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a b s t r a c t 

We argue that the prospect of an imperfect enforcement of debt contracts in default re- 

duces shareholder–debtholder conflicts and induces leveraged firms to invest more and 

take on less risk as they approach financial distress. To test these predictions, we use a 

large panel of firms in 41 countries with heterogeneous debt enforcement characteristics. 

Consistent with our model, we find that the relation between debt enforcement and firms’ 

investment and risk depends on the firm-specific probability of default. A differences-in- 

differences analysis of firms’ investment and risk taking in response to bankruptcy reforms 

that make debt more renegotiable confirms the cross-country evidence. 
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1. Introduction 

A central result in corporate finance is that, as firms 

approach financial distress, key corporate decisions such 

as investment and risk taking get distorted by conflicts of 

interests between shareholders and creditors. Notably, the 

expectation of a low shareholder recovery in distress may 

lead shareholders in financially distressed firms to reject 

positive net present value (NPV) projects or to sell assets 

in place—the underinvestment effect of Myers (1977) —and 

nance Institute. The views in this paper do not reflect those of the Federal 

Reserve System or its Board of Governors. 
∗ Corresponding author. Fax: +41 21 693 0110. 

E-mail address: erwan.morellec@epfl.ch (E. Morellec). 

http://dx.doi.org/10.1016/j.jfineco.2016.09.002 

0304-405X/© 2016 Elsevier B.V. All rights reserved. 

Please cite this article as: G. Favara et al., Debt enforcement, investment, and risk taking across countries, Journal of Fi- 

nancial Economics (2016), http://dx.doi.org/10.1016/j.jfineco.2016.09.002 

http://dx.doi.org/10.1016/j.jfineco.2016.09.002
http://www.ScienceDirect.com
http://www.elsevier.com/locate/jfec
mailto:erwan.morellec@epfl.ch
http://dx.doi.org/10.1016/j.jfineco.2016.09.002
http://dx.doi.org/10.1016/j.jfineco.2016.09.002


2 G. Favara et al. / Journal of Financial Economics 0 0 0 (2016) 1–20 

ARTICLE IN PRESS 

JID: FINEC [m3Gdc; September 15, 2016;1:7 ] 

to take on too much risk—the risk-shifting effect of Jensen 

and Meckling (1976) . 

The goal of this paper is to examine whether the en- 

forcement of debt contracts in default affects the under- 

investment and risk-shifting distortions caused by risky 

debt and shareholder–debtholder conflicts. To obtain em- 

pirical predictions relating debt enforcement to investment 

and risk choices, we develop a simple model of endoge- 

nous investment, asset sales, and risk taking in which 

debt enforcement affects the payoff to shareholders in 

default and, hence, corporate decisions close to default. 

The model synthesizes the theories of underinvestment 

( Myers, 1977 ), risk-shifting ( Jensen and Meckling, 1976 ), 

and debt enforcement in default ( Fan and Sundaresan, 

20 0 0 ). In the model, a firm operates risky assets and has 

risky, long-term debt outstanding. Management maximizes 

shareholder value and can make three decisions. First, it 

can invest in new assets. Second, it can reduce the scale of 

the firm by selling part of its assets before debt maturity. 

Third, it can change the risk of assets in place. 

Using this model, we show that bankruptcy codes that 

favor debt enforcement decrease shareholders’ expected 

recovery in default and, hence, the benefits of investment 

to shareholders. This mechanism implies that the distor- 

tions in investment and asset sales due to risky debt in- 

crease with debt enforcement in default and leads to the 

prediction that the effects of the default probability on 

investment decisions should be higher in countries with 

stricter debt enforcement. Additionally, we show that the 

prospect of a strict enforcement of debt contracts in de- 

fault increases the convexity of shareholders’ claim by de- 

creasing their expected payoff in default. This leads to the 

prediction that the sensitivity of risk taking to the prob- 

ability of default increases in countries with stricter debt 

enforcement. 

We test these predictions using a panel of 18,602 firms 

in 41 countries with heterogeneous bankruptcy procedures, 

exploiting the cross-country variation in debt enforcement 

documented in the survey by Djankov, Hart, McLiesh, and 

Shleifer (DHMS, 2008 ). This survey shows that bankruptcy 

procedures vary substantially across countries and that an 

important source of heterogeneity is the amount of pro- 

visions for debt enforcement in default. In our empirical 

analysis, we construct a debt enforcement index with in- 

formation from the DHMS survey and use this index to 

measure international variation in debt enforcement and 

shareholders’ expected recovery in default. Because distor- 

tions in corporate policies are more likely when firms ap- 

proach financial distress, our tests relate investment and 

risk to the interaction between the index of debt enforce- 

ment and firm-specific measures of default risk. 

Our empirical analysis delivers three main results. First, 

distressed firms in countries with strict debt enforcement 

invest less than equally distressed firms in countries with 

weaker debt enforcement procedures. Notably, firms with 

a default probability higher than the third quartile break- 

point in countries where debt contracts are most likely to 

be enforced (where the Debt enforcement index has the 

maximum value of one) have an investment-to-assets ra- 

tio that is about 14% lower than similar firms in countries 

where debt contracts are least likely to be enforced (where 

the Debt enforcement index equals zero). Second, distressed 

firms’ assets grow significantly less in countries where 

debt contracts are strictly enforced. On average, their asset 

growth rate is 79% smaller than that of distressed firms in 

a country with the weakest debt enforcement. Finally, dis- 

tressed firms in countries where debt enforcement is strict 

are about 37% riskier, measured by total equity volatility, 

than similar firms in countries where debt enforcement is 

weaker. 

The main challenge of our empirical analysis is that 

firms are not randomly assigned to different bankruptcy 

procedures. The utmost concern is that a country’s 

bankruptcy procedure may be correlated with observable 

and unobservable country characteristics that are likely to 

affect firms’ ability to invest or undertake risk through 

channels other than the enforceability of debt contracts. 

Our empirical framework attempts to control for such con- 

founding effects by including time-varying firm and coun- 

try characteristics, as well as country or firm fixed effects. 

The inclusion of country or firm fixed effects mitigates 

the concern that other unobserved country-specific factors 

may correlate with creditors’ ability to enforce debt con- 

tracts. In addition, since firms close to distress are those 

that are most likely to be influenced by the bankruptcy 

procedures, our tests are conducted by exploiting firms’ 

heterogeneity in their probability of facing financial dis- 

tress. 

To strengthen the interpretation of the results, we also 

implement a differences-in-differences analysis around 

two sets of bankruptcy reforms that targeted the renego- 

tiability of debt and, therefore, debt enforcement. The goal 

of this analysis is to validate our cross-country results in a 

setting that, by design, reduces the concern that our results 

may be driven by potential effects of unobserved coun- 

try characteristics. In a first step, we explore the effects of 

three major bankruptcy reforms in France, Italy, and Brazil 

in 2005 that made debtor-initiated renegotiations easier 

(see Weber, 2005; Rodano, Serrano Velarde, and Tarantino, 

2016; Alencar and Ponticelli, 2016 ). In a second step, we 

focus on the 1978 U.S. Bankruptcy Reform Act, which had a 

major impact on distressed reorganizations under Chapter 

11. This reform was designed to encourage debt renegoti- 

ation, by shifting bargaining power in reorganizations to- 

ward shareholders (see Hackbarth, Haselman, and Schoen- 

herr, 2015 ). In all cases, we compare investment, asset 

growth, and risk of firms with a high default probabil- 

ity around each bankruptcy reform to firms with a low 

default probability. Consistent with the cross-country ev- 

idence, we find that high default probability firms invest 

relatively more and take on relatively less risk after the 

implementation of a reform than low default probability 

firms. 

Our paper contributes to the literature on the real ef- 

fects of debt enforcement. A recent strand of this litera- 

ture shows that bankruptcy codes with fewer renegotiation 

frictions lead to larger debt reductions and reduce equity 

risk (see Fan and Sundaresan, 20 0 0; François and Morel- 

lec, 2004 ; or Davydenko and Strebulaev, 2007 ). Consistent 

with this view, deviations from absolute priority caused by 

debtor-friendly bankruptcy codes have been shown to have 

important effects on equity returns both in the U.S. (see 
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