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Bankruptcy Laws: Part of a Global History

1. Introduction

Economic history and the economics of developmdiar @an almost endless collection of
social mechanisms designed to support contracigdlamge. They are generally analysed in
the neo-institutionalist language of transactiostspasymmetric information, commitment
devices, moral hazard and so on. Among these mesrharfiowever some address the initial,
ex antestructure of contracts. Negotiations then raisetiygrivate, decentralised problems
with often limited or no publicity, although a mooe less extended set of social norms or
formal regulations may constrain the discretiortha parties. Others mechanisms are rather
remedies, that are relied uper postafter a dispute or a failure to respect commitmdrats
occurred. Typically, they call for the interventiah a third party, which will support re-
negotiation, adjudicate conflicts, offer guarantegsenforcement, or sanction wayward

behaviour (legal or illegal.

Theseex postrules may then be characterised as informal iy #mve managed by individual
mediators, community elders, private networks, largs for instance. But modern States,
characterised by the rule of law and the monopaigr degitimate violence, provide most
often the third party institutions of last resdstpically under the form of a court. Relying
upon them is even mandatory in many instances,h&s\public order is considered at risk.
For these reasons, the judicial intervention irg pablic regulation of private disputes has
been a major dimension of the long-term developnm@&nmodern, liberal polities and
economies, however fluid and sometimes oppresheie interaction may have been. Putting

all the coercive powers of modern states beyonddoerity of persons and the enforcement

! | owe special thanks to John Haley, Timur Kurad ®illiam Clarence Smith for insights and inputghis
article; even more gratitude goes to Vincent Bigntm contributed a lot to its maturation. This sk was
supported by the Institut CDC pour la Recherchej@t “Les Pauvres, le Crédit et la Faillite »).



of contracts, while expecting that the sovereign ldawt abuse them, is a constitutional
challenge if not a gamble. Still today, at leastiany Developing Countries, the resilience of
the “informal sector” reflects a failure to extetiné rule of law to a large, often majority part
of the population. Property and contractual righi not be efficiently protected while
executive forces may actually infringe into theibagghts of citizens. In such setting, the
alternative is to rely upon local private ordertecdd for instance by “stationary banditsla
Hobsbawm, with obvious costs of their own in teraissocial violence or limited market

access

From this perspective, bankruptcy laws probably mlewvhe best example of a dispute
settlement institution — hence an ex post instrumerthat is established at the most
judicialized end of this spectrum, where the authioof the state may closely govern
individual behaviours. Two defining moments withime typical procedure underline this
latter point. First, cases should be opened by gejonént that suspends the normal course of
contractual interaction and shifts both debtors eradlitors to an alternate, collective rule,
supervised by the court. Second, the judge wikrofhave to confirm the qualified majority
vote of creditors once they have settled betweepuidation and some continuation
arrangement. At both moments, if he fails to inteever if the law does not give him such
power, then collective action problems may overwhabents: competing individual action
against the debtor may deliver a worst-case outcomeninority creditors may holdout
collective decisions. Over centuries and acrossntt@ms, majority rule and judicial
confirmation explain why bankruptcy laws have ale/agvolved around the core vertical axis
whereby the sovereign enforces, protects, and agggiprivate rights — though by intervening

into them.

A remarkable consequence of this pattern is thigtrtot very difficult to decide whether an
institution is or not a bankruptcy. A Brazilian,IBb or American lawmaker, just out today of
having discussed yet another bankruptcy reform, ldvdhave no difficulty whatsoever

understanding the (translated) 1262 Siennese stahe 1673 Frenclrdonnance sur le

Commerceor, again, the 1898 American federal statute. Wditiérentiates these texts is
primarily how the parties interact within the inigtion: the rules of deliberation and decision,
the constitutional guarantees they receive, theydrdrriers they are confronted to, or the

discretion that is left to the judge. Here is whtre critical evolutions took place, as states

2 Hobsbawm (2000).



and markets agents evolved together and progrégsivstitutionalised competition and

market sanction.

The following section of this essay proposes atssuonmary of the history of this institution.
Section 3 then assess how economies with or withdosinkruptcy rule may schematically
compare; as intermediate cases we briefly comparaaR, Islamic and traditional Japanese
debtor law. On this basis, the fourth section tliscusses further the constitutional dilemma
raised by the critical encounter between privataltheand market exchange on the one hand,
and public intervention and majority rule on thiest It is then hypothesised (Section 5) that
the emergence of full-fledged bankruptcy statutes we facto conditioned by a republican
(municipal) constitutional order that allowed torf@lize such a complex, constitutional rule

of interaction.

2- An historical sketch

To the best of our knowledge, in their fully-flediyeclassical version, bankruptcy laws are a
Western European, medieval invention. This insttutemerged during the 13and 14
centuries in the Northern ltalian trading cities amas typically managed by semi-
independent traders’ court$:rom there on it extended to the rest of the centi, or at least
to its main trading hulls Later, from the 1% century onwards, this legacy was confirmed,
absorbed and rewritten by the legal and judicialitutgons of emerging modern states. In
particular, the French commercial codes of 1673 E8@7 carried forward the core Italian
patterns, first in Continental Europethen Latin America, African colonies, Japan, Tk

or Republican Chirfa In a parallel manner, the specific English tiaditwas exported to

% See Santarelli (1964) for the early Italian expeces, then Fortunati (2001), Pirenne (1922),itdile 985).

*In its classical history of bankruptcy law, Kohlgi892) considers that its emergence in Northerrofi
reflected Italian influence, rather than a parallebme-grown experiment. The network of late medgliev
international fairs may have been a conduit foirtlextension. However, the logic of collective tetton
between cities, when traders ceased payment, wathdr point to bankruptcies being relied uponriectiy, as

a local institution, rather than being establistdctly as a cross-jurisdiction institution (Gre2D04)

®> The most reliable references on the history oh&hebankruptcy laws are Renouard (1857), Guillos0n4),
Dupouy (1960) and Hilaire (1986). See also Hirsk90().

® The German and Spanish traditions as regard bptrook specific characters at an early hour praved
quite resilient though they remain well inside ftaian legacy. For 19 century comparative law, see Saint-
Joseph (1844), Thaller (1887); also Sgard (2006).pest World War 1l perspectives, Dalhuisen (19&8jardi
(1988).

" See theAnnuaire de Législation étrangé(@871-1935), andles lois commerciales de I'unive($911-1914).
Also Anderson and Steele (2003) for Japan, Your8P@}l for the late Ottoman Empire, Théry (1935) for
Republican China.



Scotland and Ireland, then to colonies across i In other terms, bankruptcy was not
only one of the first modern market institutionsetoerge. It then became a typical, European
legal transplant, with the actual planter beindghexitEnglish, French, Dutch, Portuguese,

Spanish or even German.

In all those cases, Western and non-Western, threre of course a significant difference
between the law-in-the-book and the actual pradfcegents. Bankruptcy works only as part
of the infrastructure of local credit markets, wdemriety across countries and centuries is
immense, as historians know. In some cases, threredfn imported statute may respond quite
directly to the needs of local trading communit&s apparently illustrated by the Indo-British
law in early 28 century Zanzibdr Or it may have been progressively adjusted arehev
improved, following the Belgian and Piemontese eigpees vis-a-vis the French 1807
Commercial Code. Alternatively, transplanting may &s in the relatively shallow networks
of colonial trading outposts, where a fractured eseignty apparently opposed limits to
political and economic re-orderitfg In other words, a given bankruptcy statute maynay
not affect behaviours, and it may sanction failon@e or less strongly. But in turn, because it
may bear so powerfully on property rights and madkscipline, hence on access to economic
exchange, its very presence or absence is doonted #lot on how contracts are structured,
and how much of them are exchanged in an economg.i ultimately why bankruptcy laws
are part of a global history.

Whether in Europe or farther afield this institutimindeed a remarkable marker of the
extension of open markets, specifically open deakets. It reflects the degree to which the
adjudicative and enforcement guarantees of the stapport exchanges in an impersonal,
predictable way, across a more or less extendaddjation. Bankruptcy for this reason
typically belongs to what Max Weber called modecaltulable rights” without which the
potential for means-end rationalisation, that ieper to capitalist economies, is severely

impaired. For centuries however those rights agdleonly a tiny sub-set of the populations

8 Bankruptcy law in England developed along veryc#jielines that apparently reflect the originaltigans of
its judicial history. Most significantly, until théate 19" century judges could not confirm majority votes.
Continuation arrangements, therefore, were onlyapei affairs, i.e. voluntary and non-coercive adsoiNote
also that English bankruptcy law has always beetuts-based: there is not concept of bankruptcyeund
Common law. See Treiman (1938), Johns (1979), Duf$g5), Lester (1995),.

° Oonk (2006), Stephens (1913).

19 Newbury (1972) quotes the English Chief Magistriaté.agos advising in 1874 against the introductidn
English bankruptcy law: « The Lagos merchants ehtheir Capital to factors, usually native tradeveo may
or may not have property of their own, but whoheit relations with Lagos, act as agents with thees up the
country. From this state of things it follows thlaé Court could not possibly exercise any effectivatrol over
discharged debtors.”



— merchants, bankers, later manufacturers. Thistyyasally reflected in their falling under
the specific jurisdiction of traders’ courts, whieoen the uniquely hard, individualistic rule of
bankruptcy law emerged. In societies that otherneseained very much patrimonialistic and
averse to marketisation, the large mass of the lptpas would just not be exposed directly
to the tough rule of market interactions and satyeconstraints, then to the ultimate risk of
expropriation. Here is the cultural and instituabenvironment where the imagery emerged
of bankruptcy as a most ignominious form of persdaavnfall — think to Balzac, Dickens or
Flaubert.

Still, the Italian and French early bankruptcy lawsre already framed as altogether a
repressive institution and as a civil dispute resoh mechanism. That is, they would not
necessarily causka mort civile they were also designed to regulate the ineatdliolw of
commercial failures that surface in any market eoontt For centuries, judges and
lawmakers were indeed haunted by the fate of penl@ary “honest but unlucky debtor”: that
is, the merchant who had committed neither a faalt a sin, and whose civic status and
access to market should be protected, or condltjoreinstated. Beyond fairness, economic
efficiency was clearly the issue: in an expandingromarket economy, an exclusively penal,
exclusionary approach to debt defaults would irmht impair risk-taking and
entrepreneurship. Eventually, the standard answas debt relief, either as a collective
decision of the creditors or as a judicial one.vitted the bankrupt had dutifully ceded all his
remaining assets, this would open him the prospkatfresh start. As Blackstone famously
commented: “Thus the bankrupt becomes a clear rgam;aand [...] may become a useful

member of the commonwealth” (1811, p. 488).

Over the course of the entury, as the European and American societidy éatered
market exchanges, problems of over-indebtednessnaoti/ency extended to retail traders,
then to farmers, later households. Both the lawthedudiciary then had to address the needs
of this new, much larger clientele, with its speciieeds and resources. This would raise
considerable challenges to institutions that haghlestablished, sometimes centuries ago, to
serve only a limited number of cases, arising feonather homogenous population. Take the
case of France, where the total number of bankiegpitases grew by about 240% between
the 1840’'s and World War I: far from reflecting aostly “Schumpeterian story” where

masses of entrepreneurs would face success oo fitsxlargest contribution in this increase

1 Seventeenth-century England is the only early-modm®untry where this civil dimension is absenteTh
introduction of court-based debt discharge, in 14086uld bring it into the fold, though within a medural
framework far distant from that observed on the t@@mt. (Sgard, 2009)



came from the lower strata of small, local busiressPart of the answer to this increased
demand came from rationalization and standardizatidhe courts, but that was not enough:
in a growing proportion of cases, the limited vabfeesidual assets did even not cover the
costs of running the procedure. A mass of insolvetdil-traders and craftsmen then clogged
courts, until judges were allowed in 1838 to clasesuspend case=x officig creditors’
agreement was even not requested. In other wohds,otd, honourablelribunaux de
Commercesimply excluded small debtors and their creditmd therefore refused to enforce
market sanction at the lower end of the econompufation. By the 1850s, 20% of cases did
not proceed till the end; during the last ten ydmafore 1914, this ratio averaged 50% of the
total. In other words, these agents were de faftatd the “informal sector”, an experience
that is indeed very comparable to that observedytad many developing countries: the law
and the institutions of open market economies maynbplace, although they only reach a

part of the populations, often a minority drie.

3- A world without a bankruptcy?

This account still carries much weight today, evencountries with well-established
judiciaries: informal debt markets and private omig should not be considered a mere
residual, or a testimony of past practices andtutgins. Consumer credit or micro-credit
institutions for instance never rely upon judi@aforcement in case of default: they explicitly
state that the cost of drawing debtors to the sasrhot worth the return. Hence, they rely on
reputation-based mechanism — like credit bureawt en private enforcement. And from
there on, of course, undue pressure and extortiay napidly arise, especially in the most
vulnerable, least educated parts of the populati®acketeering by loan-sharks regularly
come back to the front pages of the newspaperskaed remembering the ever present
potential for debt contracts to become the vectohighly asymmetric, exploitative social
interactions:* In such conditions bankruptcy comes out again, @ssin the early-modern
period, as an obviously harsh answer, though oaeishultimately predicated on a principle

12 Between 1840 and 1914, the number of bankruptsg<aithex antedebt under 10 000 Francs, an indeed
very small sum, fluctuates upwards between 25% and @6&te total, while absorbing only 4% on average of
the total debt at risk. The equivalent numbersldoge firms, with debts over 100 000 Francs, we2&oland
33%.

13 See De Sotto (2002) and Maloney (2004).

14 See Nugent (1941) on the progress in the regulatfoUS loan-shark lending between 1900 and 1940;
McMullan (1980) for a sociological study of the madevel promiscuity between officials and rackesei@ the
case of poor consumer debtors in Montreal; RezeaddsLatour (2006) for a remarkable, four-part syren

the same subjet published in tBeston Globe See also Leahy and Chopra (2008) on suicide &t ¢h
contemporary India.



of social and economic inclusion. Where mechanisfreocialization have run their course —
think to Social Security — access to a court-badelt relief procedure is the last saving rope
before social exclusion. This is why, in the Unitétes, since the 1980s, the debt threshold
that conditions personal bankruptcy and debt réleef become such a major policy issue. It is
one of the ultimate backstop rules whereby lawnmsmkecide that the logic of private contract
and market discipline should be suspended in theera a broader notion of common good —

or public decency?

What this tells, from a global historical perspeetiis that the working of a bankruptcy law,
considered as aex postrelief mechanism, should always be considered rallgh with two
other types of institutions: first, those that alltav a degree of ex post socialization; second
the ex anterules that govern and possibly prevent access lib arkets. In the previously
discussed case of #9century France, widespread exclusion from the tsouttimately
reflected the gap between a lowered doorstep tdkehantry and an exit doorstep that
remained high, i.e. costly, and therefore unavéalat many new entrants. By the same token,
the American policy debate on the regulation ofstoner debt markets is always about

balancing private responsibility, ex post relief d@né ex ante regulation of credit institutions.

At the other hand of the historical spectrum, tiiadal or pre-modern societies often put
much weight on ex ante, supply side rules thatgmeagents from taking too much risk. As
entrepreneurship and innovation is stymied, thebglodity is controlled that they would

accumulate too much debt and become vulnerableotract breach. Usury law is the
classical example, but the Indian Damdupat is @tfanal alternativé® market-based rules

can also be relied upon, as in the case descrigeBriocckman (1980) of the contingent
clauses written into Taiwanese future rice congrdttat split excess price fluctuations

between the two parties so as to limit the riskdesftabilising wealth transfers.

These risk-limiting rules are then often balancgdtharsh, exclusionary treatment of failed
debtors, if they overpass safeguards: they woulek ot only broken their contracts, they
would have also violated the rules of the sociahgaln modern Europe, for instance, those
we would now call consumer debtors typically swgtka harder fate than failed traders, just
because their debts were much less legitimateatt with. Under both the English and the
French legal traditions, access to either debthdigge or arrangements typically remained

curtailed until the twentieth century. Earlier, apended prison for debt may be seen as the

Swarren 2004
16 See Swamy 2007



standard counterpart to usury lalvthough public humiliation, excommunication and
banishment came to the same effect. One step fuatteethe many possible forms of debt
slavery - permanent or time-limited, transmittecckaldren or strictly personal, allowing or
not for the debtor to be sold on the market. Grag&s, and more clearly Republican Rome,
are examples where the (im-)balance between ex gubtex post rules allowed the debt
market to profoundly affect broader, social anditmal relations, as Max Weber
emphasised® Comparable experiences have been observed indgbediverse environments
- antique empires, African kingdoms or traditioivadia. Testart (2000) underlines that debt
servitude is quite common in traditional societi@sparallel or not with the enslavement of
war prisoners. It characteristically comes togethigh a high degree of social differentiation
and the acceptance of a strong nexus between shédtion of wealth and power. Modern
colonial or post-colonial societies also presenhyneomparable examples, like coolie-labour
in South-East Asia or debt peonage in Latin Amétichere, the debtor does not formally
loose his social and civic status, so that sereitwdhen it become enduring, is more a de
facto than a de jure situation.

In a broad, comparative perspective, these opmeessi despotic institutions should be
envisaged as the alternate to modern or liberakrogicy laws. Depending upon this primary
choice —a bankruptcy rule or not -, social inteagratand the sanction of contractual failures
will be articulated in starkly different mannersr, Ghypothetically: a pure “Crime-and-
Punishment” approach to debt default may be vieltheer in societies where access to debt is
highly constrained ex ante, or when debt has bectmerector of wide-scale, politically-

sanctioned reliance upon unfree labour.

4- Threeinter mediate cases.

If we now look for some intermediary institutionstlween these two polar cases — worlds
with or without bankruptcy - three historical exipeices may be singled out that help
identifying the uniqueness of this institution. Asf, most original case is theaditional

" Troplong 1847, Cohen 1982, Innes 1980, Mann 200s,stre 2007.

18 “the class struggles of early Antiquity took plametween the urban patriciate as creditors angéasants as
debtors or as dispossessed debt slaves. (...) Thenargity experienced as the chief danger arisimmgnf
economic differentiation (...) the emergence of d filass of citizens, descendants of families witii f
citizenship rights, who were economically ruined,debt, without property, no longer capable of pping
themselves for service in the army, and who hoped fevolution or a tyranny from which they codkimand a
redistribution of land, a cancellation of debtssapport out of public means...” (Weber, Il pp. 1348%1). See
also Finley (1965, 1973), Frederiksen 1966.

9 |n a vast literature, see for instance Galens@# 1®cCreery 1983, Klein 1986, Breman 1989.



Japanese debtor lawnder the Tokugawa (1600-186T) emerged under a well-structured
political system and a rather developed economyh wubstantial credit markets and
differentiated financial intermediarfé@s Collective action in case of default was appayent
most common and included the possibility of joigreements negotiated by the creditors
with their debtor, on term of payments and on woiffs. A majority vote would actually seal
the common act and bind dissenters. Apparently),tapan was the sole country beyond
Western Europe where this practice emerged endogbndstill, one piece was missing in
order to obtain a fully developed bankruptcy procedaontinuation arrangements were not
confirmed by authorities so that, apparently, fmmal community relations were strong
enough to support self-enforcement. This is coastsiith the fragmented character of trade
regulations across regions, cities and professitinglso reflects a more general, explicit
pattern of strong resistance against the judicigrgntee of monetary and credit relations:
their enforcing private contracts was uncommomgundebted noblemen was most difficult,
and even access to the courts by the merchantstveemgly resisted. Wigmore (1970-1985)
published a 1797 position by the Council of Stdterawhich: “Disputes in money loans,
however old, can, if the parties act with integritygd mutual fidelity, be privately settled
without difficulty, and the aid of public officialseed not be sought. Actions upon such
claims must necessarily mean lack of sincerityathlihe borrower and the lender. The recent
increase of such suits is due to the declining htgraf times.” The open, though un-
answered question is whether this political andlldgamework could have supported more
rapid growth and more market integration, i.e. i&t $bwards more impersonal exchanges and

probably a demand for more explicit guaranteesoafracts by the sovereitfn

The second experiment of interest in the presestudsion is th&oman cessithat emerged

in the later centuries of the Empire. Here, thetaielestate was transferred to an agent of the
creditors and liquidated, so that the queue of itved filing for the debtor's assets was

substituted by an orderly distribution mechanishe tormer were served proportionately to

their due, whether their contracts had matured oy srowhether they were present or not
when the default occurred. Prospects for marketvey and social pacification were then

greatly enhanced. On the other hand, the debtoicalyp escaped prison though his

remaining, unpaid debts were not void: initial ¢aots remained fully enforceable even

20 See Sheldon (1983), lwahashi (2004), Saito ang [2004).

2L Sheldon (1983) states that « merchants bringisghad to crawl on hands and knees from the dabeo
court to the judgement room”.

2 Greif (2004)
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though they had been partly amortized. All futuralth and revenue flows might potentially
be seized. Hence, when compared with the traditidey@anese model, the cessio was clearly
less sophisticated at least in the sense thatftitalenost no scope for deliberation and
collective decision among creditors. On the othard) thecessiowas more universal, or less
constrained by communitarian institutions, whichplains why it remained a minimal
benchmark model, widely used in Europe until thd" t@ntury. Still today, procedures
applied to over-indebted consumers de facto foltbe main features of the old Roman

institution, though with discharge as a standaribap

Lastly, Islamic law offers a version of theessioso close to the Roman original, that the
possibility of a direct, causal influence has baetually debate® Deliberation or decision-
making between creditors is de facto absent anguttgee does not confirm any decision they
would make: all inputs by the parties into the pahare are individual. No debt write-off is
possible within bankruptcy — discharge is a persamy, unilateral act - so that after
liquidation, all creditors recover their remediegai@st the debtor (including individual
“harassment”). Beyond these important paralleluess, the Islamic and European version of
the cessiodiffer substantially as regard the position of fbhdge. In the former case, the
common civil law judge (thgadi) has substantial discretion for equity-based jouges: he
may unilaterally offer terms of payment or free @ebtfrom prison, if it appears that they are
actually unable to pay. Hence, the risk of a dedgi-tis balanced by judicial discretion,
vindicated by ethical or religious principles, apposed to explicit, formal regulation.
Conversely, in the typical Italian, then Westerndelpthe decision to write-of part of the debt
is in the hands of the creditors, and the law potssiderable emphasis on the regulation and
supervision of the process that leads to thiscatitdecision. For this reason, the European
versions are more formally rational, in the Wehersgense, and also more protective of

property rights, in the sense that their reallasats highly controlled.

% See Chehata (1969), Bouvet (1913), Vogel and H&W@28), Ziadeh (2000). Berge (1914), a French guidg
colonial Tunisia, then Morocco, tells the followistpry about the relative easiness of obtainingravergence
between colonial, French law and traditional Islamaiw. The reference is to an ad hoc commissioklaglim
lawyers who contributed to this transplant opergtim Tunisia: “When objections emerged in the Ntusl
Commission on the adaptation of a given legal cpfiaghich had been drawn from some European ldgists
the response was to formulate them differentlyhsd they would be accepted. And it was in the Oigleat
alternate redactions were found. The surprise haisMuslim lawyers then found them perfectly ortbwand
that they could even find textually identical foration in their oldest law treatises. This happesedmany
times that researches were made that led to theowdisy of as yet unknown historical phenomena. We
understood that during their first invasion of MinAsia, Arabs met populations that were followingté
Empire Roman law”, etc. This hypothesis is defendgd haller (1887) but Bouvet (1913) who arguesirzgia
it. The Digest is the main collection of Roman lawitten under Emperor Justinian (sixth century A.D
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4- Bankruptcy law as a constitutional dilemma

Modern bankruptcy laws are indeed primarily abtet procedure and the rules of the game
to be followed by private parties as they bargairresidual assets and past debt conffact.
They formalize how agents are discretely transfeirdo a judicial forum where the huge
transaction costs of settling multiple defaults iWdbdobe lowered. Since the first Italian
experiments, this one-off transition has been idddearly written in the books: individual
judicial remedies are shut, the debtor may bempi4ii, all payments are suspended, contracts
are accelerated, the control over residual assetdransferred to an agent, private
correspondence is opened, and all past bilateedings may be thrown on the public place,

including possible shadowy, late-hour bargains.

A bankruptcy law, in other words, is very much a Bedian institution that protects the
collective interest from a free-for-all run on thesets — that is, the equivalent of wealth-
destroying civil war or a tragedy of the comm@n©f course, the very figure of this peace-
keeping authority - the Leviathan — immediatelysesi sombre prospects as well. Why should
its commitment to peaceful, disinterested interientbe trusted? How may subjects
guarantee themselves against the uncontrollabl@fuse formidable powers? The Sovereign
may for instance legislate that the bankrupt estathe legal equivalent of the remains of a
shipwreck, that could be shared between himselfthadirst ones to have their hand on the
goods. What most of them did, however, was to maaipumore or less extensively the
hierarchy of creditors and protect some privilegéake-holders — doctors, inn-keepers, the

Church, the fiscal administration, workers, locaditors, or real-estate property-owners.

There is more than just opportunistic rent-seekmghis post-default account of a much-
threatened, open pray private wealth. The veryllegdinition of property rights under
bankruptcy is in fact utterly problematic. The logif the procedure is not actually to protect
or reinstate those rights but, first of all, tooakte losses among creditors so that the wealth-
destructing effects of insolvency will actually bbsorbed in the respective balance sheets;
otherwise those losses may just float around aedterconsiderable uncertainty in market

exchange$. On this basis, and as a second-order act only,pneperty rights will be written

4 German bankruptcy law, for instance, is traditlynpart of civil procedural law, not commercial awvil. The
landmark 1877 Act is for instance entirely framelasdescription of the rules of the game withia itlistitution,
with no regulation that would affect or orient sifiecutcomes.

% Hardin (1969), Ostrom (1992)

% The failure to enforce bankruptcy law in Russiariny the 1990s, was the prime factor beyond
demonetisation and the extension of barter. As asnad insolvent and illiquid firms kept enteringntaacts,
while being unable to service them, they incredginglied upon non-monetary instruments of settlet®eAnd
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and allocated, which distribution may reflect maneless closely that of pre-bankruptcy
rights, though only by desigh Early bankruptcy lawmakers were actually veryebar if not
Byzantine, when qualifying property over residus$ets during the course of the procedure.
The French 1808 Code, for instance, stated thadéb#or lost the@dministration— or control

— of his business. Only the eventual decisionduitlate, at a much later hour, would transfer
full ownership via acontrat d’'unionto the body of creditors, da masse They would then
auction off the assets and share the proceedssim sa that the normal regime of individual
ownership and contractual exchange could be reéetstaDbviously these successive steps
would not make any sense in the alternate casecohtinuation arrangement Qoncordat
between the creditors and the debtor. Contractiegvaon assets self-evidently supposes that
the bankrupt keeps very substantial professional pmagberty rights, even if control is

temporarily lost.

What this implies is that the key constitutionadus at stake in bankruptcy is much more
complex than is suggested by the traditional diss®mon the “sacrosanct character” of private
property — which is a myth, anyway. Bankruptcy ldaes not merely contribute a further
variation around the well-honed principle that wwoas Sovereigns should have their hands
tied, when in the proximity of whatever piece ofvate wealth. In fact, bankruptcy helps
private contracting recover, though not by restwpnoast rights: it formally intervenes into
private contracts and reallocates wealth. The Soyemwould not simply resist the temptation
to invade the collapsed market field and colleet debris of failed enterprise. It would also
help traders share information, deliberate and,\autd it would then confirm and enforce the
reallocation of wealth, though in principle withoumposing its own preferences — like
preserving local employment. Bankruptcy is as mabbut the public sanctuary of private

rights, as about the conditions under which thesteptions may be suspended.

4- A Republican institution?

It is therefore quite remarkable that bankruptaysaemerged in the specific context of the
Northern-Italian municipal Republics, and then exid to the self-governed, independent
trading cities of Northern Europe, specifically@ermany and Flanders. What brings these

various political entities together is the moreless extended constitutional delegation they

as the latter extended into the trading netwottks,ihcentives for liquid firms was as well to dispoof those
instruments in their exchanges, and accumulate basti positions, primarily abroad (Sgard 2002, Wofid
1999).

27 See Jackson (1985) for a modern discussion optiislem and the redistributive issue it raises.
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obtained from their ultimate rulers — the Pope, Eneperor, the Count of Flanders, the King
of France, etc. Against a more or less bindinggalece and a fiscal tribute, burghers and
merchants could actually govern their local pulaiftairs, administrate courts and possibly
design legal institutions that best suited thetenests. This is the political context where
powerful innovations as regard trade law were eitleveloped (like theommendaontract),

or where they actually emerged, like bankruptcyNarthern Italy, the relative independence
of cities, as that of the corporationart{) vis-a-vis municipal bodies, was explicitly
formalised in a complex hierarchy of laws and jigdons. For the first generations of
medieval lawyers that addressed commercial lifdefining issue was indeed the legal and
jurisdictional articulation between these specifianority, though legitimate interests, and
those of the Cif}f. Elected courts, the capacity to adjudicate irteronflicts, judicial
confirmation, appeal, guarantees of execution, Ipgoaers: all these were the critical points
on which self-government was founded and circurbsd;i even though frictions and

negotiations with superior authorities were inheterthis relatiof’.

The structural affinity between bankruptcy and tdman, or proto-liberal constitutions is of
course reflected in their being supported by thmesaonstituencies. Beyond their many
obvious differences (bankruptcy is not a governmestitution) they also share a common
pattern in the way they articulate private and pubktion, or individual interest and the
common good. Both institutions are actually comedittto private wealth and market
exchange on the one hand, and to majority-drivelleative action by citizens on the other.
They both sanction private rights and recognize gheality of social interests, hence the
possibility of conflicts between either citizensaveditors, which may eventually threaten the
common good. But rather than being pre-empted byinaasive, discretionary Despot,
disputes are to be governed by votes and courtse aecentralised aggregation and
deliberation has failed. Municipal republics andnlkraptcy procedures then explicitly
addressed the classical dilemma of collective actioajority rule, and the government of the
commons that are typical of modern, liberal pdditien both frameworks, collective autonomy
and self-regulation are not contingent upon supeayamdwill or any transcendent principle.
They are to be written into constitutional rules vy the sovereign endorses and protects
the limited, local, and possibly short-lived, catige will of free agents. The legitimacy of
their joint, private interest is thus fully recoged by the sovereign, potentially against his
own ones or against the common interest of the. Eiyypothetically, this remarkable rule of

%8 Berman 1983, Padoa Schioppa 1992.
% Spriccoli 2000.
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interaction between the private and public realnsay the recognition of civil society, or

civil association — may offer the critical, semiui#fference with non-European or pre-modern
debtor laws — like the cession and the self-susthidapanese “private bankruptcy”. Beyond
individual property and contracts per se, othemgdas would be corporations, any form of

perpetually lived organizatidfor, by the same token, free political partiesradé unions.

Looking beyond the medieval experiences, the witediecline of independent cities could
have been threatened this unique trading institutad a time when patrimonialist or rent-
seeking monarchies took over. Yet, bankruptcy lamg the courts that served them did not
disappear. As already stated, they were progrdgsiveluded by the new emerging national
states into their own, vertically-integrated judicorganization. Let's take again the case of
absolutist France, which is the main link betwelea kalian legacy on the one hand, and
modern, continental commercial law on the othedependent, elected commercial courts
were established from 1549 onwards, by the Monarahg then reformed and strengthened
during the early reformist years of the reign oulsoXIV (1667-1673). Though these courts
were thus granted, the local élites adopted andstadehem so that they actually worked, as
in Italy, as a commitment mechanism against palitimterference into the contractual
disputes of traders. The main threat, howeverndidcome from the unchecked powers of the
King, seated in Paris. It stemmed rather from tltk over-staffed, rent-seeking, local civil
courts and regional supreme courts (Rarlementy which never accepted theCours
consulairesand their utterly alien rules. To start with, kpielected every other year, the
juges consulairesvere not owners of their position and did not maKkiring out of rendering
justice, which could thus be free of charge. Pracedvas also swift, rules of proof light, oral
evidences were preferred, execution was immediate cammercial customs were widely
recognized. In this sense, they very much looked like the madj paradigmatic, third-party
dispute settlement institution as envisaged by 3b4{fP81). This contrast obviously caused
endless attempts by civil courts at getting ridh@Cours consulairesnd taking control of a
major pot of rent. Although the overall constitu@brorder was clearly not republican or
liberal, limited self-regulation and effective sgifiards proved actually in preserving and
developing institutions designed in an earlier agad as the commercial courts were
incessantly attacked, the delegated, limited righitstraders to self-regulate contractual

exchange were ultimately defended by the royaljtowatic administration in Paris.

30 See Kuran and Roy in this volume; also Kuran 200%th, Wallis and Weingast 2009.
31 Dupouy 1960, Hirsch 1991, Kessler 2007, Sgard 2009
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A second line of defence was however establishé@baut the time when the traders courts
were reformed, the first ever Commercial Code wettem on the basis of accepted traders’
customs, or Law Merchant; that is, the diffuse boflgpecialised norms that had supported
earlier trade integration in Euroffe Against the backdrop of pervasive supply-side
regulations, coming from both the state and thdédguithe Ordonnance sur le Commerce
(1673) is primarily remarkable for its being lindtéo contractual exchanger sé This text

de facto reflects a sharp, clear-cut, actuallyigning division between the regulation of
access to product markets and market operationsuels; say, capital raising, payment
discipline and contractual disputes. The mere faet the Ordonnance specifically its
chapter on bankruptcy, would apply to a segmergtdus-based society can simply not be
inferred from its reading. It is framed altogetlasran egalitarian and a universal rule, while

the courts’ intervention was not imposed on tradhertsproposed to thent*

Although for some periods and in some places bamgiegpfell in the jurisdiction of civil
courts, theOrdonnancethen offered four procedural guarantees: the nel-established
confirmation of majority vote (with protection oésior creditors); collection and circulation
of informatior’>; then a series of measures that aimed at comgotiioral hazard on the
debtor’s side, including penal repressidrarfqueroute frauduleukselastly, article 9 of the
related title of theOrdonnanceadds that notaries, escrow account receivers, igidand
police officials, andautres personnes publiquesould never have their hands on the
bankrupt’s cash, even temporarily, during the cewfthe procedure; if they did they could
be prosecuted for corruption. It is of course diift to know whether the threat was actually
exercised, and to what effect, but the intent éarcltraders should be protected from office-
holders and other patrimonialist agents. And witis wiew, all decisions of substance (i.e.

money) were put squarely in the hands of the parimhile thejuges consulaireand the

32 The link has not been well explored that bindsltakan medieval trade law, that was statutory] #re Law
Merchant which is often considered as purely custgnand transnational. A further difficulty is thAhglo-
American legal historiography is focussed on therlaxperience and on fair courts, though typicatiger their
rather specific, English version (Sutherland 19B&nahue 2004, Rogers 1995). The ltalian legacyftsno
disposed of as just another expression of thetetgficivilian tradition. Continental historiographon the other
hand, rather suggests a continuum between Law Matand early mercantile law. The underlying vaation

of the former legal experiment is probably alss lpsonounced.

3 This first modern Commercial Code was preparedalommission of experts, lead by Jacques Savary, a
former successful Parisian trader and legal cous®bert, the Minister of Finance then asked rorpriepare of
book of comments and explanation. Together withRheeres(1688), by the same author, that commented on
case law, thé?arfait Negociant(1675) was the most influential book on trade ficacuntil the 1808Code de
Commerce

¥ See Gelderblom in this volume, for the case oféiais and Holland.

% The Ordonnancewas the first French statute that made it mansiafor traders, to hold proper accounting
books (so-calledivres de raisoly but bankruptcy was the only occasion on whicdt tould be checked, i.e.
when commercial secret could be suspended.
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officials would only offer rule-based, off-hand sapt to collective actioff. Within an
otherwise despotic regime, characterised by permadescrete executive intrusions, the
institutions that enforced contractual disciplinere/voluntarily put off-limit and conceded to

self-governed bodies. *’

4- Conclusion

Modern, open market economies may be thought @f sscial model where agents receive
uniquely large, equal, and unconditional rightsat, contract and speculate. This ex ante
endowment allows them to innovate and take risla ¢terge scale. This is the primary reason
why these societies may experience sustained, tiermg growth and social differentiation.
One defining counterpart however is that the ouE®rmf investment, both individual and
social, may not correspond to intentions or expgexta. Financial crisis may erupt and
individual firms may fail. This is the typical camjcture where regulation or intervention by

the state comes back to the fore of the public @eba

Policies may then exclusively aim at absorbing est phe negative externalities raised by the
crisis. Think to soup kitchen, debt moratoria, nearinterventions to support prices, and of
course unemployment benefits. Governments maycaalsolude that future behaviour should
be regulated. For instance they may restrict thpaadéy of financial intermediaries to lend
freely to households or to highly leveraged madgrators. Bankruptcy law respond to yet
another logic, that should not be bend so as tieatebroader preferences, or reallocative
priorities which belong to safety net policies. @ one hand, it works ex post and helps
endogenising the consequences of individual fasluies. the risk of a tragedy of the
commons. On the other hand, it enforces in a highly-based manner the defining norm of
any developed market economy: individual solvettyw this is done then tells a lot on how
expectations and behaviours will be shaped, thezedm how agents will invest and take

risks. The ultimate market sanction, in other worglsiot internal to market exchange — it has

% gpecifically, there was nothing comparable to ¢ram-down clause » of the present US bankrupbcie c
which allows the judge to impose a restructurirgnpbn creditors who fail to agree on their own. #her same
reason, in the Italian tradition, debt discharge haver been decided by the judge, or upon higtini¢, but
remains exclusively a private decision, includethim arrangements.

3" The English Common law tradition is known for maiving developed a specific, independent bodyaxfetr
law. This echoes the possibility opened at an daolyr to English noblemen and aristocrats to emaele. Still,
like its equivalent on the Continent, English bartcy law (which is statutory) was restricted untie 19"
century to traders. Like in French or Italian lawks, baroque discussions can then be found th#o wyaw the
line between this group and the rest of the pofmriat
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to be operated by a public institution which clgseélongs to the long and complex history

of modern state building.

As bankruptcy contributes to the institutionalipatiof the market, it also articulates it to this
exceptionally powerful authority - only the sovgmi in a liberal polity, may legitimately
reallocate private property, though under restrectegal and judicial conditions (think also to
anti-trust policy and eminent domain). Despotidears opposed powerful ex ante restriction
to debt-taking, or they exercised, or validatedreppive ex post sanctions, like various forms
of debt servitude. Early modern states then difféaged between traders and non-traders,
hence in delineated a subdivision of society withinich market forces would extend and be
subjected to specific regulations. In contemposargieties, where indebtedness is widespread
and ex ante regulations comparatively relaxed, hgotgy still draws the line beyond which
the unchecked power of contractual commitments shoubt extend. As modern
constitutional states govern the ultimate marketcsan, they also delineate the realm of

market exchange and personal risk on the one hadd;ial society on the other.
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