds,
as demonstrated by the aforementioned threshold
from China, which only applies to MSMEs in the
transportation and construction sectors.

To further complicate the matter, in some
countries there are different official definitions of
what constitutes a MSME based on the ministry,
department, or context in which the term is used.
For example, a definition of MSME assigned by
corporate law or regulations may often be different
from the definition assigned by other legislation —
including the insolvency law or regulations — within
the same country.

What all this demonstrates is that the definition
of MSME is not standardized. Depending on
the country, industry, and entity using the term,
MSME may take on a new meaning. This makes
comparisons between jurisdictions difficult. It also
means that countries need to be careful in how they
define and regulate MSMESs in their legislation. As
this research highlights, merely because they are
small does not mean that they are less complex.

There is no official definition of MSME adopted in
this report, but rather we defer to each country’s
definition — which, as stated, normally contemplates
the number of employees alone or along with sales
volume and/or loan size. Where necessary and
appropriate, a definition may be provided, often in
the context of how the term was treated as part of a
relevant study. Overall, the report is structured such
that its content relies on the respective country’s
definition, which typically is adapted to its specific
circumstances.

ECONOMIC IMPORTANCE OF MSMES

Despite the absence of a uniform definition for
MSMEs, there is no doubt that they play a crucial
role in the economies of both developed and
developing countries. Measuring the impact of
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Table 1: Select Sample of How MSMEs Are Measured (Based on Number of Employees)*

37 Economies* 10-49 50-249
7 Economies** 1-9 10-49 50-99
American Samoa 1-4 5-9 10-19
Bahrain, Jordan, Uruguay 1-4 5-19 20-99
China <300 Industry <2,000 Industry
<600 Construction <3,000 Construction
<100 Wholesale <200 Wholesale
<100 Retail <500 Retail
<500 <3,000 Transportation
Transportation <1,000 Post
<400 Post <800 in Hotels &
<400 in Hotels & Restaurants
Restaurants
United States 1-9 10-99 100-499

* Bragil, Bosnia and Hergegovina, Dominican Republic, European Union Member States, Iceland, Moldova, Macedonia FYR, Montenegro,

Puerto Rico, Serbia, and Tunisia.

** Bangladesh, El Salvador, Islamic Rep. of Iran, Lebanon, Switgerland, Uganda, and the West Bank and Gaga.

MSMEs, however, can be difficult because many
MSMEs (particularly micro-enterprises) form part
of the informal economy, meaning they are not
formally registered in their respective economies.’
Kushnir et al state that the difficulty in counting the
informal MSMEs is significant because MSMEs
often outnumber formal MSMEs, particularly in
developing countries. In India, for example, there
are roughly 17 informal MSMEs for every formal
MSME.¢ High-income countries tend to have more
formal MSMEs, whereas informal MSMEs are
more common in low-income countries.’

Nevertheless, even when accounting for the
difficulties in measuring MSMEs, it is clear that
they play an outsize role in many economies.
In 2010, the total global number of formal and
informal MSMEs was estimated to be 420 million to
510 million, and in the developing world there were
an estimated 365 million to 445 million formal and
informal MSMEs.* A 2016 International Finance

Corporation (IFC) study of 132 countries found that
on average there were 31 MSMEs per 1,000 people,
and between 2000 and 2009 the number of MSMEs
per 1,000 people grew at 6 percent per annum.’ The
growth rate for MSMEs was lower in high-income
countries as compared to low-income countries.'

One of the most notable benefits of MSMEs is their
contribution to employment." An estimated 60
percent of private sector employment, or one-third
of the world’s labor force, is attributable to MSMEs
(Box 2.1). The value generated by MSME:s is also
significant: they represent 52 percent of private
sector value added (“value added” is the value of an
economy’s output less intermediate consumption,
or GDP less taxes but including subsidies).!

The importance of MSMEs was introduced as
a key topic in the G20 agenda in 2010 and most
recently reaffirmed at the G20 Antalya Summit
in 2015, where leaders placed a “special focus”

I RerORT ON THE TREATMENT OF MSME INSOLVENCY



BOX 21:

Formal MSMEs employ more than one-third of the world’s labour force.! In Canada, for example, small
businesses employ 7.7 million employees, comprising 69.7 percent of the total private sector labour
force and account for 78 percent of all private jobs created in Canada.® In the European Union, 9.4
million jobs were created in the MSME sector in 27 European Union countries between 2002 and 20081
From a regional perspective, East Asia and the Pacific have the highest ratio of MSME employment
to total employment, driven largely by China, where formal MSMEs account for 80 percent of total
employment.” The OECD countries report that MSMEs with fewer than 250 employees account for two-

thirds of the formal work force"

on promoting programs that contribute to MSME
growth and employment."* The importance of
them was again reinforced in the subsequent G20
meetings in 2016 and 2017.

MSMEs in Developed Economies

A 2014 report from the Bank for International
Settlements found that “[i]n the non-government
sectors of advanced economies, [MSMEs] account
for over 95 percent of the total number of enterprises,
60 percent of total employment and over 50 percent
of value added.”’® On average, 51 percent of the
GDP in high-income countries is produced by
formal MSMEs.!® In the United States, 99 percent
of all enterprises are MSMEs, and they employ
over 50 percent of private sector employees and
generate 55 percent of net new private sector jobs.'”
Similarly, in the United Kingdom 99.9 percent of
enterprises are MSMEs, and they employ over 60
percent of all private sector employees.'®

MSMEs in Developing Economies

The influence of MSMEs remains significant in
low-income countries, although their impact is
harder to measure because of higher levels of
informal MSMEs. An estimated 16 percent of
GDP in low-income countries is produced by
formal MSMEs", and the informal MSME sector
contributes about 40 percent of GPD.? In specific
countries, the impact of MSMEs on GDP is evident
—in Morocco, for example, “93 percent of industrial
firms are [MSMEs], accounting for 38 percent of the
production, 33 percent of investment and 30 percent

of exports,” and in South Africa an “estimated 91
percent of the formal business entities [...] that are
[MSMEs] contribute 52-57 percent to GDP.”?! In
Ghana, MSMEs contribute about 70 percent to the
country’s GDP.22 Overall, an estimated 33 percent
of employment in developing countries comes from
formal MSMEs.?

THE CHALLENGES CONFRONTING MSMES

MSMEs often face specific challenges that make
them fundamentally different from large enterprises.
By definition, MSMEs are smaller, and they often
have less capital, a lower market share in their
respective markets, a smaller workforce, and fewer
resources overall as compared to large enterprises.
These factors result in MSMEs operating differently
from larger businesses, and accordingly the
challenges and obstacles they face are unique. The
specific challenges confronting MSME:s also have
consequences in the insolvency field, as highlighted
more in depth in the next chapter.

MSMEs fail in significant numbers. A 1999 study
that analyzed bankruptcies in the United States
found that 80 percent of U.S. firms that filed for
bankruptcy had assets under USD 1 million,
and 88 percent had fewer than 20 employees.*
Understandably, part of the explanation of why
MSMEs fail in such large numbers is simply
because they constitute the largest proportion of
private sector businesses.”® However, their small
size and scope of operations contribute to their
high failure rates. As Davis et al suggest, MSMEs
often have undiversified suppliers and customers,
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making the loss of a significant counterparty or a
late payment more unsettling. In addition, MSMEs
frequently lack the resources to afford assistance
from legal and financial experts.

Given that MSMEs are typically unable to access
finance at levels similar to larger enterprises,
MSMEs often have difficulty weathering
macroeconomic and financial shocks, as observed
in Denmark, Italy, Spain, and Ireland when MSME
insolvencies exceeded 25 percent from 2007 to 2009
during the global financial crisis.?® Accessing credit
is necessary for many businesses to fund growth or
to sustain operations during periods of cash flow
misalignment. Underserved or unserved financing
needs may push an enterprise into insolvency. The
IFC estimates that half to two-thirds of formal
MSMEs lack proper access to finance.?” The total
unmet credit need for formal and informal MSMEs
around the world is estimated to be USD 3.1 trillion
to USD 3.8 trillion. In emerging markets, the total
unmet need for credit is USD 2.1 trillion to USD
2.5 trillion.?

What is striking about the credit gap affecting
MSMEs is how it affects discrete groups within
the MSMEs category. When focusing on formal
enterprises (on which there are more data available
than informal enterprises), the credit gap is most
acute in emerging economies. Fifty-two percent
to 64 percent of emerging market microenterprises
have unmet financing needs representing USD
400 billion to USD 500 billion. Among SMEs, 55
percent to 68 percent of have unmet financing needs,
representing USD 900 billion to USD 1.1 trillion. In
comparison, the credit gap in developed countries
is USD 100 billion to USD 200 billion, and USD
600 billion to USD 700 billion for microenterprises
and SMEs, respectively.? Among Organisation for
Economic Co-operation and Development countries
(OECD), the stock of outstanding loans to MSMEs
increased in 16 of 27 countries from 2013 to 2014,
but it remains below 2007 pre-crisis levels in seven
countries (when adjusted for inflation, the number
rises to 12).2° The OECD suggests that among its

members, the financial crisis continues to have a
long-lasting impact on the provision of financing to
MSME:s, making it difficult for MSMEs to secure
credit in some economies.’!

For many MSMEs, the cost of credit is prohibitive
because they are often subject to high collateral
thresholds. For those that can secure debt, lenders
frequently charge higher interest rates and fees as
compared to larger enterprises.** Labor growth is also
related to the ability to access finance. MSMEs that
have access to financing have employment growth 1
to 3 percentage points higher than enterprises with
no access to finance.** Moreover, increased access to
finance has been correlated with higher numbers of
MSMEs in an economy, thereby compounding the
benefits of increased access to finance.*

Furthermore, many entrepreneurs must take a high
level of personal financial risk to start a MSME, the
most common of which is personally guaranteeing
business loans. MSME owners are often required
to give personal guarantees to secure loans, and in
the event of bankruptcy, this means that individuals
may be liable regardless of whether the business was
a corporate entity. This could result in a lifetime of
debt depending on the circumstances and governing
legislation, thereby deterring entrepreneurs from
re-entering the market.

Entrepreneurs are further afflicted by the difficult
task of securing start-up capital. As previously
discussed, access to credit is already difficult
for MSMEs with existing business operations —
understandably, getting start-up loans is even more
difficult. This is a greater constraint in emerging
economies where angel finance, seed capital,
and even venture capital tend to be considerably
underdeveloped. As the above suggests, MSMEs
face a number of challenges in their normal
operations that many larger enterprises do not.
When entering the zone of financial distress, new
challenges appear, as described in the following
chapter.
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MSMEs in Relation to Insolvency Law

HAVING AN EFFICIENT INSOLVENCY
SYSTEMIS CRITICAL - ESPECIALLY FOR
MSMES

As mentioned in Chapter II, MSMEs play a large
role in the global economy. They also fail in
large numbers. Since MSMEs are large users of
insolvency systems, it is necessary to ask whether
existing insolvency frameworks address the needs
of MSMEzs.

Effective insolvency regimes, if properly im-
plemented, may mitigate many of the challenges
facing MSMEs, as outlined in the previous chapter.
Consider access to credit — this is one of the greatest
challenges plaguing MSMEs, and it can be mitigated
by efficient insolvency systems. By replacing out-
of-date insolvency legislation with a more effective
regime, lender confidence is increased because the
improved insolvency process provides lenders with
more certainty and predictability in regard to the
recovery of defaulted loans.*> This increases the
amount of credit available in an economy and in turn
reduces the credit gap.

In addition, the issue of MSME insolvency is of
importance to the World Bank Group agenda of
financial inclusion, which is considered as a key
enabler to reduce poverty and boost prosperity.
Financial inclusion focuses on providing individuals
and businesses access to useful and affordable
financial products and services that meet their
needs.”® Clearly, as described throughout this

report, if creditors have greater assurance of debt
recovery through insolvency regimes, they will
be more likely to provide financing through more
innovative and better-suited financial products. It
should be noted that for the purposes of this report,
the focus is on how formal insolvency procedures
can help address MSME financial distress. However,
informal procedures, such as workout frameworks
that take place without any court involvement, or
hybrid procedures with limited court/institutional
involvement, are also key in helping preserve viable
businesses and encouraging creditor-debtor dialogue
and restructuring. Moreover, as workout regimes
typically involve informal and private negotiations,
they provide greater flexibility, confidentiality, and
less onerous administrative requirements, which
is particularly useful when dealing with MSMEs.
Further information on informal workouts and the
different models they take can be found in other
World Bank Group publications.”’

As seen in Box 3.1, effective insolvency regimes
form part of a well-functioning economy. The better
these insolvency regimes can address the challenges
and unique characteristics of their users, the better
the outcome for the economy. In regard to MSMEs,
an insolvency law is of particular importance
to promote risk-taking and entrepreneurship,
and reduce the stigma of bankruptcy, which can
have widespread, and sometimes tragic, social
consequences.®®
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BOX 3.1:

Insolvency regimes that are responsive to the needs of MSMEs are particularly important. Insolvency
law is broadly recognized as an essential tool in a well-functioning economic framework.! A balance of
mechanisms that allow for timely and effective liquidation, but also for a “fresh start” for entrepreneurs
and rehabilitation of viable businesses tends to enhance creditor recoveries and confidence. In turn,
they can stimulate greater volumes of lending," at longer maturity periods,' at lower cost" and lower
levels of collateral.¥ Such mechanisms can also offer an effective framework for the creation of new
business activity." Credible restructuring schemes can ensure that businesses with viable going-forward
business plans can survive, in turn preserving jobs, supply contracts, customer goodwill, and economic
stability more generally." From a macro financial perspective, effective insolvency laws enable financial
institutions to resolve problem assets more efficaciously, thereby freeing up provisioning resources,
strengthening investors’ perception of financial sector stability, pro fanto improving banks’ ability to
lend, and thus particularly benefitting small and medium enterprises in many economies where such
businesses are particularly dependent on bank funding."l The World Bank has observed that effective
insolvency systems enhance predictability and thus lender confidence in loan recovery on default, which
encourages more lending and leads to financial inclusion for more businesses.

Of significance for MSMEs globally are both the formal legal rules and informal societal rules and practice
norms that affect entrepreneurs, including the design of bankruptcy laws, the structure of capital markets,
and the perception of stigma related to personal responsibility.* Cost-effective insolvency proceedings can
encourage inefficient firms to exit, encourage greater entrepreneurial activity and new firm creation, and
can result in greater returns to creditors.* Timely resolution of financial distress can reduce uncertainty for
entrepreneurs, creditors and management, and improve asset value and transparency.* A well-functioning
MSME insolvency regime can heighten the salience of the downside risk of a venture, in turn increasing
the number and variety of people pursuing entrepreneurial activities.* It can benefit lenders because of
the certainty in recovery rules, in turn increasing confidence in lending.

The efforts of organizations such as UNCITRAL and the World Bank have contributed significantly to
creating model insolvency legislation, best practice guidance, and to helping governments implement
reforms. ¥ The effectiveness of insolvency laws nevertheless varies among countries around the world.
v According to a survey on debt enforcement in 88 countries, referenced by a World Bank Research
Paper, bankruptcy procedures are time-consuming, costly and inefficient in being able to preserve the
business as a going concern; in only 36 percent of countries is the business preserved as a going concern;
and an average of 48 percent of the business’s value is lost in debt enforcement.® The World Bank Group
Doing Business report for 2014 found that among 38 selected indicators/measures of the regulatory and
institutional environment, the secured creditor recovery rate in distress scenarios was the single most
valuable measure.™

The World Bank also examined MSMEs that had defaulted on bank loans and found that differences in
the level of creditor rights in bankruptcy in the different jurisdictions had an impact on lending terms,
particularly those used by bank creditors; and that legislative reform regarding liquidation led to a
decrease in interest rates, although reorganization reform had the opposite effect.*"i Moreover, a research
study for the International Monetary Fund reports that six years since the global financial crisis, the
problems of high levels of corporate debt and nonperforming loans (“NPLs”) persist in several European
countries. i It found that SMEs in general are more leveraged and reliant on bank financing than large
firms and have significantly higher non-performing loan (“NPL”) ratios. It also found that given the
large number of SMEs, their small size and heavy reliance on collateral, SME loan restructuring is more
costly and riskier for large firms than for banks, and current frameworks are ill-suited for SMEs, both in
the ways they limit restructuring options and how they prevent speedy liquidation and exit.*!

IR RerORT ON THE TREATMENT OF MSME INSOLVENCY



Better legislation can reduce the cost of credit.
This is important for MSMEs because a lower
cost of credit makes financing more accessible
and affordable. In Brazil, reforms to its insolvency
legislation caused an average reduction in the cost
of credit ranging from 7.8 percent to 16.8 percent
from the level prior to the reforms being enacted.
A study involving SMEs in France, Germany, and
the United Kingdom found that banks priced their
loans based on their expected rights in the event
of a default. Conversely, “creditor unfriendly”
insolvency regimes resulted in higher costs.*

When companies undergo reorganization and
business rescue, job preservation is promoted with
efficient insolvency laws. In the United Kingdom,
revised reorganization laws resulted in new
owners retaining all of an enterprise’s employees
in 65 percent of receivership and administration
cases where the business was sold as a going
concern.*! Job preservation for MSME employees
is particularly important because MSMEs are the
largest source of employment in many economies.

Effective insolvency regimes can also be used to
spur entrepreneurship and reduce the personal risk
that individuals who create enterprises are forced
to shoulder. If a business defaults on a loan that
the entrepreneur personally guaranteed, then that
guarantor is liable to repay the business’s debts.
This may result in the guarantor being held liable
for the business’s debts long after bankruptcy.
Debtor-friendly personal bankruptcy laws provide
a safety net for entrepreneurs. By granting debtors
some concessions, individuals are less likely to be
deterred from pursuing entrepreneurial ventures
because of the risk of guaranteed loans, and
experienced entrepreneurs who undergo bankruptcy
can quickly recover from their mistakes and re-
enter the marketplace. Although entrepreneurship
1s hard to measure, economies with effective
insolvency laws are known to have higher levels
of venture capital funding (venture capital is often
used to fund entrepreneurship, so higher levels of
venture capital funding suggest higher levels of
entrepreneurship).*

Finally,asreferencedin Box 3.1 above,aninsolvency
regime for MSMEs might be needed on a temporary
basis, to specifically and urgently address MSME
financial distress arising in a crisis, similar to what
several European countries experienced in the wake
of the global financial crisis.” In such situations,
MSME weaknesses can further erode banks’ asset
quality and profitability, with increasing levels of
NPLs economy-wide. The faster the banks’ balance
sheets can be strengthened, the easier it will be to
free up credit for new loans.* Although the analysis
of MSME financial distress in a crisis context is not
within the scope of this report, it should be noted
that the International Monetary Fund (IMF) has
examined different tools that European countries
implemented to quickly and effectively deal with
debt recovery following a crisis.* For instance, the
analysis mentions Latvia, Moldova, Portugal, and
Ukraine as introducing fast-track court approval
procedures to support the rescue of viable businesses
at an early stage, and other countries implementing
out-of-court restructuring frameworks, such as
Portugal, which adopted guidelines to facilitate
debt recovery through mediation, with a specific
focus on MSMEs.*

SPECIFIC CHALLENGES OF MSMES
ENTERING INSOLVENCY

Apart from the challenges outlined in the previous
chapter regarding MSME operations in normal
circumstances, there are several challenges
that arise specifically when MSMEs face acute
financial distress. These challenges include a lack
of incentives to access the insolvency procedure,
creditor passivity, limited information, overlaps
with the personal insolvency regime, and difficulty
accessing new finance. Another challenge, more
closely related to the end of a MSME’s existence,
is how to deal with insolvency cases where the
MSME’s assets are insufficient to cover the
cost of the proceedings (the so-called “no-asset
cases” or “insolvent insolvencies”). It is also
worth mentioning that the absence of reporting
requirements and frequent informality of MSMEs
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may exacerbate the difficulties of identifying
financial distress at an early stage. These challenges
are not exhaustive and they are not always present,
but they are the most common and often the most
concerning.

sophistication to identify and react to financial
distress.*” This may result in MSMEs waiting too
long before initiating the insolvency process. This
problem is particularly acute for MSMEs given the
limited incentives they have for starting a complex

and burdensome proceeding, often without an
effective business rescue framework, as is the case
in many of the insolvency processes around the
world. Also, the social barriers*® and reputational
stigma associated with the insolvency system may
discourage MSME representatives from resorting
to formal insolvency proceedings. Davis et al have

summarized this challenge as follows:

The challenges discussed below may afflict large
enterprises as well as MSMEs. However, they arise
more frequently in MSME insolvency proceedings
than in large enterprise insolvency proceedings.

Incentives to Access the Procedure

Prior to entering an insolvency proceeding, many
MSMEs are disadvantaged because they lack the

BOX 3.2:

In many countries, the insolvency system is infrequently used, and in the cases where it is used, cases
are often limited to value-destructive piecemeal liquidation or even to no-asset cases. This tendency
generates a negative reputation for the insolvency system, which is perceived by the market as an
inefficient tool, to be avoided at all costs. A country with a non-functional market exit system sees its
credit affected and its economy grows—if at all—at a rate under its potential. The legislator needs to
break the vicious circle by active measures that modernize the system and by creating incentives for
market stakeholders to start using insolvency as a tool to heal sick but viable businesses, not as an
ineffective way to bury dead ones. In the field of MSMEs, where often individuals—and families—
are involved, the legislator must often consider social problems, such as reputational damage or the
involvement of the entire household in the entrepreneurial project. These circumstances act as an
additional barrier to the use of the system.

The absence of a rescue culture and the aforementioned social constraints requires a double system
of sanctions and incentives to ensure the use of the system at adequate levels, as illustrated by the
incentives discussed above. Yet, experience shows that incentives are often not enough. More drastic
measures have to be implemented in the form of sanctions and compensation for damages when certain
circumstances accrue. In this section, these sanctions are analyzed in some detail, with particular regard
to wrongful trading/duty to file rules, which serve the double purpose of ensuring an early filing of
insolvency and protecting creditors from a management of the business that undermines their legitimate
expectations to the benefit of shareholders.

The problems, however, do not only lie with the lack of use of the insolvency system. If and when
the lack of rescue culture, the social stigma, and poor market perception are overcome, problems may
nonetheless arise concerning the manner in which debtors utilize the MSME insolvency regime.
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In many countries, insolvency laws are designed
with the complexity and sophistication of large
companies in mind. For a MSME, the complexity
of insolvency proceedings often is a disincentive
to seek timely remedies to financial distress. Some
features in insolvency systems that may play a

access the insolvency procedures in a timely way —
when entering the so-called “twilight zone” period
— that often include a duty to file for insolvency
or a regime based on wrongful trading. The World
Bank Principles addressed this issue in their latest
revision (2015) in Principle B2:

disincentive role are: (1) the automatic separation
of management from the ordinary administration of
the business upon filing for insolvency (including
rehabilitation); (2) the copious documentation
required to start the process that often includes a
legal requirement to file audited balance sheets for
several periods; and (3) the uncertainty in the costs
generated by the many participants involved in the
process.

“Laws governing directors’ obligations in the
period approaching insolvency should promote
responsible corporate behavior while fostering
reasonable risk taking and encouraging business
reorganization. The law should provide appropriate
remedies for breach of directors’ obligations, which
may be enforced after insolvency proceedings have
commenced>.”!

As described by David et al in Box 3.3 below, a
pre-insolvency regime that focuses on facilitating
the rescue of viable businesses is particularly
critical for MSMEs, and can help address debtor
moral hazard.

Regardless of whether a MSME is a corporate
or not, directors tend to delay filing for a formal
insolvency process. Several corporate insolvency
systems contemplate “sticks” when directors fail to

BOX 3.3:

When insolvency is imminent, debtors should have greater regard to the interests of creditors and should
attempt to address the distress situation. Yet, at that time, small entity debtors may be very reluctant to
access the insolvency system, concerned about stigma, about losing their business, which is likely their
only source of income, and being overly optimistic about the business’ prospects. Debtors may also be
prone to adopt more high-risk strategies, attempting to avoid at all costs losing their business or the
business’ assets. They may be inclined to collaborate with related persons or powerful creditors, hide
or dispose of assets. The problem is particularly acute where debtors use the corporate form for their
MSMEs. Incorporated MSME managers, who are likely to also be the business owners, may consider
that they are safe from the outcomes of insolvency as they are protected by limited liability. Small
debtors are also likely to be less concerned about returning to the managerial labour market and thus
more prone to act self-servingly. Unincorporated MSMEs may take excessive risks if they consider that
they will be released from liabilities through an insolvency discharge.

A regime that focuses on the period of imminent insolvency is particularly important for encouraging
action at an early stage and for facilitating rescues of viable businesses, aspects that are critical to the
procedural framework contemplated for MSME insolvencies. Therefore, a regime for pre-insolvency
obligations can complement the procedural framework and enhance it. It can provide an educational
tool for MSMEs with regard to the proper means for addressing the situation of financial distress and
the proper use of the module options.

A regime that addresses the obligations of debtors at times approaching insolvency can respond to such
concerns as debtor moral hazard. It can deter irresponsible behaviour at times of financial distress and
provide guidance to debtors with regard to the appropriate actions they should take.
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Incentivizing MSMEs to file for insolvency
procedures is challenging — and incentivizing them
to do so in a timely fashion is even more challenging.
This is especially the case when MSMEs operate as
unincorporated entities and when they are family
businesses. It is legitimate to pose the question of
whether a tailored MSME insolvency regime could
generate more incentives — and how to achieve the
objective of MSME:s tackling distress in a timely way.

Creditor Passivity

MSME insolvency systems require that debtors
and creditors put an early effort into resolving
the business’s issues in a timely manner, and pre-
insolvency regimes (that are used to pre-emptively
dealing with financial distress before businesses are
insolvent) are becoming increasingly important.
Regarding financial creditors and MSMEs, this is
most likely to involve only one or two institutions.
However, creditor passivity can hamper this
process, as early and proactive actions result in the
best outcomes.

Creditor passivity often arises when creditors
weigh the amount they estimate they will receive
from participating in the insolvency process against
the amount of time and money this effort requires.
If the costs outweigh the return, then creditors make
the rational decision to not get involved.

In many large enterprise insolvency cases, the
value of the debt to which creditors have a claim
is high. The potential for recovering this claim is
increased because large enterprises often tend to
have large estates with many assets. In these cases,
the expected return for participating creditors
outweighs the costs of participating, so creditors
are more active in the insolvency process. In the
case of many MSME insolvencies — particularly
those where the debtor is toward the “micro” end
of the spectrum and has few assets — the return that
creditors can expect to receive is simply not high
enough to justify the costs of participating. In these
cases, creditors choose to remain passive.

BOX 3.4:

Limited resources in MSME insolvencies lead to very limited expectations for unsecured creditors
regarding any substantial distribution in respect of their claims. Thus, unsecured creditors often have
little incentive to incur further costs (e.g., travel costs, communication costs, investment of time) with
regard to the insolvent debtor by participating actively in negotiations or proceedings. Overall, it is
rational for a creditor not to participate unless it has a special interest in the result of the proceedings
— most notably because it is personally connected to the debtor (by family ties, or as an employee), or
where it appears that some value may be recoverable.

Secured creditors, on the other hand, are interested in the enforcement of their security, which usually
occurs through sale of the debtor’s assets. This interest may result in the liquidation and winding up
of the debtor’s business. This type of enforcement often does not require any court proceedings or
supervision; it could as well be done using out of court auctions or transactions. Aiming at saving the
cost and delay of court hearings, it is rational for secured creditors to argue in favour of quick out—of-
court auctions.

In the context where the approval of restructuring
plans requires the majority of stakeholders to
vote positively, creditor passivity makes it more
complicated to save the business, even when the
business is viable.

Limited Information during Insolvency

Ineffective gathering and dissemination of information
to relevant parties can strain the insolvency system.
As seen in Box 3.5, the insolvency system works best
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BOX 3.5:

One of the main obstacles to the proper implementation of a MSME system, and a major contributing
cause of debtor misbehaviour is the absence of adequate information in the MSME insolvency process.
An effective MSME insolvency system would work substantially better if the debtor provides the
necessary information and is willing and available to collaborate throughout the entire procedure. In
some cases, and in some jurisdictions, however, particularly in the less developed economies, the very

existence of the information cannot be taken for granted.

when debtors provide creditors and other relevant
parties with the information they require. Many debtor
MSMESs, however, may have difficulty collecting
and disseminating the required information because
of inefficient or non-existent recordkeeping systems,
whether caused by a lack of resources or simply not
seeing a need for them.

The informal nature of many MSMEs, particularly
in developing countries, further complicates
recordkeeping. The legal obligations imposed on
informal enterprises are often less stringent than

those applied to formal enterprises (particularly
large and publicly traded ones). Large corporations
often maintain sophisticated records that are
available to shareholders, creditors, and the public.
MSMEs — even those that are formally registered
but not publicly traded — have fewer reporting
requirements, thus lowering the obligation to
engage in comprehensive recordkeeping.

The issues arising when records are not kept up
or kept at all are most problematic in relation to
financial information, as discussed in Box 3.6.

BOX 3.6:

Financial information is a key element in the mechanics of a market economy. Without proper, reliable,
comparable financial statements, stakeholders cannot make investment decisions and the ex post control
of the behaviour of market agents is not possible. This risk exists for all market participants, including
—and in no less degree—MSMEs.

Experience shows that information problems are more important the smaller the business is. Especially
in developing economies, the level of informality is high: sometimes entrepreneurs and small entities do
not have a legal duty to file proper accounts, or the duty is only rarely enforced; owners and managers
have little or no knowledge of account drafting; and public training courses and awareness campaigns
are very scarce. MSMEs conduct their activity “the way it’s always been”, with, at best, home-based
accounting practices. This situation is incompatible with the proper development of the MSME sector,
and, hence, of the economy of a given jurisdiction. An adequate level of formality and, more precisely,
sufficient financial information, are key to a workable system to tackle MSME insolvency. Without
it, access to finance is limited, risk seems higher, and therefore the price of financing is also more
expensive. In case of financial difficulties, out of court agreements are hindered, many insolvency tools
are useless (liability of directors, avoidance actions, etc.), and there are perverse incentives to destroy
value by owners of distressed MSMESs. The entire system to tackle business distress might be thwarted.
Even in those countries where there is a proper system of debt discharge, the fresh start of the debtor
is hampered by the impossibility of making a proper assessment of the discharge test, given the lack of
information, at least in those systems where the discharge is based on an ad hoc analysis of the debtor’s
behaviour.
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Out-of-date or non-existent record books make  Accessing Financing during the Insolvency
it hard to judge whether a MSME is approaching  Proceeding

insolvency, essentially preventing the MSME from
proactively addressing the impending situation.
Insolvency laws are usually very detailed about the
documents required from debtors, which enable
them to file for a voluntary insolvency process.
Balance sheet information is needed, for example, to
prepare the list of creditors and calculate assets and
liabilities, which are required by most insolvency
regimes. Many MSMEs, especially those on the
“micro” end of the spectrum, struggle to provide

Accessing finance is vital for MSMESs, even more so
when they face financial distress. Many insolvency
systems do not make it easy for MSMEs to access
post-filing or post-commencement financing, even
though survival of the enterprise may depend on it
with the alternative being liquidation. For example,
out-of-date legislation does not allow a super-
priority to be granted to those creditors that provide
a MSME with additional finance. The importance
and challenges of accessing financing for distressed

such basw. information because of inadequate MSMEs has been described in Davis et al (Box 3.7).
recordkeeping.

BOX 3.7:

In many jurisdictions, MSMEs have difficulties accessing sufficient levels of financing. This situation
particularly arises at the inception of the business life and, even more intensely, when the business suffers
liquidity tensions and financial distress. The rescue of viable MSMEs may only happen if the business
receives financing. Otherwise, the activity comes to a stop and piece-meal liquidation is the only real
alternative. In most jurisdictions, but particularly where the market still needs development, the absence
of a rescue culture and the stigma associated with it, the lack of an enabling legal framework, the lack
of real possibilities to lower the risk of lending for small debtors (e.g., no assets free for collateral,
limited ability to offer personal guarantees), and the passivity of creditors, thwart the continuation of
the business activity, frustrating chances of business recovery and value preservation. In this light, the
legal and institutional frameworks of a country need to provide the mechanisms to ensure that troubled
but viable businesses are able to access financing with a view to trading out of their difficulties. Possible
mechanisms to enhance access to finance at times of distress, with reference to relevant key stages of
MSME insolvency and with particular consideration of the specific problems encountered in the MSME
context, are discussed below. The position of the debtor that went through the insolvency process and
how the financing framework can enhance the concept of “fresh start” and encouragement of new
businesses is also discussed.

It should be stressed, however, that there does not appear to be a single effective strategy for financing of
MSME:s in distress, given the size and range of such businesses. The universal features to consider when
designing the framework must be efficiency and affordability. Implementation should be left to national
variations, based on different socio-economic contexts and variety of legal traditions.

Most traditional insolvency systems do not consider ~ Overlaps between Business Insolvency and
the possibility of super-priority for fresh funds, or ~ Personal Insolvency Regimes in the Case of
provisions that encourage access to finance for MSMEs

companies undergoing rehabilitation. A particular issue that arises for MSME insolvency
is the overlap and conflicts between regimes for
insolvency of businesses and regimes for insolvency
of natural persons.

Consideration should be given as to whether, in the
specific case of MSMEs, provisions of this nature
could be introduced and how.
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Whereas one of the main purposes of a business
insolvency regime is to ensure the orderly resolution
of debt and distribution of value to creditors
whenever the business is unviable (frequently
involving the dissolution of the debtor company),
the purpose of a personal insolvency regime is to
couple, and also balance the distribution of value to
creditors with a basis for the debtor to continue their
economic life (since, once the insolvency process
for a natural person is concluded, the debtor will
usually still be in existence). The nature of many
MSMEs, particularly microbusinesses, is such
that a clear distinction between the business and
the persons operating it does not always exist and
it is not clear which insolvency regime (business
or personal) is better suited to apply to MSMEs.
A MSME may be incorporated as a corporate
entity or unincorporated; from a legal standpoint,
this has several consequences for the limitation of
liability and applicability of a personal or corporate
insolvency law regime to the business, depending
on each country’s legislation.

Overview of issue

In contrast to the insolvency of large corporate
entities, where the owners, directors, employees,
and debt providers are largely separate and distinct
classes with distinct interests, in the case of MSMEs,
these roles may significantly overlap. As discussed
in Chapter I, MSME entrepreneurs may not comply
with corporate registration requirements or even
establish companies and (as discussed in more
length below) may provide personal guarantees to
creditors of the MSME.

In the case of a large corporate entity: (1) the entity
will frequently receive debt funding from external
lenders (many of whom will not have any equity
interest in the entity); (2) there will be at least some
equity providers who have no other interest in the
company; (3) the company will be controlled by
directors who are supported by equity holders (but
will themselves be employees with usually low
levels of equity themselves); and (4) the entity will
employ other employees who have no relationship
(such as debt or equity) with the entity other than

their contracts of employment. The application
of the insolvency regimes to such large corporate
entities will usually not impact the personal assets
or status of the directors or employees of the
entity (except to the extent they hold equity, which
is lost because equity holders are typically the
lowest ranking creditors of the entity). Creditors
are looking to the assets of the company only so
that the corporate veil is fully maintained in legal
proceedings (except where there has been fraud or
other breach of duty by employees of the entity).

A MSME, however, will, even if it is a company,
frequently feature the directors of the entity providing
not just equity but also debt funding to the company.
There will often be poor or non-existent records of
transactions and relationships between entrepreneurs
and the company. There may be no clearly established
ownership of key commercial assets (such as tools
or other essential equipment) between the controllers
and the company (since the controllers may, as
founders of the business, have simply purchased
commercial assets themselves with their own
money) and the entrepreneur and their family may
engage in work and activity for the MSME that is
not documented or remunerated following typical
commercial practices. The entrepreneur may use
personal monies to fund or support the business
without necessarily documenting such expenditures
as a loan to the business or in any other way. The
money that an entrepreneur invests in a MSME may
itself be borrowed from a creditor who expects to
look to the natural person as the relevant debtor, not
the MSME. The personal assets of the entrepreneur
may also be of equal or greater value than that of
the MSME; this would encourage lenders to seek
recourse personally to the entrepreneur, not the
MSME. This is especially true in economies where
the commercial practices still have a strong personal
component (e.g., where credit information systems
are underdeveloped).

In such circumstances, even where there is, as a
matter of law, a corporate veil in place because
the MSME business was established as a separate
legal entity, as a matter of fact there will be little
distinction between the affairs of the MSME and
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the personal affairs of the entrepreneur. These
issues are most prevalent in the case of micro and
small businesses in developing economies.

It can, therefore, be argued that at least some
MSMEs operate, and are lent to by creditors,
in such a way that the assets and/or legal status
of the entrepreneur can hardly be meaningfully
distinguished from the MSME.

Practical effects of the issue

Where relevant legal regimes permit, creditors
have developed a particular commercial and risk-
management solution to deal with the nature of many
MSMEs when there is a high degree of involvement
with an entrepreneur’s personal affairs and/or the
personal assets are of greater value than the business
assets. In such circumstances, creditors seek to
bring the personal assets of the entrepreneur within
the scope of MSME insolvency through personal
guarantees and security over personal assets. A
personal guarantee typically extends liability for the
debts of the MSME to the entrepreneur; the effect
of this is that personal effects as well as business
assets owned personally by the entrepreneur may
be affected by the insolvency of the MSME (so that
even if the MSME is a legal entity, the corporate
veil is effectively pierced). Also, where a personal
insolvency regime exists, it may be triggered in
parallel to the business insolvency regime applying
to the MSME. When an entrepreneur owns a home,
lenders typically take security over it, since an
entrepreneur’s residential property may often be of
greater value than the business assets of the MSME
or other personal assets. Arguably, from a creditor
perspective, the problem can be solved where there
are personal assets to lend against so that creditors
do not need to consider the relationship between the
entrepreneur and their MSME nor the potential impact
of personal insolvency law. An added complexity is
that many countries do not have a personal insolvency
system in place, which jeopardizes the chances of the
personal debtor to obtain a “discharge.” Providing the
entrepreneur with the opportunity for a fresh start is
essential, as recognized by the World Bank in earlier
publications®” and more recently recognized by the
European Commission in its recommendation on

a new approach to business failure and insolvency.
The European Commission also proposed a new
Directive on preventive restructuring frameworks,
second chance and measures to increase the
efficiency of restructuring, insolvency, and discharge
procedures.*®

The creditor solution of seeking personal guarantees
and/or security over personal assets effectively
amounts to extending the reach of business insolvency
regimes to personal assets. This may raise a series
of policy questions that relate to the intersection
with personal insolvency regimes. A particular
concern is that personal insolvency regimes typically
carve-out certain assets from the reach of creditors,
considering those assets practically inappropriate for
the discharge of debts. Another issue that may require
further analysis is the applicability of a personal
insolvency regime (or not) to an unincorporated
MSME and the process to separate business assets
from personal assets to respond to commercial
debts. For all intents and purposes, lenders’ use
of personal guarantees and taking of security over
personal assets result in there being no corporate
veil for affected entrepreneurs; this has significant
implications in the many jurisdictions that have no
personal insolvency regime and thus subject debtors
to lifelong debt repayments. The absence of any
personal insolvency laws coupled with creditor
policies may run contrary to longstanding policy
aims of enabling business failure and debt write-off
to encourage entrepreneurship.

Considering the significant proportion of businesses
that are MSMEs in developing economies, it is
clear that practical consequences of the overlaps
between business and personal insolvency issues is
significant and consideration may be given to treat
these issues specifically in the World Bank ICR
Principles.

Insufficient Assets to Fund the Insolvency
Proceedings

Related to the challenges above, many MSMEs that
meet the criteria for commencement of insolvency
proceedings are never formally declared bankrupt
and liquidated. Often, this is because MSMEs
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tend to wait too long to file an insolvency petition,
to the point that when the petition is filed, the
remaining funds are insufficient to cover even the
administrative costs and fees, let alone provide any
meaningful recovery to creditors. While this may
not be a MSME-specific issue, in reality, MSMEs
are more likely to face such a scenario. As explained
above, the reasons for that are multiple: (1) lack of
sophistication to navigate the complex insolvency
system if the country does not have a simplified
MSME regime (Box 3.2); (2) greater perception
of stigma related to personal responsibility in the
case of failure®; and (3) lack of sufficient internal
control mechanisms, as prescribed by general
corporate law for large corporations.

As a result of lateness, many MSME insolvency
filings are classified as no-asset cases and insolvency
laws differ in their approach to their administration.
Despite the prevalence of no-asset cases in judicial
practice across a number of jurisdictions, especially
in developing countries, few insolvency laws
provide a mechanism for their administration.®
While creditors (especially unsecured) would prefer
to open proceedings and pursue the recovery of
hidden or transferred assets in order to maximize
their chances of meaningful recovery, this can entail
significant costs (e.g., the remuneration of insolvency
practitioners and experts, court fees, etc.) that exceed
the potential benefits. In many instances, only a close
examination of these cases can uncover the debtor’s
full financial situation, possibly enable the avoidance
of transactions or allow creditors to hold the debtor
liable for malfeasance, and request compensation.

The approach of an insolvency regime to no-asset
insolvencies may have a considerable effect on
debtor and creditor incentives and influence the
conduct of the debtor on the verge of insolvency.
While a MSME might be in a no-asset situation
because of normal business practice, or lack
of sophistication and perception of stigma, as
explained above, it could also result from improper
business conduct. For instance, debtors may take
unreasonable risk as they approach insolvency,
gambling for their recovery in an attempt to avoid
an insolvency filing and continue the operation

of their business. The absence of assets may also
be the result of fraud, with debtors taking money
out of a business for personal use, concealing or
transferring assets to related parties, and engaging
in similar practices that might contribute directly
to the failure of the business. Thus, no-asset cases
not only present issues relating to the preservation
of economic value and creditor recovery, but also
relate to the integrity of the insolvency system and
its role in setting the right incentives for debtors by
promoting responsible risk taking and encouraging
fair commercial conduct.®!

There are currently at least two approaches to
dealing with no-asset insolvency cases:

* Some insolvency laws provide that when, at
the time of filing, it appears prima facie that the
debtor’s assets are not sufficient to cover the
costs, the court should deny the petition, or order
termination of the proceedings, if the absence of
sufficient assets is determined post opening®?;
and

* Some insolvency systems not only provide for
opening the proceedings in such circumstances,
but also provide a specific mechanism to cover the
necessary funds either by requiring the petitioning
creditor(s) to provide them individually or by
creating a specially designated fund, financed by
individual creditor contributions and/or the public
budget.

Greece and Poland are among the countries that
have opted for not opening insolvency proceedings
if the debtor’s assets are not sufficient to cover the
costs.* Thus, debtors are not declared bankrupt,
and remain in the Business Registry (sometimes
called “zombie companies”).

Bulgaria, Serbia, and Romania, where no-asset cases
present a significant percentage of all insolvency
filings, have chosen other approaches. The Bulgarian
Code of Commerce (Art. 629b) provides that, when
the debtor’s assets do not cover the expenses of
proceedings, the court may determine the amount
required to cover the administrative expenses, set a
time limit for creditors to advance this amount, and
open insolvency proceedings. When the amount is
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not advanced within the specified time limit, the
debtor is declared insolvent and proceedings are
immediately terminated.®

In Serbia (Art. 13, Serbian Bankruptcy Law),
bankruptcy proceedings are terminated immediately
when it is established that the wvalue of the
debtor’s assets is lower than the expenses of the
bankruptcy proceeding or that the debtor’s assets
are of negligible value. However, any petitioner, the
debtor or a creditor, may request the continuation
of proceedings if it deposits the necessary assets to
cover the expenses of proceedings, as prescribed by
the bankruptcy court.

The establishment of a fund to cover expenses
in no asset insolvencies can be found in several
jurisdictions. For example, in Armenia, under the
Law on Bankruptcy (enacted in 2006, as amended
in 2016), the absence of sufficient assets to cover
the costs of proceedings is not grounds for rejection
of the insolvency petition or the termination of
insolvency proceedings. Proceedings are opened,

and court fees and remuneration of the insolvency
administrator are covered by the country’s public
budget.

The way an insolvency system deals with no-asset
cases is an important policy decision that is usually
affected by many factors such as the country’s
legal tradition, the public perception toward debt
and fraudulent debtors, and so on. The prima
facie rejection of such cases may result in reduced
creditor recovery and “zombie companies” that are
not properly liquidated. Additionally, the rejection
of no asset cases creates the potential for owners/
directors to avoid liability for malfeasance, since
their business is never subject to court bankruptcy
proceedings.

Considering MSMEs are most likely to face a no-
asset insolvency situation, it may be worthwhile
exploring whether the insolvency system could
envisage a mechanism for opening and administering
such proceedings, specifically in the context of
MSME insolvency.
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Responses to MSME Insolvency Issues

IS IT NECESSARY FOR THE INSOLVENCY
SYSTEM TO TREAT MSMES DIFFERENTLY?

If an insolvency regime is compliant with
international standards and effectively addresses
many of the challenges facing large corporations,
the issue then becomes whether such an existing
insolvency regime can also provide MSMEs
with these benefits. As Davis et al write in Box
4.1, the common practice of using the same or
similar insolvency procedure for MSMEs and
large enterprises may produce suboptimal results.
Instead, they suggest that MSMEs may be better
served by a separate insolvency system that is
specifically designed for MSMEs.

As stated in the overview, the purpose of the
paper is simply to trigger a discussion on these
matters. Although Davis et al present a compelling
argument for creating a new insolvency regime
specific to MSMEs, further investigation is needed.
The following section examines how existing
standards treat MSMEs, and whether changes to
these principles can better address the challenges
MSMEs face. The chapter concludes with case
studies on how countries approach MSME:s in their
existing legislation.

HOW EXISTING STANDARDS DEALWITH
MSME INSOLVENCY

The World Bank Principles for Effective Insolvency
and Creditor/Debtor Regimes, together with the
United Nations Commission on International Trade
Law (UNCITRAL) Legislative Guide on Insolvency,
are the internationally recognized benchmarks for
Insolvency and Creditor/Debtor Regimes (ICR),
both in respect to in-court and out-of-court processes.

They form the basis for the analysis conducted by
the World Bank Group in the ICR Report on the
Observance of Standards and Codes (ROSC). In this
section, we consider the application of principles for
in-court processes to MSME insolvency. Under the
ICR Initiative, the World Bank Group carries out its
mandate as a global standard setter for ICR systems,
together with the UNCITRAL, as designated by the
Financial Stability Board.

One of the main questions that persists in the
treatment of MSME:s in insolvency is whether there
are sufficient tools in the international domain to
help guide countries in their domestic law reform
processes. As noted above, the two primary
international instruments — jointly designated as
the international standard by the Financial Stability
Board — are the World Bank Principles and the
UNCITRAL Legislative Guide on Insolvency Law.
UNCITRAL does mention small businesses in the
Legislative Guide. The Legislative Guide aims
to provide a comprehensive statement of the key
objectives and principles that should be reflected in a
State’s insolvency laws. While it provides a valuable
reference tool for national legislative authorities
by reviewing the adequacy of their laws and
regulations or enacting new ones, and discusses the
obstacles facing small creditors in terms of barriers
to participation, there are few policy suggestions
specifically for MSMEs. Part one of the four-part
Legislative Guide discusses the key objectives
of an insolvency law, the types of mechanisms
available and the institutional framework required
to support an effective insolvency regime. It does
not specifically address the particular challenges
facing MSMEs that have been highlighted in this
Task Force paper, aside from briefly noting that the
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BOX 41:

The public policy in many jurisdictions is to encourage the formation and growth of MSMEs, yet that
policy does not necessarily align with treatment during financial distress. Insolvency processes in many
countries are too expensive and unwieldy for MSMEs. As noted previously, the broad range of definitions
for MSMESs in various jurisdictions is highly problematic for the types of issues facing MSMEs. One
size does not fit all.

Often, on MSME insolvency, there are few or no assets to realize. Liquidation is the most prevalent
outcome, which can result in loss of value to creditors and debtors. Insolvency regimes not designed to
address MSME failure can fail to distinguish viable businesses from non-viable ones.

As noted [in the previous chapter], the owners of small businesses usually need to secure business loans
with their personal assets or personal guarantees, creating a convergence and blurring of distinctions
between personal and business liability in practice, a factor not accounted for in most insolvency law
regimes globally. Researchers have observed that while the personal guarantee of a firm’s owner might
encourage a level of financial discipline, in countries without a personal bankruptcy framework, a
single business failure can doom an owner to a lifetime of outstanding debt;' effectively preventing such
individuals from re-entering the market as experienced.! Evidence suggests that exactly the opposite
approach better serves standard public policy objectives. One study that compared self-employment in
15 countries in Europe and North America from 1990-2005 found that the more forgiving the personal
bankruptcy laws, measured particularly in reference to the time a bankrupt individual has to wait to be
discharged from pre-bankruptcy debts, combined with ready access to limited liability protections, the
more entrepreneurial activity was enhanced.

The failure to recognize this convergence of personal and business debt means that debtors may have
access to effective liquidation or rehabilitation schemes only if they fit within very specific criteria. For
example, in Canada, there is a highly streamlined mechanism for MSME businesses under Division II
consumer proposal provisions of the B/4, which are accessible to self-employed individuals and sole
proprietors whose debts are less than 250,000 CAD (USD 185,435), excluding a mortgage or hypothec
on the individual’s principal residence, if 50 percent or more of their debts are business-related.” But
these mechanisms are not available where the individual has incorporated the business.

Nor are insolvency regimes only relevant to one end of the MSME lifecycle. Access to credit is
particularly important for MSMEs. The global MSME lending volume is estimated to be 10 trillion
USD, of which 70 percent is in high-income OECD countries. On average, small and medium enterprise
loans constitute 13 percent of gross domestic product (“GDP”) in developed countries and 3 percent in
developing countries." In a survey of 130,000 firms in 135 countries, the World Bank Group found that
there is unmet demand for bank loans and lines of credit in developing regions, particularly Africa." The
survey found that while almost 60 percent of businesses require a loan at some point, just over a third
of businesses have a loan or line of credit. The survey results revealed that well-designed insolvency
laws are a factor in accessing credit, directly related to creditor confidence in the ability to recover." In
turn, access to credit can assist with fostering entrepreneurship and the creation of new business activity.
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costs and fees associated with accessing insolvency
proceedings may be of particular importance to
small- and medium-size businesses.

Part two of the Legislative Guide deals with core
features of an effective insolvency law, including
standardized commencement criteria, stays, post-
commencement finance, participation of creditors,
expedited reorganization proceedings, simplified
claims procedures, conversion of reorganization
to liquidation, and clear rules for discharge of the
debtor and closure of insolvency proceedings.
While these elements are directly relevant to
MSME:s, they assume that debtor companies have
the financial and human resources to undertake the
processes envisioned, which is not the reality for the
vast majority of insolvent MSME:s. The Legislative
Guide does make reference to cost burdens that
deter creditors and discourage commencement of
proceedings, “of particular importance in the case of
insolvency of small and medium-size businesses.”
It also notes the issue of overlap of consumer and
small business debt as follows:

One issue that may need to be taken into account in
considering discharge of natural persons engaged
in a business undertaking is the intersection of
business indebtedness with consumer indebtedness.
Recognizing that different approaches are taken to
the insolvency of natural persons (in some States a
natural person cannot be declared bankrupt at all,
while in others there is a requirement for the person
to have acted in the capacity of a “merchant”) and
that many States do not have a developed consumer
insolvency system, a number of States have
insolvency laws that seek to distinguish between
those who are simply consumer debtors and those
whose liabilities arise from small businesses. Since
consumer credit is often used to finance small
business either as start-up capital or for operating
funds, it may not always be possible to separate the
debts into clear categories. For that reason, where
a legal system recognizes both consumer and
business debt, it may not be feasible to have rules
on the business debts of natural persons that differ
from the rules applicable to consumer debts.

Part three of the Legislative Guide addresses
the treatment of enterprise groups in insolvency,
both nationally and internationally; it is not
directly applicable to the overwhelming majority
of MSMEs and there is no specific reference to
smaller debtor companies in this section. Part four
of the Legislative Guide focuses on the obligations
that might be imposed on the directors and officers
responsible for making decisions when an enterprise
faces insolvency or becomes insolvent. This section
refers to family members and senior employees of
small family-owned companies being considered
de facto directors, some criteria for that assessment,
and potential resultant liability. The UNCITRAL
Model Law on Cross-Border Insolvency (1997) and
its Guide to Enactment make no specific reference
to MSMEs.

Part I C of the World Bank Principles contains the
legal framework for insolvency and deals with
different stages of the process, including the due
process, commencement criteria, governance of
insolvency processes, administration, claims and
claims resolution procedures, and reorganization
proceedings. While some of the Principles are more
relevant to MSMEs than others, there is little or no
specific reference to MSMEs.

Both documents reflect how insolvency systems
have been designed in many States. Such systems
have been designed with larger enterprises in
mind, assuming “an extensive insolvency estate of
significant worth, and the presence of creditors and
other stakeholders with sufficient value at stake that
they participate in and oversee the process.”

In April 2014, after an extensive and thorough
preliminary analysis, UNCITRAL’s Insolvency
Working Group V declared that “the mechanisms
provided by the Legislative Guide were not
sufficient to address all of the needs of MSMEs;
thorough treatment of the issues would require
both a consideration of matters not yet addressed
in the Legislative Guide as well as the tailoring
of solutions already in the Legislative Guide
to specifically address MSMEs.” The Group
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observed, for example, that “the application of
elements of the insolvency law, such as creditor
committees, the central role of the courts and
extensive involvement of insolvency professionals,
might not be appropriate for MSME regimes.”*®

The World Bank, while it has dedicated considerable
resources to the financing and education of
MSMEs, also does not have a specific approach
to MSME insolvency that addresses the problems
identified above. Its extensive studies acknowledge
that MSMEs are collectively the largest employers
in many low-income countries, facing barriers to
access to capital and financial services. The World
Bank has developed a wide range of available
instruments to help meet the challenge of MSME
finance, including data analysis, financing, risk-
sharing, technical assistance, a financial inclusion
support framework, and working globally with
standard-setting bodies to develop guidelines,
standards, and good practices. However, to date,
there has not been the development of similar
instruments and policies expressly aimed at MSME
insolvency. The World Bank Insolvency and
Creditor/Debtor Regimes Task Force, Report of the
Working Group on the Treatment of the Insolvency
of Natural Persons very briefly mentions small
business in the context of overlap of consumer
and business credit in small businesses. Hence,
the current Task Force offers the potential to make
a significant contribution to the development of
instruments and approaches to MSME insolvency
that address the core problems with the current
framework.

RESPONSES TO MSME INSOLVENCY
ISSUES

Jurisdictions around the world have taken steps to
accommodate MSMEs through what they perceive
to be more appropriate insolvency legislation. A few
jurisdictions, such as Japan and Korea, have enacted
new legislations that create tailor-made MSME
insolvency procedures. In these jurisdictions, the
insolvency framework that applies to MSMEs is
different from the “general” insolvency framework.
Other jurisdictions, such as Argentina and the 17

countries that are part of the Organization for the
Harmonization of Business Laws in Africa(OHADA)
eliminate certain requirements when dealing with
MSMEs as compared to larger enterprises or
focus on making insolvency proceedings faster for
MSMEs, such as India and the United States. These
latter models of insolvency frameworks generally
represent tweaking, and not significant changing,
of the “general” framework. The countries included
in this report were selected as a sample only. There
are several other regimes (including, but not limited
to Iceland, Portugal, etc.) whose MSME-specific
provisions deserve to be studied more in depth as
well.

An important distinction must be drawn between
“small cases” and “MSME-specific” procedures.
Many jurisdictions adopt legislation that applies to
“small cases,” and the eligibility criteria for these
proceedings often coincide with the requirements
to be considered a MSME. The general idea that
if an enterprise meets a certain threshold — such as
the number-of-employees or revenue criterion — it
is assumed to be a MSME and therefore subject to
a special proceeding that may reduce formalities,
shorten deadlines, reduce certain fees, etc. However,
a criterion based on the number of creditors is also
frequently used to separate small and standard
cases. In such examples, enterprises that may not
commonly be seen as MSMEs may fall under
the “small case” criteria. If considered by itself,
this number-of-creditors criterion means that a
company — no matter its size by other measurements
— is subject to a “small case proceeding” simply
because it has a number of creditors below a certain
threshold. As seen in the country examples below,
some countries have adopted this path — in those
cases, we conclude that although MSMEs might
not be the exclusive beneficiaries of “small case”
proceedings, such proceedings are the one generally
applicable to MSME:s.

The following case studies show how select countries
structure their MSME insolvency procedures. The
insolvency frameworks are organized based on
one of two categories: frameworks that eliminate
elements of a “general” insolvency procedure, and
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frameworks that are tailored to MSMEs. Although
the case studies are divided into categories, they
are not mutually exclusive, so the category each
jurisdiction is assigned is based on its dominant
traits. Given the recent nature of several of the
country examples included below, consideration
should be given to further explore the success stories
and impacts of each regime, in future publications.

Insolvency Regimes that Eliminate Certain
Elements of the Proceeding or Shorten
Timelines

Some jurisdictions opt to modify certain parts of
the “general” insolvency proceeding for MSMEs.
For example, in Argentina, there are no longer
creditor committees and some fees have been
either eliminated or reduced. Similarly, in OHADA
countries, certain document filings are not required,
and documents that are difficult to produce or to
fully complete do not need to be filed provided the
debtor files an acceptable explanation.

Some insolvency systems make few exceptions for
“small cases” except for changes in the length of
the insolvency proceedings. In India, the insolvency
regime that was approved in 2016 provides for a
“fast-track” for MSMEs — that is, enterprises that
meet certain criteria may have shorter deadlines
and reduced timeframes in which to conduct an
insolvency proceeding. In the United States, some
deadlines are reduced while other deadlines, such as
the length of a reorganization plan, are eliminated.
The framework adopted by OHADA would also fit
into this category as it imposes shorter timeframes
than do regular proceedings.

ARGENTINA

Eligibility to be considered “small case”: Under
the Ley de Concursos 24522 (Bankruptcy and
Liquidation Law) are Arts. 288 — 89 that address
small reorganizations and liquidations. To qualify
for special treatment under the above Articles, the
debtormusthave one ofthe following characteristics:
(1) liabilities do not exceed a sum that is equivalent
to 300 minimum wage payment (approximately
USD 154,652 at the August 2016 exchange rate);

(2) there are no more than 20 unsecured creditors;
or (3) there are no more than 20 employees. If one
of the requirements is met, then the legislation
contemplates a series of consequences. The “small
case” procedure is triggered ex-officio, regardless
of whether the debtor or the creditor files.

What are the main differences between the process
for “small cases” and the general insolvency
process?

The law contemplates four differences for “small
cases,” in contrast to large cases:

* The formalities for the debtor to open the process
are lighter. One of the main simplifications refers
to the filing requirements. While the general
insolvency procedure requires the debtor filing
for reorganization to attach a certified opinion of
a certified public accountant (CPA) on both the
list of creditors and the list of assets, the opinion
from the certified public accountant is merely
optional for “small cases,” according to Art. 289
LCQ.

* The establishment of a creditors’ committee
is not mandatory, in contrast to the general
insolvency process.

* The special proceedings specified in Art. 48 do
not apply. Art. 48 opens up the opportunity for
creditors to compete with the debtor in offering
alternative restructuring proposals. In other
words, according to Art. 48, when creditors do
not ratify a reorganization plan proposed by the
debtor, instead of leading to bankruptcy directly,
it opens a process during which any creditor or
interested party may file an offer to purchase the
equity capital of the company.

* Finally, the insolvency practitioner’s functions
do not end with the ratification of the agreement,
unless creditors determine so. The rationale is
that typically a creditors’ committee controls
the reorganization agreement; this is optional in
“small cases.”

The application of the “small procedure” does
not have any consequences in terms of shortening
deadlines, unlike some other jurisdictions below.
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GERMANY

Eligibility to be considered “small case”: The
German Insolvency Code (Insolvenzordnung)
submits “small insolvencies” to the same process as
envisaged for consumer insolvencies. Specifically,
Part Nine of the Code applies to consumers
(consumer is defined as a natural person who
pursues or has pursued no self-employed business
activity) and also to other debtors who have pursued
self-employed activity provided that their assets are
comprehensible and no claims exist against them
from employment contracts (Art. 304). The assets
of a debtor are considered comprehensible if the
debtor has 20 or fewer creditors at the time the
request is made to open insolvency proceedings.

The number of employees and revenues from the
company do not determine its eligibility as a “small
case.”

What are the main differences between the process
for “small cases” and the general insolvency
process?

In general, the Insolvency Code envisages a
simplified, pre-packaged restructuring procedure
for the reorganization of the debtor’s business in
the cases described above. Art. 304 includes three
steps:

* Step 1. Attempt of extra-judicial settlement:
Consumers and small debtors (as defined
above) are required to attempt an out-of-court
settlement before filing for the commencement
of formal proceedings. One of the reasons
for this obligation is that the courts cannot be
burdened with too many insolvency proceedings.
Therefore, the debtor must submit, together with
the filing request, a certificate issued by a suitable
person or authority (or “agency”) that, within the
last six months before the filing, an unsuccessful
attempt has been made to settle out of court with
the creditors on the basis of an enclosed plan.
Art. 305 specifies that the primary reasons for
the plans failure must be explained. The federal
states can determine which preconditions an
agency or person has to meet to be regarded
as “suitable” according to the law. Suitable
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agencies are, for example, the debtor advisory
agencies of the welfare organizations. Suitable
persons are typically the lawyers.

Step 2. The judicial settlement plan-
proceedings: If the extra-judicial attempt to
reach a settlement with the creditors fails, the
debtor can file a request to open insolvency
proceedings. Besides the certificate of the
suitable agency or person, the debtor must
submit a settlement plan and records of its assets
and its income, its creditors and its debts. Since
the law envisages a pre-packaged procedure,
the debtor must submit (upon petition) this plan
for the settlement of its debts (Art. 305[4]). The
settlement plan has to contain all provisions that
are suitable for an appropriate settlement of the
debts. It can be identical to the plan on which
the debtor’s extra-judicial settlement attempts
were based. The courts accept even a so-
called “zero-plan.” These are settlement plans
of debtors with no income and no assets and
that provide no payments to the creditors. The
effect of the acceptance of the “zero-plans” by
the court is that debtors either in the settlement
plan-proceedings or at the latest after the six
years of the discharge proceedings can be freed
of their debts even if they cannot pay anything
to their creditors. Upon submission of the
petition, the court will suspend proceedings for a
maximum period of three months (Art. 306) and
communicate the plan (along with the inventory)
to the creditors designated by the debtor, in
addition to a request to submit their objections
or comments within a month (Art. 307[1]). If
no objections have been voiced against the plan,
then it shall be deemed approved and binding
upon the parties in the same manner as a civil
settlement under the civil code (Art. 308). As
a result, the approval process for the plan is
expedited. If, on the other hand, objections
have been voiced by creditors, the court may
nevertheless set them aside if the plan has
been approved by more than half of the total
creditors holding more than half of total claims
(Art. 309[1]). If, however, a dissenting creditor:
(1) does not participate in the plan on equal



terms; (2) is likely to be placed at an economic
disadvantage in comparison to the outcome of
opening formal insolvency proceedings; or (3)
manages to cast serious doubts on the existence
or the exact amount of a claim in a manner that
affects whether the participation of a creditor in
the plan should continue, then the court will not
confirm the plan and ordinary reorganization
proceedings will be reopened ex-officio (Art.
311). Where the majority of the creditors object
to the plan, the settlement plan-proceedings end
and insolvency proceedings are opened.

» Step 3. Insolvency and discharge proceedings:
After the failure of judicial settlement plan-
proceedings and if the bankruptcy estate covers
the costs of the proceedings, the insolvency
proceedings are opened. The court appoints
a trustee who liquidates the estate of the
debtor and distributes the proceeds among the
creditors. After that, over the next five to six
years, the debtor has to transfer all his attachable
wage claims to a trustee to be appointed by
the court. The trustee distributes the collected
money among the creditors once a year. Wage
assignments or wage pledges of the debtor remain
valid for a period of two years after the opening
of the insolvency proceedings. Only after this
period can the trustee seize the attachable part of
the wages. After six years, the court decides on
the discharge of debts. The discharge shall be for
the benefit of honest debtors only.®

GREECE

Eligibility to be considered “small case”: The
Greek Insolvency Code makes provisions for “small
insolvencies.” Under Art. 162 of the Code, debtors
whose inventory (estate) is less than EUR 100,000
(approximately USD 107,255) can undergo the
simplified insolvency procedure.

Number of employees and number of creditors do
not determine eligibility as a “small case.”

What are the main differences between the process for
“small cases” and the general insolvency process?

The benefits of the simplified insolvency procedure
are that it provides for an expedited process for the
verification of creditors’ claims and for resolving
contested claims. In particular, if a creditor presents
any challenges to the procedure for the verification
of claims or objects to the final list of creditors,
the supervising judge and not the court as a whole
(as is the case in general proceedings) makes
the decision by summary motion. The creditor
can then object to the court, which issues a final
decision provided that the claim does not exceed
EUR 80,000 (approximately USD 85,000) (Art.
163). The simplified procedure therefore has only a
limited scope and does not extend to any aspects of
the procedure other than the verification of claims.

In light of the rising number of nonperforming
loans (NPLs) affecting SMEs in Greece, the
simplified procedure was deemed inadequate. Law
4307/14 introduced a new, voluntary, out-of-court
restructuring framework for SMEs as described
below.

Eligibility to use the restructuring framework of
the law: The law aims to facilitate an adjustment of
debts for small enterprises and professionals. Small
enterprises are identified as businesses that, for the
year ending on December 31, 2013, had a turnover
of less than EUR 2.5 million (approximately USD
2.7 million), whereas professionals are defined as
legal or natural persons who are registered on a
special registry in order to conduct their businesses
and for the year ending on December 31, 2013,
and had a turnover of less than EUR 2.5 million
(approximately USD 2.7 million). As a result, the
law covers not only commercial enterprises but
also persons pursuing non-commercial business
activities such as mechanics, doctors, pharmacists,
etc. Furthermore, the persons described above need
to fulfill the following requirements in order to
be able to utilize the framework provided by the
law: (1) they must not be subject to any procedure
under law 3869/2010 on the restructuring of debts
of natural persons; (2) they must be active in
business and not subject to any formal insolvency
procedure under the Greek Insolvency Code; and
(3) the persons in charge of the business or the
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professionals themselves must not have been
convicted of tax evasion, trafficking, racketeering,
or any form of fraud against the State.

What are the main differences between the
framework envisaged by the law and the general
insolvency process?

Under Art. 61, debtors may request a write-down
of their financial obligations from their lenders
(defined as banks and other credit institutions)
according to the framework. A debtor’s write-
down can amount to no more than EUR 500,000
(approximately USD 536,225) per debtor but (1) at
the same time must include at least 50 percent of the
credit institutions’ total claims; or (2) following the
write-down, the outstanding debts do not constitute
more than 75 percent of the debtor’s net financial
position. The credit institutions are free to accept or
reject such a proposed write-down or offer it under
different terms.

INDIA

Eligibility to be considered “small case”: The
Indian Insolvency and Bankruptcy Code of 2016
(IBC) contains a “fast track corporate insolvency
resolution process” (Arts. 55 — 58), which applies
to: (1) debtors with assets and income below a
level prescribed by the Central Government; (2)
debtors with a certain number of creditors and a
certain amount of debt prescribed by the Central
Government; and (3) any other type of debtors
prescribed by the Central Government (Art. 55).
The procedure may be initiated either by the debtor
or its creditors upon submission of proof of the
debtor’s insolvency and its eligibility to undergo a
fast-track resolution process (to be determined by
the implementing regulations).

Number of employees does not determine eligibility
as a “small case.”

What are the main differences between the process
for “small cases” and the general insolvency
process?

The fast-track procedure envisages completion
within 90 days as opposed to the ordinary

open-ended process. However, the insolvency
professional petitions the court to extend the 90-
day deadline by an additional 45 days if instructed
to do so by a decision of the creditors’ committee
approved by a 75 percent majority. An extension
may be requested only once and may only be granted
by the Adjudicating Authority if it determines that
the complexity of the case warrants it (Art. 56).

Regarding the rest of the process, the general
provisions of the Insolvency Resolution Procedure
apply “as the context may require” (Art. 58).

OHADA

The Organization for the Harmonization of Business
Laws in Africa, which comprises 17 mostly
West African states, recently adopted a uniform
insolvency law that is directly applicable in all its
member state jurisdictions. Among other reforms,
the law provides for new simplified regulation of
MSMEs, developed in recognition of the fact that
most businesses in the OHADA region are small
scale and that the longer it takes to address their
financial distress, the less likely the possibility of
recovering any assets. The focus of the reforms is
to simplify and reduce the cost of procedures, with
an understanding that while it is more difficult to
reorganize smaller businesses in the same way as
larger ones, there still needs to be an attempt to
rescue them.

Eligibility to be considered “small case”: The
OHADA states ultimately agreed that in the context
of their member state economies, a “‘small business”
would constitute a proprietorship, partnership,
or other legal entity having less than or equal to
20 employees and a turnover not exceeding CFA
franc 50 million (approximately USD 80,000) in
the 12 months prior to proceedings.”’ Moreover, a
small business MSME has the option to select the
simplified proceedings, but is not obliged to do so.”!

The simplified proceedings apply to three of the
four procedures set out in the law, namely réglement
préventif (preventive settlement); redressement
Jjudiciaire (reorganization), and liquidation des
biens (liquidation). They are simplified insofar as
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many of the formalities related to the filings or
hearings are no longer necessary, which facilitates
faster processes.

What are the main differences between the process
for “small cases” and the general insolvency
process?

Réglement préventif (preventive settlement)

The provisions forréglement préventif, or preventive
settlement, are simplified by derogations from the
“main” or overall réglement préventif proceeding.
They provide that any small business as defined
above may open proceedings before it is insolvent.
The filing requirements are also simplified. For
instance, the procedure can be opened even when no
plan or arrangement has been provided, and although
documents demonstrating the financial situation of
the small business need to be filed, they do not need
to be audited or include comprehensive financial
statements or cash-flow statements as required
for the regular proceeding.” In the event that any
other documents required cannot be provided or are
incomplete, the request must indicate the reason for
their absence or incompleteness. As stated above,
the debtor may request regular proceedings instead
of the simplified procedure. The decision of the
competent court to apply the simplified procedure
is not subject to appeal. The simplified procedure
not only imposes shorter timeframes compared
to the general procedure, it also stipulates that
the administrator must file the debtor-creditor
agreement within two months after the opening
of proceedings instead of the regular three (with
a possible extension of 15 days instead of one
month). The restructuring plan must be prepared by
the debtor with the assistance of the administrator
and can have simpler content than the plan under
the general proceeding. This may include the
settlement of liabilities, particularly the terms and
conditions for the discharge of liabilities, write-offs,
time extensions, the persons required to perform
the arrangement, and, if applicable, the guarantees
provided to ensure the plan’s implementation. The
court may order that the administrator remains in
place to monitor the implementation of the plan.

Redressement judiciaire (reorganization)

As with preventive settlement, the form of
simplified reorganization proceedings is derogation
from the general reorganization process.”” As with
the general proceeding, the filing must be made by
a debtor within 30 days of insolvency (using the
cash-flow test), but with fewer documents required,
and must be accompanied by a sworn statement
attesting that the case meets the conditions of a
simplified reorganization. The reorganization plan
must be filed within 45 days of the declaration
of insolvency.” Unlike the more detailed
reorganization plan in the general reorganization
process, in the simplified proceeding the plan may
be limited to payment terms, debt relief, and the
possible guarantees that the entrepreneur must make
to ensure its execution. The financial statements
and economic records do not have to be submitted
with the simplified reorganization plan.” The court
can decide to convert a general reorganization to a
simplified reorganization within 30 days of opening
the proceedings following representations from
the administrator.”® At the request of the debtor or
administrator, the court can decide not to follow the
simplified reorganization process.

Liquidation des biens (liquidation)

The conditions for opening the simplified
liquidation are the same as for reorganization.
However, in addition to meeting the definition of
small business, there is an additional condition that
the debtor does not own any immovable property. A
sworn statement that the debtor meets the relevant
conditions for a simplified liquidation proceeding
must also be submitted. After the opening of a
liquidation proceeding, the liquidator may prepare
and file a report with the competent court within
30 days of appointment. On the basis of the report,
the court may apply a simplified liquidation
procedure after having heard or summoned the
debtor. The court has the right to refuse to apply
the simplified liquidation proceedings, even if the
relevant conditions are met. Unlike with the general
liquidation proceeding, the court may determine
that the sale of the debtor’s property should be a
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private sale agreement.”” The trustee must take
action on the agreement within 90 days. Any
remaining property is sold at public auction.”

UNITED STATES

Eligibility to be considered “small case”: In 2005,
the United States introduced a simplified, expedited
reorganization process for “small business debtors”
in Chapter 11 of the U.S. Bankruptcy Code. Small
business debtors are classified as such based on
a two-part test: (1) the debtor is engaged in non—
real estate activity with total fixed debts of USD
2,566,050 or less; and (2) the U.S. Trustee has not
appointed a committee of unsecured creditors, or
the court has determined that the committee of
unsecured creditors is not sufficiently active and
representative to provide effective oversight of the
debtor.

What are the main differences between the process
for “small cases” and the general insolvency
process?

The main aspects of this process are simplified
voting requirements, shorter deadlines, and more
stringent oversight and reporting obligations. More
specifically, a small business debtor must attach its

most recent balance sheet, statement of operations,
cash-flow statement, and federal tax return to the
bankruptcy petition when it files for Chapter 11.
The exclusivity period for the debtor is longer
(180 days in comparison to 120 days for a regular
debtor); however, the debtor is under a rather strict
300-day deadline to propose a plan, which has to
be approved within 45 days of filing. Nevertheless,
the debtor may file a reorganization plan without
filing a separate disclosure statement if the court
determines that adequate information is contained
in the plan. An additional advantage is that the law
sets no limit on the duration of the reorganization
plan, which is favorable for small businesses
that need additional time to restructure their
mortgage or equipment loans. During the course of
proceedings, a small business debtor is also under
stricter monitoring by the U.S. Trustee, who must
investigate the debtor’s viability, inquire about its
business plan, review and monitor the debtor’s
activities, and, as appropriate, seek dismissal of the
case for cause, including a belief that the debtor is
not viable or is otherwise unable to confirm a plan.
Finally, during the case, the small business debtor
must also file with the court periodic financial and
other reports on its cash flow and profitability.
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Eligibility to be considered small case”

Argentina
To qualify
for special
treatment, the
debtor must
have one of
the following

characteristics:

(1) liabilities
do not exceed
300 minimum
wages
(approx. USD
154,652 at
August 2016
exchange
rate); (2) no
more than 20
unsecured
creditors;

or (3) no
more than 20
employees.

Germany

The assets of

a debtor are
considered
comprehensible
if the debtor
has 20 or fewer
creditors at the
time the request
is made to open
insolvency
proceedings.

Number of
employees and
revenues from
the company do
not determine
its eligibility as
a “small case.”

Greece

Under Art. 162
of the Code,
debtors whose
inventory (es-
tate) is less than
EUR 100,000
(approx. USD
107,255 at
April 21, 2017,
exchange rate)
can undergo
the simplified
insolvency
procedure.

Number of
employees

and number of
creditors do not
determine its
eligibility as a
“small case.”

India

Under Art. 55

- 58 of the new
Indian Insolven-
cy and Bank-
ruptcy Code

of 2016 (IBC):
(1) a debtor
with assets and
income below a
level prescribed
by the Central
Government; (2)
a debtor with a
certain number
of creditors and
a certain amount
of debt as pre-
scribed by the
Central Govern-
ment; and (3)
any other type
of debtors as
prescribed by the
Central Govern-
ment.

Number of
employees does
not determine
eligibility as a
“small case.”
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OHADA

A “small
business”
constitutes a
proprietorship,
partnership,

or other legal
entity having
20 or fewer
employees and
a turnover not
exceeding CFA
francs 50 mil-
lion (approx.
USD 80,000)
in the 12
months prior
to proceedings.

United States

A “small busi-
ness” debtor is
classified as such
based on a two-
part test: (1) the
debtor is engaged
in non—real
estate activity
with total fixed
debts of USD
2,566,050 or
less; and (2) the
U.S. Trustee has
not appointed

a committee of
unsecured credi-
tors or the court
has determined
that the commit-
tee of unsecured
creditors is not
sufficiently ac-
tive and rep-
resentative to
provide effective
oversight of the
debtor.



Jurisdictions with Comprehensive MSME
Legislation

Some countries, like Japan and Korea, adopt
comprehensive laws that are specifically designed
to apply to MSMEs. The legislation in the following
countries is considered comprehensive because
it is specifically designed to apply to MSME
insolvency. It does not merely eliminate an element
of a “general” insolvency framework or reduce a
timeline, but rather creates a framework for MSME
insolvency that is significantly different from the
framework applied to larger enterprises in the same
jurisdiction.

JAPAN

Eligibility to be considered “small case”: Even
though the general civil rehabilitation procedure
is primarily, albeit not exclusively, aimed at the
restructuring of MSMEs, the Civil Rehabilitation
Act of Japan (Act No. 225 of December 22,
1999) also contains special provisions on the
rehabilitation of individuals with small-scale debts.
These provisions apply to an individual debtor, who
is likely to earn income continuously or regularly
in the future and whose total claims amount to less
than JPY 50 million (USD 455,000).” As a result,
these provisions only apply to consumers and small
individual proprietors.

Number of employees and number of creditors do
not determine eligibility as a “small case.”

What are the main differences between the process
for “small cases” and the general insolvency
process?

Some of the main differences can be summarized
as follows: First, in small cases, creditors are not
generally required to file their claims with the court,
because the claims are regarded as filed when the
schedule of the creditors is prepared by the debtor
and submitted to the court. The debtor is required
to prepare the schedule of the creditors and submit
it to the court so that the case is regarded as a small
case. Second, any avoidance claim would not be

permitted in a small case. Third, under the general
rehabilitation process, though the content of any
modification of rights based on a rehabilitation
plan shall apply equally to rehabilitation creditors,
it would be possible to make certain differences
among creditors if the legal requirement were
satisfied. On the other hand, under a small case, such
discrimination among creditors in the rehabilitation
plan is not allowed.

Unlike in general civil rehabilitation proceedings,
where the court appoints a supervisor to oversee
the debtor’s conduct of business, in small cases
the court is allowed to appoint an “individual
rehabilitation commissioner,” who may be
assigned with one or more of the following tasks:
(1) investigating the status of the rehabilitation
debtor’s property and income; (2) assisting the
court in the valuation of rehabilitation claim; and/
or (3) making recommendations necessary for the
rehabilitation debtor to prepare a proper proposed
rehabilitation plan (Art. 223). As a result, the
individual rehabilitation commissioner does not
interfere significantly with the debtor and also does
not impose such high costs on proceedings.

Another benefit of this special process relates to
less stringent procedural requirements for proof and
objection of claims (Art. 226) as well as a general
exemption of the debtor from the duty to prepare
balance sheets (Art. 228). In particular, when a
debtor or creditor(s) file an objection to a claim,
the court reviews the legitimacy or amount of the
claim in summary, rather than plenary, proceedings.
The court makes a binding decision only on the
creditors’ voting rights in the creditors’ meeting,
and there are no provisions for appeal.

In addition, the law specifies that a rehabilitation
plan may only provide for an extension of the term
of the debt if it meets the following requirements:
(1) the payment plan specifies that the creditor
receives a payment more than once in three months;
and (2) the extension may not exceed three years
from the date of the confirmation of the plan, and in
special circumstances five years (Art. 229). The law
also adopts a “negative approval standard” for the
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approval of the rehabilitation plan by the creditors.
More specifically, a plan is accepted if the creditors
that reject the plan in writing are owed half or less
of the total allowed claims and number less than
half of all the creditors (Art. 230). Following the
creditors’ approval, the court will confirm the plan
if: (1) creditors receive at least as much as they
would in liquidation; and (2) the minimum payment
thresholds prescribed by the law are met. These
minimum payment thresholds are (1) 20 percent of
the face value of total claims if the total amount of
such claims are JPY 30 million (USD 273,000) or
less; and (2) 10 percent of the face value of total
claims if the total amount of such claims is over
JPY 30 million (USD 273,000) and JPY 50 million
(USD 455,000) or less (Art. 231).

KOREA

Eligibility to be considered “small case”: Korea
recently introduced a specialized procedure for
small businesses (Small Business Rehabilitation
[SBR] Procedure). In order to request the opening
of this specialized procedure, the debtor: (1) has to
be a business income earner (not a wage income
earner); (2) may be an individual or a legal entity;
and (3) must have less than KRW 3 billion (USD
2.57 million) in total secured and unsecured debts.
Only debtors may commence this simplified
procedure.

What are the main differences between the process
for “small cases” and the general insolvency
process?

Upon the opening of the court proceedings, a
trustee is not appointed and the debtor (or in the
case of a legal entity, the debtor’s managers) retains
the management of the business. Furthermore, as
with general proceedings, an examiner is appointed
to assess the debtor’s financial condition. In the
SBR procedure, however, the examiner is usually
an experienced deputy court clerk (in the case
of an individual debtor) or an accounting firm
(in the case of a legal entity debtor) and uses a
simplified accounting method compared to general
proceedings. In addition, there is no fee for a
court clerk. The small business procedure also
simplifies the requirements for the approval of a
plan. Under ordinary business rehabilitation, a plan
needs to be approved by at least three quarters of
the amount of secured claims allowed and of the
amount of unsecured claims. Under the SBR, the
requirement of secured creditors is the same, but,
as for unsecured creditors, approval is required
by either two thirds of the amount of total claims
or one half of the amount of total claims and one
half of the number of total creditors. This way it is
harder for one major creditor to block the approval
of the reorganization plan.
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Conclusions of the World Bank ICR Task
Force Meeting
September 19, 2016 - Washington, DC

MSMES FACE SPECIFIC CHALLENGES IN
INSOLVENCY FRAMEWORKS

Task Force Members agreed with the challenges
confronting MSMEs listed in the Report. Members
noted that even if these challenges are also ones that
larger enterprises face, they are often exacerbated
and more acutely felt by MSMEs. The challenges
discussed earlier in the report were:

* Complex insolvency systems. Many country
insolvency frameworks are too complex for
unsophisticated MSMEs to use and understand.
The complexity and stigma of the procedure
can act as a disincentive to access the system
in a timely way. Further, these frameworks are
likely to be costly and time intensive. At a period
when the enterprise is facing financial difficulty,
entrepreneurs may not have the funding or time
required to complete an insolvency process
designed with large corporations in mind.
Also, MSMEs often have little liquidity at their
disposal and are less sophisticated than larger
corporations. A temporary and minor lack of
liquidity could rapidly spiral into liquidation
in a way it may not for a larger business and
thus MSMEs are more affected by insolvency
procedures that prevent re-entry into economic
life. Insolvency procedures for MSMESs, which
are rapid, simple to follow (e.g., with easy-to-use
forms), and have minimal court involvement,
may improve participation, increase debt
recovery, and enable entrepreneurs to get back
to their activities faster.

* Creditor passivity. Large creditors often do
not have the financial incentive to spend time
and resources dealing with MSMESs’ relatively
smaller debt cases considering they may not even
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recoup their costs for recovery. Participating
actively in a complex restructuring process is
often an expensive task, even for sophisticated
creditors. Therefore, efficiencies may be lost if
viable small businesses’ assets are enforced by
secured creditors at the first sign of financial
distress and unsecured creditors remain passive.

Limited information. Information transparency
to creditors and other relevant parties aids the
insolvency process to run smoothly. Information
disclosure builds trust between parties and leads
to a better understanding of the debtors’ financial
position, enabling creditors and insolvency
administrators, as well as other relevant parties,
to make an objective assessment of the viability
of a debtor’s business. However, many debtor
MSME:s often lack good recordkeeping systems.
They also frequently have little incentives to
seek the help of financial professionals or do not
see a need to keep records in the first place.

Accessing financing during the proceeding.
Many insolvency systems do not incentivize
provision for MSME access to financing post
filing in an insolvency procedure. However,
financing, particularly fresh funds, are vital
to MSME survival, especially when they face
financial distress.

Insufficient assets to fund the insolvency
proceeding. MSMEs may not commence an
insolvency procedure because they wait too
long to file a petition and the remaining funds
are insufficient to cover even administrative
costs and fees. Two approaches are common in
cases where no assets remain: not opening the
case or establishing a common fund to pay for
the insolvency process. A deeper analysis of the



impact of each in practice may be beneficial to
better understand which works best in practice.

In addition to the above, the Task Force suggested
two challenges that were not included in the draft
Report circulated to the Task Force prior to the
September 2016 meeting.

* First, micro and small entrepreneurs face
particular difficulties with a mix of personal
and corporate debt when under financial
stress. In an insolvency situation, the failure of
the enterprise could lead to severe consequences
for the entrepreneur and their family associated
with many personal insolvency regimes. For
example, if a business defaults on a loan that
the entrepreneur personally guaranteed, the -
guarantor is personally liable to repay the
business debt. If that debt cannot be paid back
or renegotiated, the entrepreneur may have to
resort to personal bankruptcy. However, some
countries do not have personal insolvency laws,
and others with personal insolvency laws may
have no discharge or a long waiting period
before discharge, as well as heavy penalties
for personal bankruptcy. This could result in
the entrepreneur being unable or unwilling to
re-enter the market productively and therefore |,
lower growth overall. Adding to this problem,
insolvency frameworks often lack the ability
to register one-person business units. Such
business units may be easier for entrepreneurs to
formally register, enabling more entrepreneurs
to have recourse to corporate insolvency law
instead of relying on personal insolvency law,
if such a framework exists in the country. The
discussion during the 2016 Task Force led to the
inclusion of Chapter I11.B.v. of this report.

* Second, the Task Force raised the issue
of involving taxation authorities in the
insolvency framework. Members noted that
in many countries taxation authorities did not
actively contribute to the objectives of the
insolvency framework of maximizing value
and saving viable enterprises. Instead, many tax
authorities participated purely to recover debts
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owed. For example, some tax authorities cannot
provide debt forgiveness, which may stifle
attempts to resolve insolvency and rehabilitate
a viable enterprise. Certain countries also do
not provide tax incentives for tax write-offs for
bad or renegotiated debts, leaving less incentive
for creditors to agree to restructurings. This is
particularly important for MSMEs, because the
amount of assets is often small compared to the
restructuring costs; any additional incentive for
creditors to restructure could have a positive
impact.

Task Force Recommendations: The Definition of
MSME and Existing Insolvency Framework

The Task Force recommended that the
definition of MSME should not be overly
prescriptive. Members observed that the
definition of MSME varies around the world. As
noted in the Report, such a definition may include
features such as the number of employees,
sales, or loan size. Each jurisdiction may
have legitimate local reasons for its particular
definition of MSME, so the Task Force did not
recommend making any one definition definitive
in order to allow for flexibility.

The Task Force also suggested modification of
the existing insolvency framework rather than
a separate regime for MSMEs, as a preliminary
position. However, further investigation is
needed to come to a final conclusion on this point.
At the meeting, a number of MSME insolvency
framework country examples were discussed. The
Task Force noted that, for many countries, simple
modifications to existing insolvency frameworks
could be the most practical and efficient method
of taking into account the distinctiveness of
MSME:s at this stage. This contrasts with other
approaches, which create an entirely separate
regime for MSME insolvency. Such approaches
may be appropriate for developed countries with
more resources and a robust legal environment.
However, they would not likely be effectively
implemented in many developing countries, as
they may lack the resources and infrastructure



necessary for implementation. It was agreed that
further discussion on the impact that both types
of approaches have had in practice is needed to
come to a definitive conclusion in this regard.

Other Considerations -
Assistance to the Debtor

Liquidation and

The Task Force discussed a number of other
considerations for policymakers in designing an
insolvency framework that specifically considers
MSME:s.

* The Task Force noted that the majority of
MSMEs facing insolvency are more likely to
liquidate. Only a small fraction is likely to be
able to take advantage of a restructuring regime.
Therefore, it was recommended that frameworks
should not only focus on restructuring, but
should also take into account that the majority of
cases will end in liquidation.

* The Task Force noted the importance of non-
judicial assistance. Since MSMEs often lack
financial and legal sophistication and insolvency
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procedures  frequently require  production
of financial and legal documents as well as
navigation through complex legal processes, the
Task Force suggested that jurisdictions might want
to consider furnishing the MSME debtor with
non-judicial assistance. Such assistance could
take the form of mediation, debt counselling,
financial education, or the appointment of a
trustee. However, members noted that there was
an outstanding question of who would fund such
assistance.

Further Exploration Warranted

Given the Task Force’s discussion on these
challenges, Members agreed that further exploration
into whether the World Bank ICR Principles should
be amended to treat MSMEs was warranted.
Therefore, the Members recommended that the
Bank, along with its partners, should further study
whether the Principles should provide specific

guidance for dealing with MSMEs.
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