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Abstract

In this paper, through a case study focusing on the evolution of China’s
insolvency law, we test the ‘transplant effect’ hypothesis, in particular the claim
that transplanted laws can only work when there is local or ‘endogenous’
demand for them in the “host’ or ‘receiving’ state. We also test claims made for
a ‘co-evolutionary’ understanding of the law-economy relationship in the
context of China’s development. In addition to documentary sources, this paper
draws on interviews we carried out in Wenzhou in September 2017 and
December 2018. Our study shows that aspects of the transplant and coevolution
hypotheses are in need of some modification if they are to explain China’s legal
and economic development. The embedding of legal transplants is less a
response to the demands of business actors, and more the result of proactive
interventions on the part of judges and officials. The study also suggests that
formal rules can be operationalized at the level of practice once they are seen as
legitimate. While this is a process which takes time, a period of crisis provides
opportunities for the learning process around the use of formal rules and
procedures to be accelerated.
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1. Introduction

Over the past four decades, law has come to be at the centre of development
discourse and practice. The idea that the role of the legal system in protecting
property rights and enforcing contracts is crucial for economic growth has become
a core dogma of development theory.' As a result, international institutions and aid
agencies have sponsored tens of thousands law reform projects in developing or
transition economies since the 1990s." However, many of the laws and legal
practices that were transplanted or adopted through law reform projects did not
operate successfully in host countries, repeatedly failing to deliver their anticipated
outcome: ! the ‘transplant effect’, that is, the mismatch between preexisting
conditions and institutions and transplanted law' v In their seminal paper,
Berkowitz et al. argued that for transplanted law to be effective, a prior demand for
law had to exist if ‘the law on the books’ were to be actually used in practice, and
that the legal intermediaries responsible for developing the law would need to
responsive to this demand.” Despite the importance of this observation, empirical
studies of transplants are rare, and relatively little is known about the
circumstances in which they can be effective. In this paper we take up the

challenge through a case study focusing on the evolution of China’s insolvency
law.

Insolvency law is widely believed to play an important role in financial
development and therefore in economic growth. However, this paradigm does not
seem to be consistent with China’s development trajectory. China has passed two
insolvency laws since 1986, but neither appears to be well received in practice.
Until recently, the relevance of insolvency law to China’s private sector, the
driving force of its economy, was practically negligible. Regardless of this,
China’s economy has achieved a remarkable growth rate over the past four decades
and has lifted millions of people out of poverty. Since 2013, however, the usage of
China’s insolvency law in the private sector started to rise sharply. This change
began in the city of Wenzhou, a location with a long history of commercial and
mercantile activity and more recently core to the revival of China’s private
economy. The Wenzhou case provides us with an opportunity to closely study the
process of legal transplantation and to test specific aspects of the transplant effect
hypothesis, in particular the claim that transplanted laws can only work when there
Is local or ‘endogenous’ demand for them in the *host’ or ‘receiving’ state.

We also test claims made for a ‘co-evolutionary’ understanding of the law-
economy relationship in the context of China’s development.® This theoretical
framing suggests that the rule of law state and market-based exchange are



complementary institutions, with the evolution of one providing the context for the
development of the other. Transplants are likely to work well when they respond to,
and catalyse further changes in, the underlying social and economic conditions of
the host state. An emphasis on evolution can be read as implying an incremental
and mutual embedding of formal laws and informal institutions, a process which
cannot be expected to happen overnight.

In addition to documentary sources, this paper draws on interviews we carried out
in Wenzhou in September 2017 and December 2018. We were able to conduct
extensive interviews with judges, officials and entrepreneurs, over the course of
two visits to the city. The focus of the interviews was the period of the so-called
‘curb crisis” which the Wenzhou business system had experienced in 2011, and the
period in the aftermath of the crisis, when insolvency law was being actively used
to restructure the affected businesses. The unusual level of access we were able to
achieve with judges in particular make these interviews a valuable resource, which
we use here to expand the understanding of China’s insolvency law beyond what
can be achieved via a purely formal or doctrinal understanding of its operation.

Our study shows that aspects of the transplant and coevolution hypotheses are in
need of some modification if they are to explain China’s legal and economic
development. The embedding of legal transplants is less a response to the
demands of business actors, and more the result of proactive interventions on the
part of judges and officials. Rather than incremental change, we see rapid
evolution being triggered by financial crisis. The practice of insolvency law in
China is no longer used as it once was, an instrument of state policy; it is
increasingly concerned, as elsewhere, with identifying and protecting private rights
and obligations. Chinese courts, perhaps to a greater extent than their western
counterparts, operate in response to, and in conjunction with, other state agencies,
including the executive branch. However, this close inter-agency cooperation is
one reason for the courts’ effectiveness. At the same time, judges and officials
alike recognize that the judicial branch has a distinct role in dispute resolution.
Moreover, the growing influence of insolvency law is a function not so much of
the enforcement powers available to Chinese courts, as of the willingness of the
judges to build trust in the use of the legal system on the part of civil actors. As it
Is through the actions of the judicial branch that Chinese insolvency law has finally
become more than a formality, we may with justification refer to the birth of
insolvency in China as one of the unexpected outcomes of the Wenzhou crisis.

Our analysis is structured as follows: section 2 sets the scene by seeking to clarify
the nature of the theoretical claims at stake; section 3 sets out our methodology;
section 4 provides an overview of the Wenzhou curb crisis of 2012, drawing on
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archival and legal sources and on our interviews; section 5 makes more detailed
use of the interviews to provide an account of the practical operation of insolvency
law and procedures during and after the Wenzhou crisis; section 6 provides a
concluding assessment of the evidence in the light of the paper’s theoretical
framing, with specific reference to the transplant effect and coevolution hypotheses;
and section 8 concludes.

2. Theoretical framing: the transplant effect and coevolution hypotheses
2.1 Contrasting views on formal and informal institutions

The existing literature is divided on the respective role of formal and informal
institutions in economic growth. On one side, the institutional approach to
development taken by North regards formal legal rules protecting property rights
and enforcing contracts as a necessary prerequisite to a nation’s economic
development. In the absence of effective formal legal institutions, it is implied,
sustained economic development is unlikely to occur.” Over the past three decades
this view was has been very much in vogue, and has been associated with the
growing use of metrics purporting to measure the quality of legal rules and of the
rule of law, including the World Bank’s Rule of Law Index, a complex composite
index built up from a wide range of data sources on the operation of legal
institutions. The idea that the rule of law in essential to growth has been advanced
in several high-profile and influential publications.®

The need for formal legal institutions to support economic growth has, however,
been downplayed by an alternative school of thought, which emphasizes the
importance of informal norms. Stewart Macaulay’s seminal paper of 1963
emphasised the role of repeat trading, reputation and inter-personal trust, element
of business relations he referred to as ‘non-contractual’, in engendering contractual
co-operation. Formal institutions of contract law, such as written agreements and
court-based sanctions, seemed to play a marginal role at best in shaping the
strategies and behaviour of the managers Macaulay interviewed.® An extensive
literature on relational contracts following Macaulay argues similarly that long-
term dealing and the existence of communal and/or personal ties between
contracting parties may be more effective in building trust than reliance on court-
based sanctions.’® The relative rigidity of the formal law and its tendency to lag
behind economic and technological developments, leading to avoidance strategies,
means that even in developed economies such as the USA, contracting between
business parties generally takes place in isolation from the court system, which
deals with a tiny fraction of all commercial disputes.!!



Franklin Allen, Jun Chan and Chenying Zhang offered a further challenge to the
rule of law paradigm.*? On the basis of empirical studies of Asian systems, they
argue that the rule of law is not merely unnecessary, but a potential barrier to
development. They characterise the legal system as a monopoly which can be
captured by private interest groups. The fixed costs of revising the law and
modifying legal institutions become highly problematic in emerging markets which
may lack effective state capacity but also have the potential for rapid growth,
rendering laws out of date. As a result, businesses tend to sidestep the law, relying
on reputation, relational contracting and inter-personal trust to support economic
and financial transactions, in preference to state-backed legal enforcement through
the courts.

However, the contrast between formal and informal institutions in these critiques
of the rule of law orthodoxy may be somewhat overdrawn. A minoritarian but still
significant strand in the empirical literature on contracting suggests while informal
institutions may provide a foundation for inter-personal, formal laws, where they
enjoy legitimacy and effectiveness, constitute important trust-assurance
mechanisms in situations of impersonal exchange.® In a similar vein, there is
evidence to suggest that the absence of formal legal mechanisms limits the
availability of external finance for firms in emerging markets, in circumstances
where overseas investors and other non-insiders are unable to access local
reputational resources for generating trust.**

A distinction may then be drawn between ‘private ordering in the shadow of the
law’, that is, alternative forms of contracting which operate in the presence of the
rule of law, and “private ordering under a dysfunctional public order’, that is, forms
which operate in the absence of a neutral and effective mechanism for contract
enforcement. In developed countries where courts are used as a last resort and
business contracting takes place largely autonomously from the legal system, the
law still operates as a ‘backstop’ in a way which affects contractual strategies.® In
emerging markets which lack fully effective legal ordering, the costs of using
alternative mechanisms of contract enforcement based on interpersonal trust may
become a dragon growth as the economy develops. This implies a sequencing
approach to building legal institutions: a given mix of public and private
enforcement may work well at early stages of development but may not be
sustainable over the longer term.

In this co-evolutionary understanding of law and economy relations, formal law
can be understood as both cause and effect of sustainable economic development.t’
According to this framework, formal legal institutions meet needs arising in the
context of an economy which is moving from interpersonal trust within small-scale
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exchange to large-scale, impersonal transacting. In this approach, legal institutions
are endogenous to the economic growth path of a particular country. It follows that
they are unlikely to be functional in the absence of certain social and commercial
practices to which public enforcement is complementary. For successful
transplants of formal institutions to occur, therefore, a certain pre-existing level of
economic development is needed. Once functioning legal mechanisms are in place,
however, they have the potential to foster further growth. Thus, the relationship
between legal institutions and economic growth is one of incremental
coevolution.!®

2.2 Insolvency law and economic growth

Since the mid-1990s, a large body of quantitative empirical research has
accumulated on the role of formal legal institutions in promoting growth.® Many
of these studies argue that legal protection of investor rights is a prerequisite for
the growth of capital markets and that legal protection for creditors is essential for
the growth of credit markets.?°

Studies claim that improvements in insolvency law have a positive impact on
credit flows, and that they contribute to economic development in a number of
respects. Three main strands to this argument can be identified. The first is that
insolvency law lowers the cost of credit by providing lenders with greater
assurance that the debts of failed businesses will be recovered. Consistently with
this claim, there is evidence that pro-creditor reforms in several countries have led
to overall reductions in the costs of debt recovery and to an increase in the
availability of credit.?* A second effect operates at macro level: as inefficient
businesses are closed and viable ones rescued through the operation of insolvency
law, the wider economy benefits.?? A third effect is to promote entrepreneurship.
‘Forgiving’ personal bankruptcy laws can stimulate entry by ‘latent’” entrepreneurs
who would otherwise be too risk-averse to start their own business.?® As shown by
a number of studies, there are more entrepreneurs in US states with higher asset
exemptions. #*  For these various reasons, a formal corporate bankruptcy or
insolvency law can be expected to play a positive role in promoting growth.

2.3 The evolution of China’s insolvency laws

The concept of bankruptcy or insolvency as a means to discharge a debt is
relatively new to China. Traditionally, it was believed that debts always had to be
repaid, and children inherited those of their parents.?® Bankruptcy laws?® based on
various overseas models were enacted by Chinese governments in the early
twentieth century but appear to have been ignored or ineffective in practice.?” The
last of these, the Bankruptcy Law of 1935, was repealed along with other
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legislation of the Kuomintang era when the Chinese Communist Party (CCP) came
to power in 1949. In the command economy which developed under Communist
rule, bankruptcy laws were not needed: the state owned the means of production in
their entirety, with the result that individual enterprises were essentially branches
of government, operating under the auspices of state budgets.

From the late 1970s, as China began to abandon Soviet-style central planning, the
issue of bankruptcy re-emerged. Under the new commercial logic, a significant
segment of state-owned enterprises were found to be running at a loss.?® The Law
of State Enterprise Bankruptcy of 1986 (EBL 1986) was enacted to address this
Issue, with a later measure, Chapter 19 of the Civil Procedure Law of 1991 (CPL
1991), applying to non-SOEs. Both these laws suffered from broad and over-
simplistic drafting and an absence of rules of procedure of the kind needed to put
them into practice.?® As a result, the law at this point was regarded as little more
than a statement of policy.

The Enterprise Bankruptcy Law of 2006 (EBL 1986), which came into force in
2007,% marked a major change. This law is both extensive and detailed and is
supplemented by Supreme Court interpretations.3! It draws on aspects of US,
English and German insolvency laws, recommendations of the WTO and IMF, and
the UNCITRAL Legislative Guide on Insolvency Law. As such, it is both a highly
formal and complex legal instrument, and an instance of the transplant effect.

The enactment of the EBL was enthusiastically received, being described as a
‘landmark in the legislative history of China’3? and ‘a watershed moment for
Chinese capital markets.”® However, take up of the new law was initially very
limited, continuing earlier trends. Even with the introduction of the 2006 law, most
insolvencies were ‘policy-oriented bankruptcies’ designed to assist the
restructuring of state-owned enterprises (SOESs), in which ‘the courts only played a
rubber-stamp role’.34

The low usage rate of China’s bankruptcy law prior to the 2010s apparently
contradicts the ‘law matters’ thesis, since the absence of effective bankruptcy law
did not appear to obstruct China’s record economic growth. However, it is
consistent with transplant effect and also with the co-evolutionary conception of
the law-economy relation. Both these two theoretical positions argue that the
formal legal system in general, and legal transplants in particular, can only be
functional if there is a demand for them. Demand for formal legal institutions can
arise where an economy is moving from interpersonal trust within small-scale
exchanges to large-scale, impersonal transacting, but before reaching this turning



point, informal rather than formal institutions would be providing the underpinning
for economic growth.

Notwithstanding the move away from the command economy which began over
four decades ago, China’s financial system is still dominated by state-owned banks
(SOBs). SOBs have a strong preference for lending to SOEs. As a consequence, a
large share of bank funding has gone to SOEs, leaving companies in the private
sector relying heavily on informal finance. 3 In contrast to arm’s length
transactions using formal financing, informal financing is characterized by
interpersonal transactions occurring among a small number of actors who know
each other and deal on a repeated basis. Personal knowledge about the capabilities
and trustworthiness of the parties saves on the search, monitoring and verification
costs associated with impersonal exchange in the formal or regulated sector.®® The
risk of being excluded from the group provides strong incentives for parties not to
cheat.®” Accordingly, in contrast with creditors in formal financing, who need a
formal legal system to enforce their contracts, or collect and distribute assets in the
case of bankruptcy, lenders in informal financing mainly rely on the reputation
mechanism for protection. Where reputation breaks down, lenders may go to
professional debt collectors for help. Physical violence and death threats were
until recently among the means used by debt collectors, and in some context may
remain s0.3 Thus a closer look at the Chinese context suggests that a focus on
formal institutions alone is unlikely to be capturing all aspects of the way credit
works in the economy.

3. Methodology

Evidence in favour of the claim that insolvency law promotes growth mostly
consists of analyses of quantitative studies based on regression analyses which
seek to infer causal relationships from statistical correlations. There are two
problems with relying on exclusively on studies of this type to assess the economic
benefits of insolvency laws. The first is that quantitative measures of the strength
or weakness of insolvency laws may not be very good at capturing informal norms
and practices which lie beyond the scope of formal legal rules.®® The second is
that despite the efforts devoted to distinguishing between correlation and causation,
culminating in the recent ‘credibility revolution’ in econometrics,*° there continues
to be an active debate across the data sciences about the legitimacy of drawing
causal inferences from regression analysis.* This has been a long-standing
problem in the literature on law and development, given the high likelihood that
legal rules respond to their economic context, rather than simply shaping economic
outcomes in a linear fashion. Case studies involving in-depth qualitative analyses



should, in principle, provide an alternative approach, capable of verifying or
qualifying as the case may be, the claims of the quantitative literature.

The problems with qualitative studies, and in particular with fieldwork-based
interviewing, are also well known.*? Interviews are unlikely to be representative,
no matter how wide the net is drawn when constructing a sample. Nor are
interviews straightforwardly replicable: even with the same interview protocol and
the same respondent, different answers, or at least different emphases, might be
received were the interview to be repeated only a short time later.

However, interview-based fieldwork can provide what is often lacking from
econometric studies: firstly, a specific and deep (in contrast to a more
representative but also shallow) account of the research phenomenon, drawing on
interviewees’ first hand experiences of practices and processes; and, secondly, a
sense of causal sequences, based on a respondent’s interpretation of past events
and their present relevance.*® Interviews may be particularly useful in contexts
where formal and informal institutions intersect and overlap: Informal institutions
are a core case of ‘scarce and difficult-to-access data’ which fieldwork-based
methods can reveal.** Nor should it be thought that qualitative research is
inherently less resource intensive or more straightforward to conduct than desk-
based quantitative research. Qualitative research requires:

a substantial period of fieldwork, keen observational skills, thorough
record keeping, and a high degree of self-awareness and ethical
management of social relations. For fieldwork, researchers must have
appropriate language skills and sufficient understanding of the local
context to gain access, recognize informal institutions, and accurately
interpret culturally coded observations.*

In the context we are considering, interview-based fieldwork should in principle
throw light on questions which have remained unclear, or unanswered, in
quantitative studies: how are legal transplants absorbed into the processes and
practices of the ‘host’ system; how do judicial actors manage the translation of
laws ‘on the books’ into legal practice; and, what conditions are conducive to the
displacement of informal institutions with more formal ones? The interviews we
conducted were designed to address these issues. Altogether we conducted a total
of 27 interviews and focus groups with over 60 individuals in four cities (Beijing,
Hangzhou, Shenzhen and Wenzhou) between April 2017 and December 2018. In
this paper we draw principally on interviews with judges, officials and
entrepreneurs in two visits to Wenzhou, in September 2017 and December 2018.
The focus of these interviews was the legal and regulatory response to the
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Wenzhou curb crisis and its legacy. Although several years had passed since the
events of the Wenzhou crisis, these were still fresh in the minds of our
interviewees when we spoke to them, and the intervening time had given them an
opportunity to reflect on the lasting impacts of those events. The interviews were
conducted at length, in some cases over the course of several days. Being able to
make a second visit to Wenzhou provided us with the opportunity to follow up on
and clarify points arising from the first set of interviews we conducted there.

The interviews were conducted in each case by the two authors of the current paper.
Because of confidentiality concerns, the interviews were not recorded, but were
transcribed in writing during the interview process, and finalized immediately
following the interview. Following anonymisation, English-language translations
of the interviews were lodged with the UK Data Service Archive, where they can
be viewed.*® References below to individual interviews refer to the identifiers used
in the version of the dataset deposited with the UK Data Service. This deposit also
contains a datalist with details of all the interviews conducted, and a sample aide
memoire and participant data sheet.

4. The Wenzhou curb crisis

The role of informal institutions in overcoming financial constraints and fostering
economic grow is well illustrated by the case of Wenzhou. Wenzhou is a
prefectural-level coastal city located in Zhejiang province with a population of
approximately 9 million. It has a number of distinctive features.*’ It is located in a
mountainous region with little arable land. It received little investment from the
state after 1949 due to its geographic location opposite the island of Taiwan.*
With the advent of economic reform in the late 1970s, Wenzhou was faced with
fundamental problems in lifting itself out of poverty and backwardness.
Nevertheless, since 1978, Wenzhou has achieved an exceptionally high growth rate,
with its annual GDP per capita reaching twice the national average. The absence of
state investment and formal credits was made up by Wenzhou’s informal financial
system.*® Loans for millions of RMB could be arranged by a few phone calls, with
no contract or collateral. A government report in 2010 reported that 71 per cent of
enterprises in Wenzhou received credit from the informal lending market without
any guarantees, and that 96 per cent of loans were paid back.®® Our interviews tell
a similar story, with the following typical account:



The proportion of lending between people based on relations without a
contract at all is around 30-40%. They never intend to go to court, it’s
about mutual help and cooperative lending. In Wenzhou it is mostly
interpersonal, without collateral or a guarantee. Generally, the borrower
has no collateral, by definition, otherwise they would have got bank
finance. Beyond these 30-40% of cases, creditors may ask for a personal
guarantee from a third party, often known to the borrower and lender, so
again this is based on interpersonal relations... In Wenzhou, if there is a
big project, there may be many lenders but even then, the authorities
may not get involved. If a default on a big project took place elsewhere,
the creditors might go to government officials to get protection, but that
would not happen here.>!

The following account of how one family-owned firm survived the financial crisis
through reliance on informal lending illustrates the exceptional flexibility of the
system:

On informal lending, | have some experience of it from friends and
family during the crisis. At that time my husband could not borrow
because he was the legal representative of the company and people were
cautious about lending to the company, but I borrowed from my female
friends, 10 million RMB, with no receipt and no contract. 2

Given its reliance on informal financing, the traditional Wenzhou economy made
little use of insolvency procedures. By the end of 2012, Wenzhou’s GDP reached
365.06 RMB billion and it a total of 117,805 registered companies;® but between
2006-2011, a total of only 24 insolvency cases, the large majority relating to SOEs,
had been accepted by the Wenzhou courts.> The turning point came in 2013. In
that year the number of accepted insolvency cases in Wenzhou rose sharply to 198
in 2013,% nearly 10 times as many as in the previous year.*® Between 2013 and
2017, the Wenzhou courts accepted a total of 929 insolvency cases. They then
accepted 673, 605, 728, 701 cases in 2018, 2019, 2020 and 2021 respectively.®’
From 2013, private sector companies formed the majority of insolvency cases. 8

What triggered the rise in insolvency cases was a major shock to Wenzhou’s
economy, the so-called ‘curb crisis’ which began in 2012. The crisis stemmed from
the practice of ‘group lending’ (lian bao).%® Group lending had been initiated by
the Grameen Bank in Bangladesh in the 1990s. In an idealized form of the
Grameen model, borrowers are organized into groups of five to ten members.
Lending is based on joint liability, or the idea that a second member of the group

10



cannot get a loan until the first is paid back, thereby creating an incentive for “peer
monitoring.” Because borrowers all live in the same part of the village, they have
tacit knowledge of other group members.®® The original model of group lending
was therefore an informal institution that operated in a closely-knit community,
with the principle of members’ joint liability essential to its operation. Group
lending was introduced into China as early as in January 2000,%! but it did not gain
much attention till 2008. After 2008, to carry out central government’s stimulus
scheme, banks ended up extending credit to SMEs that were unable to provide
credit history or collateral; group lending was promoted as an alternative risk
control mechanism. Unlike the original Grameen model, group lending during this
period was largely detached from social networks; but like the Grameen model, it
relied heavily on joint liability. Many of the groups formed at the request of banks
consisted of companies which had little knowledge of each other. This form of
group lending effectively helped many private companies gain access to formal
financing for the first time, and undoubtedly facilitated the transition from relation-
based transactions to impersonal transactions. It is thought to have represented as
much as 40 per cent of total lending in this period across the country as a whole,%?
but in Wenzhou the figure was estimated to be between 60 and 70 per cent. ®3 In
the case of the Xintai group, a major Wenzhou enterprise, the group

made mutual guarantees so in total there were 730 firms involved. The
size of the debt was 15 billion RMB. There was a mutual guaranteed
scheme. There was a core, the arrangement was like a hub and spoke. In
the first circle there were 19 firms, another 135 in the second circle, and
then, another 411, and altogether 730 firms were related.%

The artificial acceleration of the transition from relation-based informal lending to
impersonal formal lending proved to be disastrous. Banks were left with little
protection. Group lending was not only unable to mitigate the risks they faced;® it
triggered a domino effect which extended the failure of a single company to dozens
of others. This was at the root of Wenzhou’s 2011 curb crisis.®® Yet just as the
move to formal lending triggered the crisis, it also catalysed an institutional
response: there was suddenly a new demand for a formal bankruptcy law, as
indicated in the rapid rise in the number of insolvency cases in 2013.
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5. Judicial Innovation in Wenzhou: Evidence from Interviews

Even if a demand for bankruptcy law arises, it cannot be automatically translated
into a higher rate of use. According to the transplant literature, for a transplanted
law to be effective, legal intermediaries responsible for developing the law must be
responsive to growing demand for the law. Yet judicial actors themselves may
also have a role in stimulating greater use of formal procedures.

5.1. Actively promoting use of the courts

Although EBL 2006 was seen as well drafted, there were still many obstacles, both
conceptual and practical, to bringing the ‘law on the books’ into practice. Prior to
2012, insolvency was still an unknown concept for most entrepreneurs. Rather,
they continued hold to beliefs typical of the network-based nature of informal
lending, such as the ancient beliefs that ‘one must pay his debts’ and ‘a son must
pay his father’s debts.” Thus, the first reaction of many was flight or suicide, rather
than filing for insolvency option. Judicial initiative was needed to increase legal
awareness of the possibility of the insolvency option, to help overcome the cultural
obstacles to using it, and to remove the stigma which attached to it:

The general public, they have a lack of understanding of the issues, and
they hate the term ‘insolvency’, everyone tries to distance themselves
from being insolvent... The outbreak of crisis in Wenzhou in September
2011... caused many suicides and runaways. On one day, 22 September
2011, more than 10 entrepreneurs committed suicide or ran away.®’

It was urgent to act since the collapse of several firms in a single day was
threatening not just an economic collapse but a wider social disorder, and had
drawn the attention of senior national politicians:

This caused a domino effect, it was chaos, it threatened both the
economic and the social order. Once creditors knew that debtors were
committing suicide or running away, they started enforcing their debts
however they could, they ran to the factories and grabbed what they
could. This was causing social chaos, so it drew nationwide attention.
Premier Wen Jiabao came to Wenzhou and decided to start a reform.
The reform took place in March 2012.%8

The nature and scale of the crisis were such that a proactive response was
needed:
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On the development of insolvency practice in Wenzhou, the background
Is that, due to the crisis, the government and the party faced enormous
pressure. The then party Secretary of Wenzhou used to work in an SOE
[state owned enterprise] and he had some experience before of how
insolvency law applied to SOEs, and he knew about how this worked.
He had learned that insolvency law could be used to solve financial
problems, so he called on the courts to play a role in solving the crisis.
The court was given a quota of receiving and accepting 100 cases per
year, and that was very challenging because we had little experience of
insolvency law. The new insolvency law took effect from January 2007,
up to 2012, this court in Wenzhou only had 27 insolvency cases, and
suddenly we had 100 to deal with per year.

Under these circumstances, it was not enough for the courts to wait for insolvency
cases to come to them. Businesses had to be actively persuaded to use the courts:

After 2012 when [we] were given the quota [of insolvency cases to try],
the first thing we had to do was to find the cases because no one came to
court to file a case. So all the judges including the Chief Justice had to
go to the local media and to promote the court and explain to public the
protection function of insolvency. It took about a year, but this seemed
to have a positive effect because by the end of 2013 the parties started to
take the initiative to approach the court to ask about insolvency
procedures... In the crisis many ran away or committed suicide, so we
invented a slogan, it is better to apply for protection of insolvency rather
than running away, and over the year they kept promoting this idea, the
idea of the protective function of insolvency.®®

In other words, the Wenzhou judges were not simply responding to a greater
demand, on the part of business entities, for formal insolvency procedures; they
were actively promoting the use of the courts as an alternative to more traditional,
informal mechanisms of enforcement.

5.2 Inter-agency collaboration

A major reason for the failure of legal transplants is that only the rules can be
transplanted, but not the underlying institutions enforcing them. Although EBL
2006 was modeled on what was taken to be international best practice, in particular
US legislation, this in itself could be no guarantee of it working in practice. A
fundamental difference between the Chinese court and its US counterpart is the
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status of the court. The Chinese court lacks independence from the executive
branch of government, and in practice is heavily dependent on the executive for its
operation. '© Relatedly, the Chinese court has no authority over government
departments, and is in practice dependent on their collaboration, rather than on
their compliance with court orders, to put judicial decisions into effect. Insolvency
cases raised particularly challenging issues in this regard as they often involved
multiple governmental bodies including the tax authority and Industry and
Commerce Bureaux, without whose support and assistance, insolvency
proceedings are unlikely to succeed.

As the Wenzhou curb crisis unfolded, there were several instances of inter-agency
collaboration. These included taking steps ‘to establish an enterprise insolvency
working party, a group of leading people, tackling risk in relation to insolvency’,”
which included the mayor and deputy mayor of the city and the Chief Justice of the
local court. The judges found that other officials ‘had no knowledge of insolvency
law’, to the point that the judges ‘had to explain to all the parties why it was
important to file a claim in order to establish creditors’ rights, and to explain that
the tax authority could use the legal process as proof to write off the debts and to
create an incentive for the debtors to participate’. 2 Conversely the judges
recognized that in order for them to progress the forma resolution of insolvency-
related claims, it would be ‘important to have the support of the government, to
collaborate with them and with all the actors’.”

A specific example of inter-agency collaboration arose from the interaction of
insolvency cases with the operation of the tax system. To facilitate the effective
resolution of insolvency proceedings, and in particular to assist restructuring, the
Wenzhou courts ‘agreed an MOU with the tax authority for an evaluation
mechanism, to enable them to assess the tax effects of a restructuring’.” To
illustrate the practical difference that could be made by involving the tax
authorities directly in restructurings, the following example was explained to us:

When the company [a property developer] planned to go into a
restructuring there were three different evaluations of tax liabilities. The
tax administration employed tax accountants to do an assessment, and
they arrived at a figure of 104 million RMB. The company’s investors
then arrived at another, 70 million. The tax authorities came up with
another 20 million. These were big differences. The tax authority knows
best in such cases. They had the authority to make the decision in the
end. It’s best to involve the tax bodies in this process. Now after the
MOU was agreed the tax authority is routinely involved in evaluating tax
debts.™
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Another example of inter-agency collaboration arose from the need to resolve all
outstanding tax claims before a restructuring could be completed:

To remove the name [of an insolvent company] from the register you
need to provide proof of tax being paid and the point is this is not
available in most cases. So the solution was that the court took the
responsibility and the court provided proof to the administration. But
because this is not normal procedure it has to go through with the
support of the leading group of creditors who issue a written document
to allow this procedure. So, this is how they did it. The court spends
most of its time on these issues rather than legal issues per se. This is
what happens in practice.

According to the judge who explained this problem to us, the solution arrived at
‘could not have been done without the support of the leading group’ of senior
officials from different agencies: you have to have support from the top of the
government, to enable the collaboration, between different parts of government and
the various actors’.”

5.3 Experimentation and learning

A consistent theme from our interviews with judges and officials was that they
themselves were engaging in a learning process as they were called on to respond
to the circumstances of the crisis. Among the many obstacles facing the courts
were the ‘lack of experience’ of the judges themselves. This interviewee had
‘finished my undergraduate degree in 2006, and finished postgraduate study in
2008, only two years after the insolvency law was passed, so | had little knowledge
of insolvency law’, which she said was ‘common among judges in China’ at that
point. It was not just the general public that had a ‘lack of understanding of the
Issues; there were many judges who “did not want to get involved’ in insolvency
cases on the grounds of their complexity and the length of time it took to resolve
them. Similarly, many legal practitioners ‘lacked experience of practice’ in the
insolvency field.””
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At the same time, for this judge and her colleagues, the crisis provided an
opportunity to establish the Wenzhou court as a pioneer:

Because the crisis began in Wenzhou, we had the chance to start things,
to make the first move. Our experience accumulated; other provinces
learned from us. We were the pioneers of insolvency law; our experience
has been introduced to other places.”

To disseminate the lessons they had learned, the Wenzhou court arranged for
judges and insolvency practitioners (administrators’) to train together, and then
began disseminating the lessons learned to other provinces:

The court initially provided annual training for judges and then for the
administrators as well, they trained together. There was no fee for this,
and it helped the administrators a great deal. Now thanks to the
development of the Wenzhou insolvency law practice currently we have
38 administrator teams at firm level and they have dealt with 1,000 cases
so far, this is comparable to any other region, which gives Wenzhou-
based administrators the chance to develop their expertise. Now we have
been invited by other provinces such as Fujian to share our expertise.”

Prior to the Wenzhou crisis, nearly all bankruptcy cases in China concerned SOES
and as such were mainly governed by administrative rules. Following the crisis,
there was a wider national change in the court system and a move towards greater
specialization. Up to 2016, bankruptcy cases were treated as ordinarily
commercial cases tired in the Second Division of the Commercial Court. With a
rise in bankruptcy cases, SPC established a specialized bankruptcy division in June
2016.8° The Wenzhou court was already well advanced in this regard, as a judge
told us in the course of our interviews:

We had our [insolvency] court in place by May 2015. Now we already
have seven insolvency courts in this region alone. | believe that this
change was necessary and very helpful. Using myself as an example, |
used to work in the second division of the commercial court, and
because for insolvency cases there is no deadline as there is for other
cases and the judges would prioritise the other cases. This was a reason
for insolvency cases taking too long. But with specialization, the
efficiency of the court improved, it was more focused. It was spending
more time on the issues which mattered. There were other advantages to
establishing a specialized court. Firstly, it solved the incentive problem
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facing judges. Insolvency law cases take a long time and there is a big
workload. It is hard to focus on the key issues. Now it is better.5!

A particular feature of the innovations introduced in Wenzhou was the treatment of
SMEs. The high proportion of SMEs coming before the Wenzhou courts required
a distinct response. The EBL 2006 was not drafted with SMEs as such in mind and
it is only recently that the issue had begun to be addressed in not just China but
more widely.?? It was against this background that the Wenzhou court introduced
introducing a summary procedure to bankruptcy in 2013:

There is no summary or speedy procedure in insolvency law currently.
We [the court] tried within the existing framework to simplify the
procedure and to speed up the process, the trial. For example, while the
law provides that the creditors must file their claims between 1 and 3
months, now we have said here that this must be done within 1 month.
We believe that we could merge certain procedures.®® By June 2017
there had been a significant improvement in efficiency, at least of the
speed of trials. We used to average 2 and a half years now it is 7 months.
In one insolvency case where there were no assets, the case was disposed
of within 34 days.?

54 Encouraging formality: corporate form, registrations. and
restructurings

When the crisis began, the judges were dealing with a situation in which informal
relations were still the norm. As one of our interviewees put it,

Most firms don’t keep good books. They don’t have accounts to the
level needed in an insolvency. It is a problem even to remove the
company name from the register.... In insolvency cases it was normal to
find no assets, no book keeping (no accounts, or at least not regular ones)
and no staff, we called them the ‘three no’s’.°

Relatedly, it was not unusual to find that the corporate veil operated in name only:
‘typically there is no clear distinction between the corporate person and the
shareholders’, 8 with most SMEs operating as ‘quasi-partnerships with little
separation between owners and the company’.8” In response, the courts took steps
to clarify the position of shareholders in the event of an insolvency and to
encourage efforts to recover sums from them where the share capital had not been
fully paid up. Where there were accounts of some kind, then the court requires that
the administrators must do a comprehensive audit of the accounts, to see whether
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the shareholders have made sufficient capital contribution. The shareholders will
be personally liable for not paying capital in’.  Secondly, creditors were
encouraged to take claims directly against the shareholder in situations where an
insolvency had not been properly conducted. Thirdly, evidence of criminal activity
by an owner-shareholder, as in cases where the accounts had been withheld or
destroyed, was also used as a basis for allowing a direct claim by creditors against
the shareholders’ personal assets.

A related innovation was to emphasise the importance of loans being registered if
they were to be enforced. As the regulatory authorities were encouraging
registration of loans through local state-run credit bureau set up in the aftermath of
the crisis, a complementary role was being carved out by the courts:

There is a possible and active role for the courts in shaping law, leading
the practice, for example on registration. The courts in Wenzhou can
give more weight to registration. If a contract is registered the court will
more likely decide it is valid. If the party has registered the contract and
the court is less likely to find that there is a crime, it is more likely to
treat it as a civil case, the court can play a proactive role pending
national law reform.®°

Reorganisations and restructurings provided a further context for judicial attempts
at formalization. It was recognized that restructurings would effectively be
impossible, as a result of the difficulty in coordinating the different actors. Courts
approached their task, however, not by seeking to impose solutions on the parties
but by emphasizing that the ‘protection function’®® of insolvency law, which meant
that businesses could be shielded from certain liabilities even if individual
entrepreneurs were not:

The situation is that the insolvency law relieves firms, but not really the
entrepreneurs, from financial distress. This is because of the use of
personal guarantees. The entrepreneur will still be liable for various
guarantees, and this affects restructurings, because the entrepreneur can
no longer be a shareholder or start a new business. At best they can
work as a manager or start a business using another name, because there
is often joint liability, mutual guarantees, individuals are always
involved.®
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This involved a degree of inter-agency cooperation, with the government providing
‘protection’ or ‘assistance’ for those firms deemed to be in need of it and not
simply evading debt, but with the resolution of claims and restoration of the
business ‘left up to the judicial branch, using legal remedies.®> The key role of the
court was:

mostly about getting the secured creditors to go along with it. The banks
have collateral so it’s easier for them to enforce the collateral than to go
into a restructuring. The administrators lead the creditor’s meeting. If
they fail to reach agreement the court has a discretionary power to
intervene, and if they think that a restructuring plan is feasible, they can
enforce this by a judicial order.%

The power to order restructurings was extended to large listed companies and to
multi-company insolvencies arising from the practice of firms providing each other
with mutual guarantees:

We tend to consolidate insolvency cases involving mutually
guaranteeing enterprises. One case involved 19 different firms. Mutual
guarantees create a serious problem. Some healthy and well managed
firms get dragged down by one or two badly run or poorly performing
firms, firms with irregularities.®

Between 2013 and 2017, around 40 restructurings had been completed in Wenzhou,
which was seen as a good outcome:

40 restructurings... is 5-6% of cases, but actually 40% of the debts, so in
that sense it is very significant. This 40% figure is high by comparison
with elsewhere, for example, Shenzhen. There have been only 40
restructurings in total in Shenzhen since 1993.

Positive assessments such as these are balanced by an understanding that informal
finance remains a reality, with attendant risks of a kind that the formal system can
only go so far to channel or control:

Question: What is the effectiveness of the Wenzhou reforms?

Response: It’s hard to answer. Another side of the story is to offer
investors more diversified investment channels. All this money in
informal lending hot money seeking higher returns for capital is a
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problem. People go to informal lending because of the lack of other
channels. These are market issues. The market must solve them, not the
visible hand.®®

But when asked whether informal or inter-personal forms of business interaction
continue to take priority over the use of formal laws and procedures, a not
untypical response was the following:

| think that things have changed over the years, so that nowadays,
ordinary people have a better understanding and appreciation of the
courts’ authority. It is now commonly understood that people need to
respect courts’ judgments, so if there is news that people fail to comply
with judgments, most people will consider that to be wrong. This change
of attitude towards the courts applies both to ordinary people and to
government officials.%

6. Assessment and conclusion: crisis, punctuated equilibrium, and judicial
innovation in the birth of Chinese insolvency

Building on the theoretical framework set out above, we take the transplant
hypothesis to indicate the need for an endogenous demand if an imported law is to
bed down ‘in fact’ and not simply ‘on the books’, while the coevolution hypothesis
similarly emphasizes the need for conditions in the host state to be receptive to the
transplant. The early history of insolvency law in China suggests support for both
claims: the various iterations of bankruptcy legislation prior to the 2006 reforms
were either ignored altogether or used for purposes far removed from the western
models which inspired them, as in the case of SOE restructurings using the 1993
law. The 2006 law, while seen as well drafted, was also something of a deal letter
for several years after its enactment.

However, with the onset of the Wenzhou crisis in 2011, the 2006 law was not only
put to use, but very rapidly evolved at the level of practice. This suggests a role for
crises in stimulating the adaptation of laws which is somewhat underplayed in both
the transplant and coevolution narratives. Crises can trigger novel uses for laws
which had hitherto remained underused and underenforced.

Nor does the incremental pace of mutual adjustment implied by the language of
coevolution entirely capture the discontinuities which crises can induce rather than
being endogenously generated, the evolutionary process here is more akin to the
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‘punctuated equilibrium’ which follows on from an exogenous shock which
stimulates learning and experimentation.®’

A further qualification to the transplant and coevolution hypotheses concerns the
relative weight of demand-side and supply-side factors in stimulating institutional
change. The predominant account of the transplant effect highlights the
importance of the demand for legal rules on the part of market actors. Yet in the
Wenzhou case, the courts were not just responding to the needs of the business
community. Initially, entrepreneurs resisted judicial intervention while creditors
sought to bypass it: physical flight, on the one hand, and a self-defeating race to
collect, on the other, were the first responses to impending failure. The courts,
with the support of other government agencies, had to make a positive case to
businesses and creditors for the use of insolvency law and procedures; and far from
reacting passively to what they saw as business needs, the judges acted
strategically and proactively in making the case for insolvency as the preferred
mode of restructuring.®®

Our case study has wider implications for debates about the role of legality in
China’s social and economic development. It is striking that insolvency laws were
explicitly being used, in the Wenzhou crisis, to resolve private rights and claims,
and not as part of a wider process of administrative adjustment of different organs
of the state, as had been the case in the earlier use of the bankruptcy law to
reorganize SMEs. While our interviews contain abundant references to inter-
agency cooperation and to the role of the government in triggering judicial
interventions, they also show that judges and officials were aware of distinctions
between the roles of the executive and judicial branches.

Nor were the courts’ interventions simply aimed at enforcement per se. Instead,
judges sought to legitimize restructurings by continuously emphasizing the
‘protection’ function of the insolvency law and its role in allowing businesses to
continue even when individual entrepreneurs remained liable for their personal
commitments. Judges and officials saw their role more in terms of building trust in
the legal process than in using the law to discipline or punish.

This perspective suggests that the problem with transplants is not so much that they
operate at the level of ‘law in the books’ as opposed to ‘law in practice’. Rather,
our case study suggests that formal rules can be operationalized at the level of
practice once they are seen as legitimate. While this is a process which takes time,
a period of crisis provides opportunities for the learning process around the use of
formal rules and procedures to be accelerated. For the judges we interviewed, the
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Wenzhou crisis, which had seemed to threaten both the economic order and the
wider civil or social one, proved to be just such an opportunity.
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