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An Examination of Better Rules for Corporate Reorganization
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Abstract

In this paper, we assume debt borrowing for financing for firms to carry out production activities, and
analyze two classes of creditors, S, which is prioritized for creditors, and J, which is subordinated. While a
firm is trying to perpetuate production activities, the company activities may be jeopardized by an
exogenous shock that does not depend on the ability of the manager. At that time, whether the company
should be liquidated orreorganized was modeled as a result of the agreement of the creditors. As for
repayment for creditors, the Absolute priority rule is applied instead of negotiation, and it is assumed that
there is a coordination problem between creditors. By equilibrium comparisons and analyzations of the
better rules, the optimality was examined from the viewpoint of ex post reorganization and ex-ante
investment. As a main result, it was found that the new rule improves efficiency from the viewpoint of ex
post reorganization, but certain conditions are necessary to be able to say that it improves efficiency from
the viewpoint of ex-ante investment.
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