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ABSTRACT

The purpose of the study is to change the current methodology for identifying the fundamental aspects of an
organization’s financial recovery by analyzing the elements that are needed for the theory of financial recovery to change
under current conditions. The subject of the study is the financial and economic mechanisms for the settlement of
overdue debts of insolvent organizations in out-of-court and judicial (under bankruptcy procedures) regimes within the
framework of financial relations with creditors. The relevance of the work is due to theoretical and practical problems.
The strengthening of the factors of the business crisis against the background of a high debt burden and low economic
growth significantly increases the risks of mass bankruptcies of organizations, which requires the improvement of
financial recovery tools. However, the existing paradigm of the theory of financial recovery is focused on preventing
threats to the property interests of the owners of the debtor organization — this reduces the rehabilitation potential of
such a theory. Analysis of the implementation of bankruptcy procedures in Russia shows the inefficiency of rehabilitation
and liquidation procedures, which in most cases end in the liquidation of the organization and the separate sale of its
assets in parts. Using logical research methods (analysis, synthesis, induction), economic analysis of judicial statistics
on bankruptcy in Russia and the USA, methods of economic comparison and the provisions of the systematic approach,
the theory of corporate reorganization of L.Bebchuk, the contract theory of the firm O.Hart and the theory of crisis
management of socio-economic systems, the original results of the study were obtained. The article proposes to change
the object composition of the processes of financial recovery: to shift the emphasis from protecting the property interests
of the debtor organization to preserving its business from destruction. The change in the object composition provides,
among other things, a solution to the key strategic problem of the institution of bankruptcy — finding a balance between
rehabilitation and liquidation procedures, preventing the preservation of inefficient and liquidation of effective debtors.
The orientation of financial recovery tools to preserve businesses from destruction allows us to develop provisions on
the risk of bankruptcy of organizations and increase the rehabilitation potential of bankruptcy liquidation procedures,
which determines the novelty of the study.
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INTRODUCTION

The constant crisis-driven development
of the economy (regardless of the nature
of the crisis factors), the high level of debt
burden in the corporate sector that emerged
after the coronavirus pandemic, and the low
growth rates of the global economy (Fig. 1)
necessitate the development and improvement
of the theory of financial rehabilitation
of organizations to prevent their mass
bankruptcies.

The need to improve the theory of financial
rehabilitation is also driven by the low
effectiveness of bankruptcy procedures in
Russia regarding business recovery and their
liquidation-oriented nature: from 2003 to
2022, the share of rehabilitation procedures
in bankruptcy cases for organizations, which
essentially serve as tools for financial recovery,
does not exceed an average of 4.6% of the total
number of bankruptcy procedures (whereas,
for example, in the U.S., this share exceeds
30.4%). The rehabilitation effectiveness of
the bankruptcy institution for legal entities in
Russia averages 3.1% (out of 100 organizations
for which bankruptcy proceedings have been
initiated, only one in three organizations,
which have restored their solvency, remains
after all bankruptcy procedures are completed)
(Fig. 2).

The potential for the rehabilitation of
organizations within the framework of
bankruptcy rehabilitation procedures in
Russia is also quite low. The analysis of the
activities of organizations whose solvency
was restored during bankruptcy rehabilitation
procedures (financial recovery, external
management) from 2010 to the first half of
2023 showed their low survival rate: after
exiting bankruptcy procedures, every fifth
organization continued its activities (out of
3504 organizations that underwent financial
rehabilitation or external management, 748
organizations remained operational, not
in a state of bankruptcy, liquidation, or
reorganization, which constitutes 21% of the
total number mentioned). At the same time,
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among the organizations that continued their
activities, only every third one is financially
stable (assessment based on the consolidated
risk indicator of loss of financial stability from
Spark-Interfax).!

The issues of low effectiveness in the
rehabilitative aspect of the bankruptcy
institute in Russia have been sufficiently
studied [1-3], however, there is hardly
any attention paid to the improvement of
the theory of financial rehabilitation of
organizations. This theory is relatively young
in our country; its development is linked to the
establishment of a market economy and the
formation of the bankruptcy institution. For
this reason, there are currently no systematic
studies and theoretical developments
in the field of financial rehabilitation of
organizations in Russia. In most cases,
existing approaches to studying the theory of
financial rehabilitation are narrow in scope,
defining the essence of financial rehabilitation
as one of the bankruptcy procedures [4], or
only considering the accounting and analytical
aspects of financial rehabilitation [5]. At the
same time, the subject composition targeted
by the financial recovery processes is limited
to organizations only.

A comprehensive approach to the
development of the theory of financial
recovery is found in the research of S.E. Kovan
[6] (a representative of the scientific school of
the Financial University “Crisis Management”,
to which the author of the paper also belongs).
However, the essence of the financial recovery
of an organization in the paper of S.E. Kovan
is limited solely to protecting the interests
of the owners of the debtor organization.
At the same time, this scholar developed
a universal systemic theory of anti-crisis
management for socio-economic systems [7],
the fundamental principles of which can serve
as the foundation for the theory of financial

! Yukhinin A. Statistics of Rehabilitation Procedures. Is there
reliable information? Practicum of a bankruptcy lawyer, 2023.
Corporate lawyer. URL: https://korpurist.life/bankrotstvo/23/
art.php?id=3 (accessed on 28.11.2023).

©® FINANCE: THEORY AND PRACTICE 4 Vol. 28, No.5°2024 ¢ FINANCETP.FA.RU



E.P. Kochetkov

120

100

80 cevvesf

60

40

20

8.00

6.00

4.00

2.00

0.00

-2.00

-4.00

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

== = The size of corporate debt in the world, trillion USD (left axis)

The share of corporate debt to GDP in the world, % (left axis)

Growth rates of global GDP, % (right axis)

Fig. 1. Dynamics of the Global Volume of Corporate Debt and the Rate of Change in Global GDP

Source: Author’s calculations on the basis of data from the Bank for International Settlements, the International Monetary Fund. URL:

https://www.statista.com; https://www.statista.com (accessed on 12.11.2023).

recovery of organizations. The main idea of
this theory is to consider the business itself as
the object of crisis management, rather than
the organization.

Abroad, the development of the theory
of financial recovery of businesses does not
occur as an independent scientific field. The
existence of various names for this theory
(corporate turnaround [8], corporate recovery,’
corporate financial restructuring [9]) indicates
that the theoretical foundation of the science
is not yet fully developed. A large part of the
research examines the essence of financial
rehabilitation, as in Russia, in connection
with bankruptcy procedures regarding
reorganization [10-13], debt restructuring,
and preventive restructuring?® (high risks of

2 Strategic Crisis Management: OECD Risk Management.
OECD. 2013. URL: https://www.mmc.com/content/dam/mmc-
web/Files/Strategic-Crisis-Management-paper-July-2013.pdf
(accessed on 18.10.2021).

5 Directive (EU) 2019/1023 of the European Parliament and
of the Council of 20 June 2019 on preventive restructuring
frameworks, on discharge of debt and disqualifications, and on
measures to increase the efficiency of procedures concerning
restructuring, insolvency and discharge of debt, and amending
Directive (EU) 2017/1132 (Directive on restructurin
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restoring solvency are noted [14]). Thus, the
foreign approach to the financial recovery of
an organization is defined by two modes of
such recovery: extrajudicial and judicial.

At the same time, financial rehabilitation
as a tool is associated with financial
(determined by financial factors) rather than
economic (determined by economic factors)
bankruptcy [15, 16]: a debtor facing financial
reasons for bankruptcy has a high likelihood
of reorganization based on agreements with
creditors, whereas in the case of economic
reasons for bankruptcy, the debtor will be
liquidated.

The portable forms of financial
rehabilitation deserve special attention when
studying the essence of financial recovery, as
they allow for the preservation of the debtor’s
business from destruction even in the event
of its liquidation. The simplest mechanism
for portable financial rehabilitation is the sale
of the debtor’s enterprise without its debts; a

g and insolvency), Official Journal of the European Union.
26.06.2019. L 172.
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Fig. 2. Rehabilitation Effectiveness of Bankruptcy Procedures of Organizations in Russia and the USA
Source: Author’s calculations based on judicial statistics on bankruptcy of legal entities in Russia and the USA. URL: http://www.cdep.

ru; https://www.uscourts.gov (accessed on 12.11.2023).

Note: for Russia, the indicators are calculated as follows: the share of rehabilitation bankruptcy procedures of organizations — as

the ratio of the sum of the number of bankruptcy cases of organizations in respect of which financial rehabilitation or external

management or a settlement agreement has been introduced to the total number of all bankruptcy cases; rehabilitation

effectiveness of bankruptcy procedures of organizations — as the ratio of the number of rehabilitation bankruptcy procedures

in which the solvency of the organization has been restored to the total number of bankruptcy cases. For the United States, the

share of rehabilitation bankruptcy procedures of organizations is calculated as the ratio of the number of bankruptcy cases in

accordance with Chapter 11 “Reorganization” of the U.S. Bankruptcy Code to the total number of bankruptcy cases (including

Chapters 7 “Liquidation” and 11 of the U.S. Bankruptcy Code).

more complex mechanism is the formation of
a new corporation (joint-stock company) based
on the debtor’s assets, unencumbered by the
debts of previous creditors. The most popular
“portable” financial recovery has become in
Belgium, England, Germany, the U.S.,* and
France [17, 18]. In France, for example, the
mechanism of portable financial recovery
must necessarily meet three conditions
simultaneously: 1) the continuation of
economic activity on the debtor’s assets; 2)
the preservation of jobs; 3) the maximum
satisfaction of creditors’ claims [17].

In the European Union, a directive has
been adopted in bankruptcy law aimed

4 Paragraph 363 of Chapter 11 of the U.S. Bankruptcy Code
provides a mechanism for the sale of a debtor’s assets, allowing
them to quickly sell assets free from all other claims.
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at developing preventive restructuring
of overdue debts in member states to
save the debtor’s business.® In Russia, the
current bankruptcy legislation® provides
for such forms (sale of the enterprise, asset
replacement), but they have not gained
widespread adoption. The use of this form
of financial rehabilitation allows for the
identification of a rehabilitative function
even within the liquidation procedures of

5 Rescue of Business in Bankruptcy Law: Report of the Institute
of European Law / trans. from English. M: Statute; 2021. 604 p.
¢ Federal Law from 26 October 2002 No. 127 “On Insolvency
(Bankruptcy). A new draft federal law “On Amendments to
the Federal Law “On Insolvency (Bankruptcy)” and Certain
Legislative Acts of the Russian Federation” (developed by the
Government of the Russian Federation in 2021 and submitted
to the State Duma of the Russian Federation) URL: https://
sozd.duma.gov.ru/bill/1172553-7.) provides for mechanisms
of “transferrable” financial recovery.
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bankruptcy. It has been proven that the
mechanism of portable financial rehabilitation
has a positive impact on ensuring the financial
stability of a business [18].

When examining the essence of financial
rehabilitation, the contentious issues are
maintaining a balance between liquidation
and rehabilitation procedures in bankruptcy
and defining the objective function of the
bankruptcy institution. On one hand, the
liquidation of an organization during
bankruptcy proceedings can have positive
effects on the macroeconomic: bankruptcy
allows for the redistribution of inefficiently
used assets for more productive utilization
(the so-called “creative destruction”
effect) [19]. On the other hand, financial
rehabilitation may lead to the preservation
of inefficient organizations due to conflicts
of interest and agency problems between
the debtor and creditors, which prevents the
effective redistribution of assets [11].

From the perspective of this contradiction,
the bankruptcy institution should provide a
mechanism that allows for the rehabilitation
of economically viable businesses while
simultaneously ensuring the liquidation of
unproductive ones (at the same time, it is
important to consider the negative market
effects (information asymmetry, conflicts of
interest between the debtor and creditors)
that significantly reduce the effectiveness of
rehabilitation within bankruptcy procedures).
As a tool to overcome the conflict of interest
between the debtor and the creditor, the
conversion of debts into equity in the
debtor’s business is proposed. This ensures
the possibility of preserving the ongoing
business within bankruptcy procedures
by creating incentives for creditors to be
interested in the development of such a
business [13].

The uncertainty in establishing a unified
goal for bankruptcy institutions has led to the
formation of two bankruptcy systems in the
world: the creditor-friendly system (UK) and
the continuation-oriented system (France,
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U.S.), the effectiveness of which is a subject
of ongoing debate. Research shows that in
insolvency systems focused on protecting
creditor interests, insolvent organizations
lose significantly more capital value than
in continuation bankruptcy systems aimed
at ensuring the survival of organizations
and their businesses [20]. The analysis of
foreign experience in bankruptcy regulation
shows that many European countries (for
example, Germany, France, Italy, and Spain)
have reformed their bankruptcy legislation
to enhance its rehabilitative component,
ensuring the preservation of the debtor’s
business [21]. Overall, the mechanism
of financial rehabilitation, as the goal of
bankruptcy procedures, should ensure their
ex post effectiveness, which consists of
maximizing the value of the debtor’s business
[12]. This allows for the fullest possible
satisfaction of creditors’ claims and helps
preserve the business from destruction.

Thus, there is currently an urgent need to
develop the theory of financial rehabilitation
of organizations in both extrajudicial and
judicial regimes, and to improve the practice
of implementing bankruptcy procedures
based on it. This will significantly enhance the
efficiency of bankruptcy procedures for legal
entities.

The purpose of the study is to determine
the essence of financial recovery for an
organization based on the formation of a
mechanism to protect the business from
destruction due to the negative factors of a
crisis, which serves as the fundamental goal of
such recovery.

Let’s formulate the research hypotheses:
1) the composition of the objects targeted by
financial rehabilitation processes determines
the objectives of such processes and the
temporal nature of their progression; 2) the
primary goal of an organization’s financial
rehabilitation is to prevent the threat of
business destruction, rather than the threat
of bankruptcy; 3) liquidation procedures for
bankruptcy can have a rehabilitative character
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when using mechanisms of “transferred”
financial rehabilitation.

RESEARCH MATERIALS AND METHODS
The theoretical basis of the research was
based on domestic and foreign scientific
works on the issues of bankruptcy theory,
reorganization, and restructuring of
organizations, as well as the peculiarities
of legal regulation of national insolvency
regimes. The practical component of the
research is based on the analysis of judicial
data in the field of bankruptcy procedures in
Russia and abroad, as well as other analytical
collections dedicated to the issues of legal
regulation of bankruptcy procedures in foreign
countries.’

To achieve the set goal and to prove the
formulated hypotheses, the article employed
research methods: analysis of statistical data
on organizational insolvency issues, logical
methods (analysis, synthesis, induction)
using methods of economic comparison
and a systemic approach. This approach,
viewing the enterprise, business, and
organization as socio-economic systems
of different levels unified into one system,
allows for the definition of the essence of
“transferrable” financial rehabilitation of a
business, according to which a business can
be preserved as operational even during the
liquidation of the organization.

The theoretical basis of the research is
grounded in S.E. Kovan’s theory of crisis
management in socio-economic systems,
as well as the theories of L. Bebchuk and
O. Hart regarding approaches to corporate
reorganization, which essentially justify
the feasibility of applying “transferrable”
financial rehabilitation to protect an
organization’s business from destruction
(only within the framework of the existing
organization by converting creditors’ debt

" Reports of the American Bankruptcy Institute. URL: https://
www.abi.org (accessed on 28.11.2023). German Institute for
Small and Medium-sized Business Research IfM Bonn. URL:
ifm-bonn.org (accessed on 28.11.2023).
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claims into shares (stakes) of the debtor).
However, within the framework of this
research, the data of the theory have been
expanded by providing the opportunity to
preserve the debtor’s business within the
newly created separate legal entity without
transferring its previous obligations.

RESULTS OF THE RESEARCH
AND THEIR DISCUSSION
Based on the results of the conducted research,
the following outcomes have been achieved.

1. Through the object composition, the
content of the financial recovery of the
organization, its types, and goals have
been defined in relation to the stages of
crisis development.

The foundation of financial rehabilitation
as a science is the theory of crisis management
of socio-economic systems, according to
which the goal of such management is to
ensure the well-being of higher-level systems
(the external environment): there is a shift in
the system of values and priorities from the
organization towards ensuring the interests
of the external environment [7]. This is due
to a chain reaction of negative consequences
from the crisis of organizations: in the event
of its occurrence, the damage is inflicted not
only on the organization itself but also passes
along the chain to all entities interconnected
with it (in the scientific literature, this
phenomenon is referred to as “indirect costs
of bankruptcy”).

It is logical that in such a case, it is
important to preserve the business as a socio-
economic system at a lower level than the
organization. In resolving an organizational
crisis, issues of ownership are secondary; the
main thing is that the object of management
(the business) can continue to operate
effectively and meet the needs of the external
environment. At the same time, conducting
business is only possible with the preservation
of the business-forming assets that constitute
the enterprise as a property complex. Thus,
one can consider an organization, business,
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and enterprise as systems of different levels in
relation to each other.

The proposed approach allows for the
definition of the essence of financial recovery
as a scientific and practical direction of
the theory of crisis management in socio-
economic systems, which involves the
application of various measures concerning
insolvent organizations with the aim of
preserving their business from destruction.
The main differences between the proposed
definition and existing ones lie in the
transformation of the goals of financial
recovery from restoring solvency to preserving
the business from destruction, the expansion
of tools (preserving the business through the
application of “transferred” rehabilitation),
and the focus on ensuring the interests of
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the external environment (regardless of the
current owner of the organization).

The use of “portable” financial
rehabilitation tools allows businesses to
be preserved even within the framework of
liquidation procedures during bankruptcy,
thereby revealing their rehabilitation
potential. Consequently, the financial
recovery of the organization can lead to the
financial rehabilitation of the organization
itself or its business (Fig. 3). Sometimes,
for the financial recovery of a business, it
is beneficial to liquidate the organization
(in most cases, under an ineffective previous
owner).

The composition of the entities and the
regime of financial rehabilitation, depending
on the organization’s special legal status

193



CORPORATE FINANCE

Appearance of signs
of bankruptcy and
conditions for
initiating bankruptcy
proceedings

Emergence of
financial —
problems

Loss of solvency

Events

Liquidation
of the
organization
= and sale of
assets in
parts

Restoration of the
organization’s
solvency

= Liquidation
procedures for

bankruptcy

Rehabilitation
procedures for
bankruptcy @

Business sale
(asset replacement)

4

~

Options for
saving a
business from

The emergence
of the threat of
business

destruction destruction

Preserving the business from destruction with the previous owner

Destruction
of the
business

Preserving the
business with a
new owner

Financial

Prevention of insolvency
recovery mode

Conducting liquidation procedures

Restoration of solvency forb ptcy

Type of

financial Preventive financial rehabilitation

rehabilitation

Judicial financial rehabilitation

Fig. 5.Ways to Save a Business from Destruction During Financial Recovery

Source: Compiled by the author.

(bankruptcy proceedings initiated), determine
the types of such rehabilitation (Fig. 4).
Preventive financial recovery is aimed
at preventing insolvency and avoiding the
initiation of bankruptcy proceedings as a

threat to the destruction of the business.

This type of financial rehabilitation is aimed
at restoring the organization, as the risk of
bankruptcy is minimal. Judicial financial
recovery is carried out within the framework
of bankruptcy procedures, and depending on
the category of these procedures, it can be
of two subtypes: rehabilitation within either
rehabilitative or liquidation bankruptcy
procedures.

If financial recovery occurs during the
rehabilitation procedures of bankruptcy, both
an organization and a business can serve as
the subject. The last one will serve as the
subject of financial rehabilitation if measures
for “transitional” financial rehabilitation
are implemented. Within the framework of
bankruptcy liquidation procedures, financial
rehabilitation is only possible for the business
in the event of its realization (sale of the
enterprise, replacement of assets).

Rehabilitation financial recovery is
intended to ensure the viability of the
organization (including based on the
rehabilitated business during bankruptcy
procedures) after exiting bankruptcy
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proceedings. To ensure strategic development
prospects, the business needs to restore its
financial stability.

2. The main ways to preserve a business
within the framework of financial recovery
have been identified.

The preservation of a business from
destruction as a goal of financial recovery can
be achieved either within the framework of
the existing debtor organization or through
the liquidation of the organization in several
ways, the specifics of which are determined
by the regime and type of financial recovery
(Fig. 5).

Threats to business destruction arise in
the presence of financial problems, which
subsequently lead to the emergence of
the organization’s insolvency. Preserving
a business from destruction with the
previous owner is possible through financial
rehabilitation within the framework of
bankruptcy rehabilitation procedures, where
the debtor continues its operational activities.
Business can also be saved from destruction
(not owned by the previous owner) within
the framework of bankruptcy liquidation
procedures through its sale or in the case
of its sale during rehabilitation procedures
of bankruptcy. This is possible when there
are prospects for the development of the
allocated business or its high socio-economic
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significance. The sale of the debtor’s assets in
parts during bankruptcy proceedings signifies
the complete destruction of the business.

The proposed methods for preserving a
business from destruction simultaneously
ensure the satisfaction of creditors’ claims
within the framework of bankruptcy
procedures (Fig. 6). This fact proves the
assumption about the influence of the targeted
function of financial recovery on its essence.

3. The nature of the risk of bankruptcy
threats to an organization has been
studied in the context of its financial
recovery.

The financial rehabilitation of a business is
closely linked to the organization’s solvency,
the loss of which leads to the emergence of a
bankruptcy threat® in the event of bankruptcy
proceedings being initiated against it. The
latter is complex and involves two threats:
the threat to the property interests of the
organization’s owners and the threat of
business destruction. All the mentioned

8 Under threat, the likelihood of a risk occurring is understood,
which leads to negative consequences for the organization and
business in terms of their viability.
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threats are related to the onset of the
organization’s insolvency. In the event of
insolvency, the activities of creditors are
activated, and their actions become factors
that increase the threat of bankruptcy.

The threat to the property interests of
a business owner arises when bankruptcy
proceedings are initiated: the property may
be seized and sold to satisfy the claims of
creditors against the owner’s will. The fate of
the debtor is determined by the creditors, who
choose the option that will satisfy their claims
in the shortest possible time.

The threats under consideration develop
synchronously up to a certain point and
cannot be separated from each other in the
absence of financial recovery measures (Fig. 7).
The sharp increase in the likelihood of these
types of threats occurs after insolvency sets in.

The implementation of financial recovery
measures reduces the level of these threats
(as shown in Fig. 8 through the comparison
of the levels of each threat on a comparable
scale); however, considering the possibility
of business recovery even in the context of
bankruptcy liquidation procedures (through its
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sale to another owner when there are prospects
for development or due to high socio-economic
significance), financial recovery can prevent
the key threat to business — its destruction. But
the other threats will still be carried out.

Thus, financial rehabilitation may not
always prevent the emergence of bankruptcy
threats and the property interests of the
owners of an insolvent organization, but at
the same time, it allows for the elimination of
the threat of business destruction.

4. The rehabilitative potential of
bankruptcy liquidation procedures has
been proven in the case of applying
“transferred” financial recovery.

The bankruptcy proceedings, despite
their liquidation nature defined by
bankruptcy legislation, allow for the financial
rehabilitation of businesses and organizations
(Fig. 8). On one hand, the bankruptcy
proceedings can ensure the preservation of the
debtor organization through the conclusion
of a settlement agreement or transition to
external management, while simultaneously

protecting the business from destruction.

On the other hand, during the liquidation
of an organization within the framework
of bankruptcy proceedings, it is possible to
preserve the business by applying measures of
“transferrable” financial rehabilitation.

CONCLUSION
In the course of the research, the formulated
hypotheses have been proven. It has been

established that changing the composition
of objects within the framework of financial
rehabilitation theory allows for increased
effectiveness in the practical application
of the corresponding tools. The orientation
of financial recovery processes towards
preserving the business of the debtor
organization, rather than the organization
itself, expands the possibilities of such a
process: it allows for the rehabilitation of the
business even in the event of the liquidation
of the organization as a legal entity. At the
same time, financial rehabilitation can be
carried out both concerning the organization
itself within the framework of bankruptcy
rehabilitation procedures (provided there
is an effective owner) and regarding the
business even in the context of bankruptcy
proceedings. The results of the study are
based on the concept of “transferrable”
financial recovery, which has proven effective
abroad. The nature of the risk of bankruptcy
threats has been further explored, and
the composition of its elements has been
expanded. It has been proven that financial
rehabilitation does not fully eliminate the
risk to the property interests of the debtor’s
owners.

The results contribute to the development
of the theory of financial recovery of
organizations and the formation of
prerequisites for enhancing the rehabilitation
potential of the bankruptcy institution in
Russia, including its liquidation procedures.
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