
















































































































































































































































































































































































































































































































productivity equilibrium through investment constraints caused by insufficient capital and 

human investments, which, in turn, are a result of low net income after repayment of debt. The 
15 16models of 'debt overhang and risk shifting' of Jensen and Meckling (1976)  and Myers (1977)  

focus on concentration of risk (as only creditors have to bear the downside risk) and 

overlooking of profitable investments by debtors with low net investible surplus in explaining 

the deleterious impact of debt on productivity and growth. Both the models recognise that debt 

relief would encourage investment and productivity. The opposing view is that the beneficial 

effect of the debt relief may have to be weighed against the moral hazard and behavioural 

response of the borrowers embedded in the possibility of future debt reliefs or bail-outs. 

These theories have been examined in the context of a very large debt relief experiment 

conducted in India through the Agricultural Debt Waiver and Debt Relief Scheme, 2008, which 

was one of the largest debt relief programmes in the world  that accounted for about 1.6 per 
17cent. of GDP and affected 45 million farmers. Empirical studies conducted by Kanz (2012  and 

182016 ) use this natural experiment in the history to obtain evidence on the effectiveness and 

efficiency aspects of debt relief.  The intended objective of the Scheme was to make the 

collateral (land) free from debt so that the beneficiary farmers get integrated with the formal 

financial system. The findings indicate that debt relief had a perceptible effect on the level of 

household debt, but it did not lead to increase in investment and productivity as forecast by 

theories of debt overhang. Instead, the behavioural expectation of future credit constraints 

resulted in more dependence on informal financing, lower investment and a decline in 

productivity among the beneficiary farmers who received debt relief. The findings indicate 

that a one-time debt settlement may not facilitate new investment, but may have substantial 

real effects through their impact on borrower expectations.  Therefore, it is important to create 

the long-term credit relationships between borrowers and lenders and supplement the policies 

to augment formal credit access with 'fresh start' schemes. This brings us back to the lender 

response behaviour under a personal insolvency regime and what type of personal insolvency 

regime would improve the supply of credit and cost of credit. This aspect is worth exploring 

because very little guidance is provided under the Code for discharge from insolvency in the 

fresh start or earned start. 

CONCLUSION

While the Indian personal insolvency regime incorporates many useful features of personal 

insolvency laws of other countries in allowing both 'fresh start' and 'earned starts' based on the 

repaying capacity of debtors, applying the means-tested criteria (which may be flexibly 

determined going forward) and timeliness in resolving insolvency, there are complementary 

policies to improve credit access like the length of maintenance of credit default record and the 

role and emphasis on credit counselling as the condition of discharge, which need to be 

amplified and clarified. What are the costs and benefits of mandatory financial management 

15 Jensen, Michael C. and Meckling, William H (1976). Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure, Journal 

of Financial Economics 3, no. 4, pp. 305–360.
16

  Myers, Stewart, C. (1977), Determinants of Corporate Borrowing. Journal of Financial Economics 5, no. 2, pp. 147–175.
17 

Kanz, Martin (2012). What Does Debt Relief Do for Development? Evidence from India's Bailout Program for Highly-Indebted Rural  

Households. World Bank Policy Research Working Paper 6258, pp. 1-62.
18 Kanz, Martin (2016). What Does Debt Relief Do for Development? Evidence from India's Bailout for Rural Households. American Economic 

Journal: Applied Economics 8, no. 4, pp. 66-99
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counselling or training and making such training as a prerequisite of debt discharge? It is 

illustrative to learn from the long-term experience of the countries, like, Canada since 1992 and 

the United States since 2005, which have mandated that individual debtors were required to 

receive such counselling or training prior to discharge, even when it was evident, including 

through evaluation studies that this mandate was not appropriate to achieve the objective of 

avoidance of insolvency. According to Kilborn (2016), it is prudent to question the effectiveness 

of such counselling for an applicant who seeks relief from personal financial distress that may 

have been caused by unanticipated accidents of life and not by the lack of basic financial 
19knowledge or mismanagement of finances or over-borrowing.  The final question is if the 

substantial costs of mandating financial education are justified by its limited and possibly 

unreal benefits or such requirements cause deadweight loss on a nation that is difficult to 

justify. Indian studies on financial inclusion also indicate that the recall value of financial 

inclusion is very low in adult financial literacy programmes. It is appropriate that in the 

absence of explicit financial management counselling provisions in the Code, any such policy 

in subordinate legislation may be based on hard evidence, both theoretical and empirical.

While the institutional mechanism of courts, insolvency professionals and information 

utility has been inbuilt in the insolvency law to deal with personal insolvency, however several 

policy issues are still open, as mentioned above. The costs of a formal discharge from personal 

insolvency could be substantial in view of small transaction size of a case. In view of this, efforts 

may be made to create a personal insolvency regime which is balanced: neither too harsh nor 

very generous, cost-effective and efficient. The implementation challenges would need to be 

constantly weighed against the hard evidence on some of the economic policy issues 

mentioned above. Further, establishment of long-term credit relations between debtors and 

creditors may be ensured so that the moral hazard and behavioural expectations should not 

overshadow the beneficial effects of the personal insolvency regime

*****
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