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Abstract

Micro-, small-, and medium-sized enterprises (MSMEs)

represent the vast majority of businesses in most coun-

tries around the world. Despite the economic relevance

of these firms, most insolvency jurisdictions do not pro-

vide adequate responses to MSMEs. Moreover, with a

few exceptions, the academic literature on insolvency

law has not traditionally focused on the treatment of

MSMEs in insolvency. This article seeks to contribute

to the debate by exploring the primary features and

problems of MSMEs in insolvency as well as the weak-

nesses of the ordinary insolvency framework to deal

with MSMEs. It also provides a general overview of the

primary reforms and policy recommendations taking

place around the world to deal with MSMEs in insol-

vency. The article concludes by suggesting several strat-

egies to design an efficient insolvency framework for

MSMEs.

1 | INTRODUCTION

Micro-, small-, and medium-sized enterprises (MSMEs) represent about 90% of businesses and
more than 50% of employment worldwide.1 Therefore, they play an essential role in most
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countries around the world and even more in emerging markets.2 Despite the economic impor-
tance of small firms, most insolvency jurisdictions do not provide adequate responses to
MSMEs. Moreover, with a few exceptions, the academic literature on insolvency law has not
traditionally focused on the treatment of MSMEs in insolvency.

The lack of an adequate insolvency framework for MSMEs can generate various costs for
society. Ex post, value can be destroyed if viable firms end up in a piecemeal liquidation or the
assets of non-viable firms are not quickly reallocated toward more productive activities.3 From
an ex ante perspective, an inefficient allocation of assets in insolvency can lead to an increase in
the cost of debt, harming firms' access to finance.4 Moreover, the lack of an attractive exit for
MSMEs may prevent many entrepreneurs from even starting a business. Therefore, an ineffi-
cient insolvency framework can also be harmful for entrepreneurship.

This article seeks to explore the features and problems of MSMEs and insolvency. It also
suggests various policy recommendations to design an efficient insolvency framework for
MSMEs. For that purpose, Section 2 starts by analyzing the concept and features of MSMEs, as
well as the problems these firms generally face in a situation of financial distress. Section 3 ana-
lyzes the weaknesses of the ordinary insolvency system to deal with small firms. Section 4
explains the harmful economic effects generated by the lack of an adequate insolvency frame-
work for MSMEs. Section 5 provides an overview of the primary reforms and policy recommen-
dations suggested or adopted to enhance the insolvency framework for MSMEs. Section 6
suggests a new insolvency framework based on various pillars, including the promotion of
workouts, the adoption of a simplified insolvency process using a system of auctions, a coordi-
nated treatment of personal and corporate insolvency, and various strategies to reduce the
stigma traditionally associated with insolvency proceedings. Section 7 concludes.

2 | UNDERSTANDING THE PROBLEMS AND FEATURES OF
MSMEs

2.1 | Concept and features of MSMEs

The definition of MSME differs across jurisdictions.5 In fact, countries may even adopt different defi-
nitions of small firms depending on the purpose.6 Despite these divergences, however, most MSMEs
around the world share some common features. First, they have very simple organizational struc-
tures. In many cases, MSMEs consist of just a single entrepreneur without any employees.7 Second,
most MSMEs have simple financial structures.8 Indeed, small businesses often have just a few credi-
tors, and they mainly rely on bank finance as their primary source of external finance.9 Third, many
small businesses are not incorporated. Hence, entrepreneurs do not enjoy the benefits associated
with the corporate form, including the existence of limited liability.10 Even if incorporated, the
MSME's shareholder/manager often acts as a guarantor for the company's debts.11 As a result, the
life and welfare of the individuals behind MSMEs are inevitably tied to the business' fate.12

2.2 | Problems arising in financially distressed MSMEs

A situation of insolvency leads to various economic problems that are relatively similar across
companies and industries.13 For example, when debtors are unable to pay their debts, creditors
become entitled to enforce their claims and ultimately seize the debtor's assets. Therefore, their
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individual enforcement actions may end up destroying the going concern value of economically
viable companies.14 Second, the existence of a situation of insolvency may incentivize lenders,
suppliers, and employees to terminate their contractual and business relationships with the
firm, preventing the company from continuing its operations and having access to new
finance.15 Third, when a debtor faces financial trouble, the shareholders—or the directors act-
ing on behalf of the shareholders—may have incentives to engage in a series of opportunistic
behavior that can destroy or divert value at the expense of the creditors. This opportunistic
behavior may include the transfer of assets to related parties, borrowing money in an irresponsi-
ble manner, investing in risky projects in a last attempt to rescue the firm, or just deciding to
keep non-viable firms alive.16 Fourth, negotiating with creditors can be costly. Collective action
problems, asymmetries of information, transaction costs and holdout problems can prevent
debtors from achieving an agreement that can also be beneficial for the creditors.17 In order to
solve these problems, most countries around the world have responded by providing a variety
of regulatory strategies generally included in the insolvency legislation.18

While many of these problems can be found in any financially distressed firm, some of them are
exacerbated in the context of MSMEs, and new problems may emerge. First, unlike many large com-
panies, especially in the United Kingdom and the United States,19 most MSMEs are managed by the
shareholders/owners. Therefore, since the interest of managers and shareholders/owners are
aligned, this situation may exacerbate the risk of opportunistic behavior of shareholders vis-à-vis
creditors potentially existing in a situation of insolvency. Sometimes, this opportunistic behavior by
debtors is generated by a moral hazard problem existing in insolvent firms: if the shareholders have
already lost everything, and the existence of limited liability prevents them from incurring further
losses, they will have incentives to “gamble for resurrection” or keep the company alive—even if it
is not viable—to see if the company's situation improves at some point in the future.20 After all, they
do not face the costs potentially associated with these decisions, but they can recover their invest-
ments in the unlikely event that the company becomes solvent again.

In other cases, however, the decision to keep a firm alive can also be led by emotional and
behavioral factors. These factors can include attachment to the business or cognitive biases such
as over-optimism or those leading to remain married to their original choices even when it is
no longer rational to do so.21 Regardless of the reason, and the good or bad faith of the debtor,
the interest of the creditors will be harmed by keeping non-viable firms alive.

Second, due to a variety of factors, including lack of advice, low bargaining power, reduced
size, and (very often) lack of viability, financially distressed MSMEs usually face more problems
having access to new financing. Therefore, the underinvestment problems potentially generated
in a situation of insolvency can be exacerbated in the context of MSMEs.22

Third, many insolvent MSMEs do not even have assets.23 This lack of assets may make it
harder for MSMEs to obtain the legal and financial advice needed to implement a quick strategy
in a situation of financial distress. This factor, among others (including lack of viability, poor
organizational structures, and low diversification), may help explain why the rate of successful
reorganizations in the context of MSMEs is lower than in large corporations.24

3 | THE WEAKNESSES OF THE TRADITIONAL
INSOLVENCY SYSTEM FOR MSMEs

With a few exceptions, most insolvency jurisdictions around the world subject MSMEs to the
same insolvency framework existing for large companies.25 Traditional insolvency proceedings
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can be particularly costly for MSMEs, especially taking into account the fact that many of these
firms might not even have assets to fund the costs of the procedure.26 Therefore, initiating an
insolvency proceeding is a luxury that many MSMEs cannot afford.27 Even if they can, they face
a second problem: the insolvency procedure may not be suitable for them. The traditional insol-
vency proceedings existing in most countries around the world can be very burdensome, rigid,
and complex for MSMEs.

Furthermore, even if the insolvency framework is suitable for small businesses, there is an
additional problem: many jurisdictions do not provide an effective discharge of debts for indi-
viduals. Therefore, since sole traders and shareholders/managers often act as guarantors for the
company's debts, there should be more coordination between the systems of corporate and per-
sonal insolvency.28 Otherwise, honest but unfortunate sole traders and shareholders/managers
of small companies will not find the insolvency system appealing despite the potential attrac-
tiveness of the corporate insolvency framework, as they do not enjoy an effective discharge of
debts under the personal insolvency regime.

4 | THE HARMFUL ECONOMIC EFFECTS GENERATED BY
NOT HAVING AN EFFICIENT INSOLVENCY FRAMEWORK
FOR MSMEs

The unattractiveness of the insolvency framework for MSMEs can generate various costs for
society. Ex post, it can hamper the reorganization of many viable MSMEs and the rehabilitation
of honest but unfortunate entrepreneurs. Likewise, the assets of non-competitive MSMEs can-
not be used for more productive activities. Therefore, an unattractive insolvency framework for
MSMEs can end up destroying wealth, jobs, and growth. Ex ante, the lack of an attractive exit
for both companies and honest but unfortunate entrepreneurs may discourage entrepreneur-
ship, responsible risk taking, and the use of debt. As a result, an unattractive insolvency frame-
work for MSMEs can ultimately harm entrepreneurship, innovation, and access to finance.
Additionally, as the debtor's assets are not going to be efficiently allocated ex post, an unattrac-
tive insolvency framework for MSMEs may make lenders become more reluctant to extend
credit from an ex ante perspective. Hence, this situation will exacerbate the problems already
faced by many MSMEs to obtain external finance.

5 | LEGISLATIVE AND ACADEMIC PROPOSALS TO
ENHANCE THE INSOLVENCY FRAMEWORK FOR MSMEs

5.1 | International organizations

In 2017, the World Bank published a comprehensive study on MSMEs in insolvency.29 This
study highlighted the primary problems and features of small firms facing financial trouble, as
well as the weaknesses of the ordinary insolvency system in providing an efficient response to
MSMEs. These problems and weaknesses include:

1. the complexity of many insolvency systems for MSMEs;
2. the lack of participation of creditors in insolvency proceedings of MSMEs, either because

they are non-sophisticated creditors (generally unsecured creditors) without the knowledge
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and resources to be part of the process or because they are lenders with security interests
and they prefer to enforce their claims outside of the insolvency system;

3. lack of information about the viability and financial situation of the debtor, which is some-
thing potentially undermining creditors' trust;

4. difficulties having access to external finance;
5. lack of assets to even fund the costs of an insolvency proceeding; and
6. blurred distinctions between the business and the shareholders/managers/sole entrepreneur

behind the firm.

As a result of these problems, the report suggests various recommendations to deal with
MSMEs in insolvency, including:

1. the existence of expeditious liquidation procedures due to the fact that a majority of insol-
vent MSMEs will probably end up in liquidation;

2. promotion of out-of-court assistance to MSMEs such as mediation, debt counselling, and
financial education; and

3. the need to keep exploring various aspects potentially relevant for the design of an appropri-
ate insolvency framework for MSMEs, including the way to fund the procedure, the inter-
section between corporate and personal insolvency in the context of MSMEs, and the need
to implement (or not) specific insolvency frameworks for MSMEs.

One year later, the World Bank published another interesting report providing further guid-
ance on the design of an efficient insolvency framework for MSMEs, and the positive effects
generally associated with the adoption of an efficient system of personal insolvency. One of the
primary conclusions of this report is that an efficient insolvency system for MSMEs should facil-
itate the discharge of debts of the individuals running the MSME. Other proposals mentioned in
this report included:

1. the adoption of simplified restructuring procedures;
2. the adoption of simplified liquidation procedures; and
3. the existence of institutions specifically skilled in and dedicated to MSMEs being used to

administer the MSME-specific process.30

More recently, the United Nations Commission for International Trade Law
(UNCITRAL) also started to work on the treatment of MSMEs in insolvency. In 2019,
UNCITRAL published a draft text, suggesting a simplified insolvency regime for MSMEs.
The main ideas suggested in this text are aligned with those suggested by the World Bank.
Namely, this text suggests that an insolvency regime for MSMEs should ideally meet the fol-
lowing features:

1. putting in place expeditious, simple, flexible, and low-cost insolvency proceedings;
2. making simplified insolvency proceedings easily available and accessible to MSMEs;
3. facilitating a fresh start of the debtor behind the MSME;
4. ensuring protection of persons affected by simplified insolvency proceedings;
5. providing for effective measures to facilitate creditor participation and addressing creditor

disengagement in simplified insolvency proceedings;
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6. implementing an effective sanctions regime to prevent abuse or improper use of the simpli-
fied insolvency regime and to impose appropriate penalties for misconduct; and

7. addressing concerns over the stigmatization of insolvency.31

This text published by UNCITRAL also provides some specific examples and solutions to
implement a simplified insolvency framework. For instance, to reduce the costs and length of
simplified insolvency proceedings for MSMEs, the text suggests various policy recommenda-
tions including:

1. the commencement of insolvency proceedings without the need to prove that the debtor is
unable to pay debts or imposing significant disclosure obligations for debtors;

2. the reduction of formalities of the procedure and the promotion of electronic devices for the
allowance of claims and the sale of assets; and

3. the empowerment of the debtor during the procedure, advocating for a more debtor-in-
possession governance of insolvency proceeding while providing various safeguards to pro-
tect the interest of the creditors.

Other policy recommendations mentioned in the UNCITRAL text include:

1. the enactment of two types of simplified procedures depending on their goal (reorganization
or liquidation);

2. the desirability of designing a “default procedure” and the easy conversion from reorganiza-
tion to liquidation procedures;

3. the need to promote the quick closure of the procedure, even if the insolvency proceeding
(or part of it) can be reopened in cases of bad faith or any other unexpected circum-
stances; and

4. the ability of individual entrepreneurs to enjoy an effective discharge of debts.32

Finally, it is worth mentioning that while UNCITRAL supports the adoption of simpli-
fied insolvency rules for MSMEs, it does not have a strong view on whether this simplified
insolvency framework should be implemented by adjusting some features of the standard
insolvency framework or by establishing a separate simplified insolvency procedure for
MSMEs.33

5.2 | Countries with simplified insolvency frameworks for MSMEs

Many countries around the world have implemented, or are planning to implement, insolvency
frameworks for MSMEs. Jurisdictions with specific insolvency rules for MSMEs include the
United States and Myanmar.34 Other countries, including Australia, Chile, Colombia, and
Singapore, have adopted or are planning to adopt simplified insolvency frameworks as a
response to the coronavirus (COVID-19) pandemic. In some jurisdictions, such as Singapore
and Colombia, these reforms are expected to be implemented temporarily, while other coun-
tries like Myanmar and Australia have adopted a simplified insolvency framework for MSMEs
permanently. Finally, whereas various jurisdictions, including Australia and Singapore, have
opted for simplified insolvency proceedings for MSMEs, other countries only have special rules
for MSMEs.35
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Despite these international divergences, most insolvency responses to MSMEs focus on the
same aspects: reducing the costs and length of the procedure. This is carried out through a vari-
ety of mechanisms, including:

1. the implementation of a simplified restructuring procedure with stringent timelines and
lower formalities for the commencement of the procedure and the approval of a reorganiza-
tion plan36;

2. the implementation of a simplified liquidation process seeking to promote an expeditious
exit for non-viable firms37;

3. the adoption of a debtor-in-possession model for the governance of simplified restructuring
procedures, subjecting the debtor however to the supervision of a monitor or
restructuring expert38; and

4. a more unified treatment of personal and corporate debt.39

5.3 | Views in the academic literature

Designing an efficient insolvency system has traditionally been the cornerstone of the economic liter-
ature on insolvency law.40 However, economists and law and economics scholars have traditionally
paid more attention to the optimal design of a corporate insolvency regime.41 In the legal literature,
corporate insolvency has also been the primary focus of most insolvency scholars.42 In the past years,
however, the treatment of MSMEs in insolvency has increasingly captured the attention of many
legal scholars, leading to various books and several academic articles exploring whether and, if so,
how countries can implement more efficient insolvency frameworks for MSMEs.43

Despite the different views expressed on the optimal design of an insolvency framework for
MSMEs, most scholars seem to agree on various aspects. First, the ordinary insolvency system
is very costly for MSMEs.44 Second, since many businesses are not incorporated, and, even if
they are, the shareholder/manager of the MSME often acts as a guarantor for the company's
debts, any attempt to design an insolvency framework for MSMEs should provide a discharge of
debts for the individuals behind an MSME.45 Finally, providing an effective discharge of debts
for individual entrepreneurs can be a useful tool to promote entrepreneurship.46

6 | BUILDING AN EFFICIENT INSOLVENCY FRAMEWORK
FOR MSMEs

This article argues that an efficient insolvency regime for MSMEs should be based on four pillars. First,
countries should adopt active policies to promote out-of-court restructuring for viable MSMEs facing
financial trouble. Second, if the workout fails, MSMEs should have access to a simplified insolvency
process based on a system of auctions. Third, an effective discharge of debts should be implemented
for honest but unfortunate sole traders or shareholder/manager behind MSMEs. Finally, countries
should adopt various policies to reduce the stigma associated with insolvency proceedings.

6.1 | Out-of-court restructuring

As a first pillar in the design of an efficient insolvency framework for MSMEs, regulators,
practitioners, and policymakers should promote the use of out-of-court restructuring for
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viable MSMEs facing financial trouble. In fact, the attempt to reach a workout can even be
required as a condition for the initiation of a simplified insolvency procedure.47 The adop-
tion of this requirement may create several benefits. First, achieving a workout can save
the significant costs associated with the commencement of an insolvency proceeding.48

Therefore, requiring debtors to try a workout first can serve as a paternalistic approach to
achieve a solution that is expected to be beneficial for both debtors and creditors.49 Second,
reaching an out-of-court agreement will also reduce the number of insolvency proceedings
managed by the judiciary. Thus, reducing the number of insolvency cases can also be useful
to enhance the efficiency of the judicial system, especially in countries with inefficient
courts.50 Third, MSMEs often have very simple financial structures with a few creditors.
Therefore, reaching an out-of-court agreement is more feasible for these firms.51 Fourth,
formal reorganization procedures are generally provided to help viable firms facing
financial trouble. Unfortunately, many MSMEs do not have the resources needed to hire
professional experts that can help them determine whether their business is economically
viable. Therefore, forcing them to try a workout before initiating a formal insolvency
process can serve as a market mechanism to conduct a preliminary assessment of the viabil-
ity of the business.

In order to promote workouts, regulators and private actors (including associations of law-
yers, banks, and insolvency practitioners) can take several steps. First of all, they should enact
good practices for out-of-court restructuring.52 For that purpose, it would be useful to observe
the practices enacted by some regulators, association of banks, and international organiza-
tions.53 These practices usually require, among other aspects:

1. the existence of good faith negotiations between debtors and creditors, generally accompa-
nied by stand-still agreements to prevent opportunistic behavior by any of the relevant actors
involved in the negotiation;

2. disclosure obligations for the debtor; and
3. if possible, involvement of reliable third parties (e.g., restructuring advisors).

As it has been mentioned, however, many MSMEs cannot afford a restructuring advisor.
If so, the probability of achieving a successful workout will be notably reduced, even if the
business is economically viable.54 For this reason, regulators should provide an alternative
solution to these businesses.55 Additionally, if an MSME has the financial resources needed
to hire a restructuring advisor, it is important to hire someone with expertise not only in
negotiation, mediation, and corporate restructuring but also in insolvency and finance.
Indeed, expertise in insolvency law will be essential to facilitate negotiations taking into
account the outcomes potentially achieved by all the relevant stakeholders in a hypotheti-
cal scenario of insolvency. Likewise, a background in finance is also important to verify that
the business is economically viable. In the absence of this expertise in finance, the advisor
leading the restructuring process may not be able to credibly convince the creditors about
the viability of the business and therefore the desirability of reaching a workout. Conse-
quently, the MSME would end up in an insolvency procedure even if, in the absence of
asymmetries of information and lack of confidence about the viability of the business, all
the relevant parties would have been better off.

Finally, in addition to enacting good practices for workouts, regulators as well as associa-
tions of lawyers, banks and insolvency practitioners should make sure that companies are
aware of these good practices. Therefore, promoting education and awareness should also be
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part of the overall strategy to facilitate the efficient resolution of financial distress in the context
of MSMEs.56

6.2 | Simplified insolvency process based on a system of auctions

6.2.1 | Introduction

If the out-of-court restructuring fails, there will be reasons to believe that the company is not
economically viable or the creditors do not trust the shareholders/managers. In those cases, the
company should not be reorganized. Therefore, even though it is possible that the workout
failed due to various factors other than the viability of the business (e.g., holdout problems, bad
negotiations/advisors, etc), the insolvency system should prevent the use of reorganization pro-
cedures by non-viable businesses.57 A desirable way to deal with this problem while still helping
viable businesses unable to reach a workout may consist of implementing a simplified insol-
vency procedure for MSMEs based on a system of auctions. The following sections discuss how
this system can be designed, and why it would be more efficient than adopting simplified reor-
ganization and liquidation procedures.

6.2.2 | Features of the simplified insolvency process based on auctions

The design of the system of auctions
Under the proposed simplified insolvency process based on a system of auctions, any interested
party (including the existing shareholders/managers) would be allowed to bid for the company's
assets.58 These bids can include cash and non-cash offers.59 Therefore, a bid could even include
the submission of a reorganization plan suggesting haircuts, deferrals on payments, debt for
equity swaps, or any other mechanism facilitating the financial reorganization of the company.
In some cases, bids will just consist of cash offers to acquire individual assets. In other situa-
tions, bidders may want to acquire the entire business as a going concern. Finally, as non-cash
offers would also be allowed, it is expected that, at least in the case of viable businesses, some
bidders (particularly insiders, since they enjoy lower asymmetries of information and therefore
will be in a better position to know that the company is economically viable) may propose a
reorganization plan.

All the offers will then be subject to creditor vote. If a reorganization plan potentially sub-
mitted by a bidder is preferred by the creditors, the company will exit the procedure with an
agreement that allows the company to stay alive with a new capital structure. Therefore, the
auction process would have ended with a “hypothetical sale” of the company's assets.60 The
only difference with a traditional reorganization procedure is that the identity of the debtor, or
the shareholders/managers in the context of corporations, may change during the procedure if,
for example, a reorganization plan is proposed by an outsider and approved by the creditors.
However, if the creditors opt for selling the assets individually or as a going concern, the insol-
vency process would end with an actual sale. Still, even in these circumstances, the procedure
can lead to a business rescue if, for example, the bidder acquires the assets as a going concern.

If the auction concludes with a hypothetical sale (that is, a reorganization plan) approved by
the creditors, the business will survive along with the legal entity (if any) used to conduct the
business. In an actual sale of the company's assets either as a going concern or piecemeal,
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the legal entity should be immediately dissolved. In both cases, that is, the hypothetical sale or
the actual sale, the insolvency process should conclude. Any investigation of the debtor's behav-
ior or the initiation of avoidance actions should be conducted separately. Moreover, they should
be funded by the creditors or any other parties.61

In cases potentially involving fraud, the state should also be allowed to initiate these investi-
gations. In fact, due to the public policy concerns associated with the existence of fraud, public
agencies should ideally play an active role in these investigations. If it is shown that the debtor
committed fraud, the debtor or, in corporate entities, the directors/managers committing any
fraudulent behavior should be subject to various sanctions, including imprisonment. Thus, even
though this proposed simplified regime for MSMEs will be more indulgent with negligent but
bona fide owners/directors, it will preserve, or even increase, the severity of the punishment for
fraudulent debtors.

The governance of the insolvency process
Throughout the auction process, someone has to manage both the procedure and, if applicable, the
business. To thad end, several factors suggest the adoption of a debtor-in-possession model subject
to the supervision of an insolvency practitioner. First, if debtors know that they can keep running
the firm during the process, they may have incentives to initiate the insolvency petition earlier. Sec-
ond, while the auction process is being conducted, some business decisions might need to be made.
Therefore, owners/managers may be in a better position to make these business decisions, even if
some of them—particularly those outside the ordinary course of business—may be subject to the
approval of the insolvency practitioner. Third, since the insolvency practitioners would only focus
on supervising the debtor and the auction process instead of running the business, the fees charged
by insolvency practitioners involved in these procedures will be reduced.

Unfortunately, even if this system reduces the direct costs of the procedure for debtors, many
insolvent MSMEs might not even have the resources to afford the appointment of an insolvency
practitioner. In these situations, countries may adopt two possible strategies. On the one hand, they
can recognize this situation as a “market failure” and respond with a governmental intervention
consisting of the appointment of a public trustee.62 Alternatively, a country can adopt a “private
solution” based on a (purely) debtor-in-possession model. Therefore, the procedure would be exclu-
sively managed by the company's directors, as happens in the US Chapter 11 reorganization
procedure.63

In the case of adopting this “private solution,” however, various safeguards should be
implemented to protect the interest of the creditors. Among others, the directors should be lia-
ble for damages, and the creditors should retain the power to appoint an insolvency practitioner
even if, due to the lack of assets, many insolvency practitioners might not be interested in man-
aging the case unless they foresee that some assets can be brought back to the estate as a result
of avoidance actions or liability of directors. In my view, the desirability of each solution—
private or public—will depend, among other factors, on the institutional framework existing in
a country. In countries with reliable institutions and efficient public agencies, as happens in
many advanced economies, the appointment of a public trustee may work. However, in coun-
tries with more problems of corruption and inefficiencies in the public sector, as it generally
occurs in emerging economies, the private solution will probably be more desirable.64

Reduction of formalities and use of technology
To reduce the costs of the procedure, various measures should be adopted. First, the procedure
should be automatically opened upon the petition of the debtor. This petition should be
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submitted electronically, and the debtor should be required to provide some information about
various details of the MSME potentially relevant for the success of the auction process,
including:

1. information about the company (if applicable), such as the history, place of incorporation,
activity, directors, shareholders, and financial statements;

2. information about the assets (e.g., value of the assets in a piecemeal liquidation, value of the
assets as a going concern, existence of security interests over certain assets, and ownership
of the assets);

3. information about the creditors (e.g., name and contact details, tentative classification of
creditors in the ranking of claims);

4. information about existing contracts (e.g., executory contracts, essential contracts/suppliers):
5. information about the business (e.g., geographical location, prospects, and business

model); and
6. the reasons leading to the insolvency petition.

Second, the allowance and verification of claims should be conducted electronically, and
the timeline to submit claims should be reduced. Third, the creditors' meeting and any decision
adopted by the creditors during the procedure should also take place electronically. Fourth, all
the details of the debtor and the auction process should be properly disclosed through a trans-
parent and public platform.

In fact, similar to other forms of international cooperation observed in the insolvency space,
it would be desirable to facilitate cooperation among national platforms auctioning insolvent
firms. By sharing the details of the auction process internationally, more bidders might be inter-
ested in acquiring a business or at least some of the assets. If so, the risk of fire sales will be
reduced; more viable businesses can be saved; more liquidity will be provided to the insolvency
process; the risks of collusion and other fraudulent practices potentially existing in auctions will
be reduced; and the creditors will have the opportunity to choose from more bidders, poten-
tially leading to the maximization of their returns. Therefore, an auction conducted in a public,
competitive, and transparent manner, and reaching an international audience, can be beneficial
for debtors, creditors, and society as a whole. To facilitate this goal, the use of technology and
internet-enabled platforms will play an essential role in the success of the auction process.

Financing the procedure
If having access to finance is already difficult for many solvent MSMEs, this problem is exacer-
bated in a situation of insolvency. Additionally, even if the system of auctions reduces the costs
of the procedure, debtors might still need to incur some debts and expenses while the auction
takes place, and not many MSMEs can afford such costs.

To address these problems, two measures should be adopted in the proposed simplified insol-
vency process. First, debts and expenses needed to create or preserve value (e.g., new debts and
expenses incurred with critical employees and suppliers) and those potentially required to manage
the procedure (e.g., professional fees) should enjoy an administrative expense priority. However, in
order to avoid any opportunistic or wasteful dilution of the pie available for the general body of
unsecured creditors, this priority should be authorized by the insolvency practitioner. If, by any
chance, the debtor is not subject to the supervision of any insolvency practitioner, as it has been
suggested for assetless MSMEs in emerging economies,65 corporate directors should be personally
liable for any damages to the creditors as a result of any negligent or disloyal behavior.
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Second, in order to facilitate the financing of many aspects of the procedure, including the
initiation of avoidance actions, the investigation of the debtor's conduct, and the appointment
of insolvency practitioners, the simplified insolvency process for MSMEs should favor a system
of litigation funding. This would allow third parties to fund many aspects of the procedure not
only for the benefit of creditors and society as a whole but, in many cases, also for the benefit of
debtors if, for example, the system of litigation funding facilitates the recovery of certain assets
(some of them sold at a discount as a result of the financial trouble potentially experienced prior
to the commencement of the insolvency process) or the appointment of an insolvency practi-
tioner that can add value to the process.

6.2.3 | Superiority of auctions over simplified reorganization and liquidation
procedures

As has been mentioned, many MSMEs seeking to initiate the simplified insolvency process will
not deserve to be reorganized. If the workout fails, it is probably because the business is not via-
ble or the creditors do not trust the shareholder/managers.66 Despite this lack of viability, many
MSMEs may still wish to attempt a reorganization procedure as a result of several factors,
including behavioral biases, lack of knowledge about the viability of the company, and the
moral hazard problem associated with not bearing further losses if the MSME is a company and
the shareholders have already lost everything.67 Therefore, the existence of these factors can
make non-viable firms stay alive at the expense of creditors. As a result, the recoveries of the
creditors will be reduced in insolvency, encouraging lenders to be more reluctant to extend
credit to MSMEs.

Second, even if countries implementing simplified reorganization and liquidation proce-
dures adopt efficient rules for the conversion of the procedure,68 this process may involve time,
resources, and disputes between debtors and creditors. Also, determining whether a business is
viable or not is not always an easy task. In many countries (especially emerging economies),
judges and insolvency practitioners might not have the expertise to conduct this viability assess-
ment. Even if they are experienced, the concept of a “viable firm” is not always clear. For some
authors, a firm is economically viable if the business has a going concern value which is greater
than the value of the assets on a break-up basis and also greater than zero.69 For others, a firm
is economically viable if the firm's revenues can cover its costs, exclusive of financing costs.70

Regardless of the definition adopted, conducting this assessment will be costly, and it will be
subject to subjective valuations.

The adoption of a system of auctions will avoid some of the costs and problems associ-
ated with defining and distinguishing between viable and non-viable firms. Namely,
instead of leaving this decision to judges and insolvency practitioners, a system of auctions
will indirectly leave this decision to the market. After all, whether a company is viable or
not often depends on subjective perceptions as well as the vision and ability of the individ-
uals behind a business. Therefore, the market will be in a better position to conduct this
viability test.

Potential detractors of a simplified insolvency process based on a system of auctions may
argue that this system can create several problems, including fire sales, collusion, excessive liq-
uidation of viable businesses, and the delay in the commencement of the insolvency process.
However, as the (certainly limited) empirical evidence analyzing auctions in bankruptcy has
shown, none of these problems seems to exist.71
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First, the delay in the initiation of the procedure may not necessarily occur. On the one hand,
the owners (or, in companies, shareholders/managers) of the business will not always lose the firm
during the auction process. Since they face lower asymmetries of information, they will probably
have incentives to submit the highest bids for the business, assuming that it is economically viable.
Besides, as the proposed system of auctions would allow non-cash offers, the shareholders/man-
agers could offer a reorganization plan. Therefore, many cases will end up with an actual agreement
between the existing debtors and the creditors, allowing the owners/shareholders/managers to
retain the business as in a regular reorganization procedure. On the other hand, external bidders do
not often have the expertise to run the business. Therefore, even if they end up owning the busi-
ness, they may be interested in keeping the previous shareholders/managers.72 In both cases, the
shareholders/managers will keep running the business while preserving their jobs.

Second, this simplified insolvency process should not lead to excessive liquidations of viable
businesses. As it has been mentioned, companies should be required to try a workout before ini-
tiating this simplified insolvency process. If the workout fails, there are reasons to believe that
the business might not be viable. Besides, even if it is viable, the auction process may still end
with a reorganization agreement or with a going concern sale. In both cases, the process will
conclude with the survival of the business.

Third, the risk of collusion and similar fraudulent practices in auctions can be minimized by
promoting a system of public, transparent, and internationally available auctions. Therefore, this
argument does not seem very convincing either. In fact, since this system can create an international
market for distressed assets, the existence of more actors, analysts, and information can actually
reduce, rather than increase, the problem of collusion in the acquisition of assets of distressed firms.

Finally, it could be argued that a system of auctions can lead to fire sales.73 This problem gener-
ally exists due to the lack of liquidity and potential acquirers in the market.74 However, if the auc-
tions take place publicly through an electronic system facilitating the internationalization of these
auctions, this mechanism can actually increase the number of bidders interested in the distressed
firm or at least in some of its assets. Therefore, the proposed insolvency process based on a system
of auctions may actually reduce the risk of experiencing a problem of fire sales in insolvency.75

6.3 | Discharge of debts for individual entrepreneurs

As mentioned in Section 2, many MSMEs are not incorporated. Even if they are, the share-
holders/managers usually guarantee the company's debts.76 Therefore, any effort to enhance
the attractiveness of the corporate insolvency regime should be accompanied by a simultaneous
reform of the personal insolvency regime in order to allow an effective discharge of debts for
honest but unfortunate individual debtors.77 This discharge can even take place during the
same auction procedure, saving the costs associated with opening a separate insolvency pro-
ceeding just for discharge of debts of the shareholders/managers running the insolvent
MSMEs.78 In the absence of an effective discharge of debts for honest but unfortunate sole
traders and shareholders/managers, the insolvency regime will still be unattractive for MSMEs.

6.4 | Reducing the stigma of insolvency

Finally, while the stigma associated with insolvency proceedings is a problem for all types of
firms, it becomes even more pronounced in the context of MSMEs due to the close association
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of the shareholders/managers with the business. Therefore, if the business fails, it may end up
harming the reputation of the owners/shareholders/managers.

Regulators and lawmakers can implement different policies to reduce the stigma associated
with insolvency proceedings.79 For instance, they could start by separating insolvency law from
criminal law.80 Business failure should not be punished. Only fraudulent behavior should be
punished through criminal sanctions, and these sanctions can be imposed outside of the insol-
vency framework. Additionally, regulators can reduce the stigma of insolvency proceedings by
implementing several “nudges”.81 For example, in the United States, the legislator decided to
use the word “debtor” rather than “bankrupt” to refer to insolvent companies. In the United
Kingdom, Singapore and other countries around the world, the term “restructuring law” is
starting to be used for reorganization and pre-insolvency procedures.82 More interestingly, in
Chile, the institution in charge of overseeing insolvency proceedings is called “Superintendence
of Insolvency and Re-entrepreneurship” in an attempt to reduce the stigma traditionally associ-
ated with insolvency proceedings.83

Finally, another solution potentially adopted to reduce the stigma associated with insol-
vency proceedings may consist of promoting education and awareness in the insolvency space.
Moreover, it is also important to change the way insolvency law has been traditionally taught
and understood. Instead of seeing insolvency law as an area exclusively dealing with financially
distressed companies, it should be analysed as an essential part of the entrepreneurial system.84

In fact, since the way insolvency law is designed may affect how debtors and creditors make
business decisions from an ex ante perspective, an insolvency legislation can actually be more
relevant for solvent than for insolvent firms.85 Therefore, even in the absence of a situation of
financial distress, insolvency law has the ability to affect the levels of entrepreneurship, innova-
tion, access to finance, and economic growth in a country.86 As a result, changing the way insol-
vency law has been traditionally taught and understood in many countries can also reduce the
stigma traditionally associated with this area of law.87

7 | CONCLUSION

Many countries around the world are currently adopting, or planning to adopt, special insol-
vency frameworks for MSMEs. While the adoption of simplified insolvency rules for MSMEs
has been studied in the past decades, and even more in recent years, it has become more rele-
vant in times of COVID-19. This article has analyzed the primary features and problems of
MSMEs in a situation of financial distress, and why the traditional insolvency framework fails
to provide an effective response to MSMEs. After providing a general overview of various pro-
posals and insolvency reforms for MSMEs taking place around the world, this article has
suggested several recommendations to design an efficient insolvency framework for micro and
small firms.
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