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Abstract

| examine control rights and priority upgrades tkatlers acquire through financing agreements
in large Chapter 11 cases. | observe controlsighChapter 11 more frequently when the pre-
bankruptcy financial structure includes a secuoesh land even more frequently in the presence
of certain types of secured loans. The evidenggests debtors commit before bankruptcy to
lender control in the event of Chapter 11. Prekbaptcy secured lenders provide financing and
acquire control rights in Chapter 11 more frequetithn other lenders, which is consistent with
efficient monitoring but also consistent with hotdproblems associated with private
information and monopolistic legal rights. Amongbtbrs that enter Chapter 11 as a going
concern, debtors with a controlling lender havéaa boward liquidation, yet three-quarters
remain a going concern. Debtors with a controllergder take less time to decide the fate of the
debtor’s assets, which is consistent with the pegige of senior claimholders for a short time-to-

maturity Chapter 11 process.
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1. Introduction

Bankruptcy law scholars observe that relative tgdairm Chapter 11 cases of the
1980’s, lenders exert more power in Chapter 11scatthe late-1990s and 2000’s. Differences
in the interpretation of increased lender powevesass the source of ongoing research and
debate in the law reviews. In an issue of the AcaerBankruptcy Institute Law Journal (Spring
2004), devoted to look at US bankruptcy law aftegrity-five years under the current
bankruptcy code (th€ode), eight of twelve articles focus on the role ofder power in large
Chapter 11 cases. | provide empirical evidencknder control, the determinants of lender
control, and relations between lender control ahdpfer 11 outcomes.

The lender power debate in the law reviews cem®eitsvo interpretations of increased
lender power: the contractualist and traditionaligérpretations:” According to the
contractualist interpretation, increased lender groverresponds with efficient innovations in
financial contracting following the enactment oétGode, effective in substantially current form
since October 1, 1979 (see for example Baird arsirirasen (2002, 2005) and Skeel (2003)).
Contractualists assert that the Code, in combinatith the types of financial contracts in
existence in the 1980’s, leaves too much powenenhands of managers during Chapter 11 (see
for example Schwartz (1998)). Although the Codarghs managers with a fiduciary duty to all

claimholders, managers have incentives and predyrdasgretion to take actions that deviate

! Bankruptcy law scholars typically distinguish beem two competing schools of thought about bankyup©ne
school is alternatively called contractualist, gabaralist, or efficientist while the other schaokiternatively called
traditionalist, rehabilitationalist, or populisDf course not every article in the bankruptcy laerature falls cleanly
into one of the two schools.
% The following exchange between two bankruptcy $aivolars at the American Bankruptcy Institute Roliatlle
Discussion (2003) illustrates the contractualist eaditionalist positions, respectively:
“It seems to me that on the corporate side theljtgatcy] system works pretty well, and, for the njoart,
most people think it works pretty well.” — David &#.
“Most people except for the employees of Enron thied etirees, small creditors, investors and other
people who have been cheated by these companieskrupsey reform is not about how to squeeze out
more payments out of families on behalf of pooibaitk.” - Elizabeth Warren



from the interests of claimholders as a group. s&/and Wruck (1998) conclude that the Eastern
Airlines Chapter 11 case, which begins in 1989nidastrates the importance of having a
bankruptcy process that protects a distresseddiassets...from overly optimistic managers and
misguided judges (p. 55).” If a manager owns gouitthe compensation scheme aligns
manager interests with equityholders, the managgiatbias toward a high variance, long time-
to-maturity Chapter 11 process. A manager thatesjob security has additional incentives to
reorganize or delay liquidation.

If contracting agents are informed and rationalebtor has incentives to enter ex ante
contracts that constrain ex post opportunism. sand Warner (1979) discuss how a debtor can
use loan covenants outside bankruptcy to increelsedvalue by constraining ex post
opportunism. But as Triantis (1993) points oudna@ovenants become unenforceable in
bankruptcy so the covenants that constrain exgusbdrtunism outside bankruptcy do not
necessarily work in bankruptcy. However, | providédence that debtors use security interests
and other contract terms to constrain opportunis@hapter 11. | find evidence consistent with
a pre-bankruptcy commitment to give lenders conigits in Chapter 11.

According to the traditionalist interpretation, ieased lender power corresponds with
inefficient innovations in the ability of some leard to expropriate value from other
claimholders and stakeholders (see for example liBéband Fried (1996), Kuney (2004),
Lubben (2004), and Westbrook (2004)). Traditicstalobserve that lenders are effectively short
a call option on the firm, and therefore prefeowdr variance, shorter time-to-maturity Chapter
11 process than claimholders and stakeholdersnerge The combination of lender control and

lender preference for low variance and short tioy@aturity can lead to inefficient choices such



as early liquidation. The traditionalist inter@ibn relies on market frictions that prevent
market participants from contracting away inefficiges associated with lender power.

Exiting empirical evidence helps characterize lermbatrol in Chapter 11. Baird and
Rasmussen (2002) and LoPucki (2003) observe tbagtdttion of large, public debtors that
complete a non-prenegotiated reorganization dnaps &ighty-eight percent in the 1980’s to
twenty-four percent in 2002. Baird and Rasmussgarpret the drop as evidence that debtors
increasingly contract around inefficient Chapteré&drganization. However, LoPucki (2003)
observes that the raw number of Chapter 11 reargions increases and argues that changes in
the tax treatment of net operating losses and dpw@nts in case law can contribute to the
decrease in the fraction of Chapter 11 debtorsrd@mganize.

Other empirical evidence concerns debtor in posse$BIP) financing. Bankruptcy law
scholars recognize DIP loans as a potential meshafur lenders to obtain control in Chapter
11. Evidence in the finance literature on DIP Banggests DIP loamsd the reorganization
process. Dahiya, John, Puri, and Ramirez (2008)Carapeto (2003) find a higher probability
of reorganization (as opposed to liquidation) ambig-financed debtors. Dahiya et al. report
that DIP-financed debtors reorganize or liquidatieker than non-DIP-financed debtors and
even quicker when a pre-bankruptcy lender providedDIP loan. However, the relations
concerning time to liquidation or reorganizatiorDahiya et al. fail to hold in my sample.

Chatterjee, Dhillon, and Ramirez (2004) report fpasistock and bond abnormal returns

to DIP loan announcements. Chaterjee et al. egeddirdultaneous Chapter 11 and DIP loan

% Market frictions hypothesized to support ineffitiéender power in Chapter 11 include non-adjustireglitors and
stakeholders (Bebchuk and Fried (1996), LoPuck®4)9l ubben (2005), and Warren and Westbrook (2005)
management agency costs (Kuney (2004) and Lubli#®5)p monopoly rights of secured lenders provibgedhe
Uniform Commercial Code and the Code, and a ratleetdottom by bankruptcy judges competing for lpaptcy
cases (see for example any article in Vanderbilt Reeview 55, November 2002). Non-adjusting crediset
prices independent of variation in expected redegdn the event the debtor enters Chapter 11silsteson-
adjusting creditors include the IRS, pensionens$,daimants, and rationally uninformed small cterh.



announcements. In my sample, seventy-five pemfedebtors that obtain a DIP loan file the
initial motion for court authority to obtain the Ploan within one day of the bankruptcy filing.
Further, | find higher lender control among thisesgty-five percent of debtors, which suggests
Chatterjee et al. examine a non-representative lsaohIP loans or identify announcement
dates that post-date the first public informationaerning the DIP loan.

Finally, Gilson (1989) and LoPucki and Whitford @3) report that creditor pressure
contributes to management turnover in distressddoankrupt debtors. Gilson and Vetsuypens
(1993, 1994) report ties between CEO wealth anditoreinterests among distressed and
bankrupt debtors.

| form a sample of Compustat-listed firms that fde bankruptcy between 1997 and
2004 in fourteen of ninety-four federal judiciastticts. | collect data from court documents and
SEC filings for 108 debtorsry sample will grow to 174 as| collect more data). | focus on the
ninety debtors that enter Chapter 11 as a goingazon Eight debtors enter Chapter 11 after
ceasing operations and ten debtors enter Chapter 7.

| observe control rights that lenders obtain in@ball. While the Code provides all
claimholders with rights that at least indirectlipe claimholders to influence asset use, | ignore
default claimholder control rights such as the trighheard in court or vote on a plan of
reorganization. | also ignore standard debtorassgssion (DIP) loan covenants. Chatterjee et
al. (2004) examine DIP loan covenants and repattBhP loans include standard covenants
more frequently than non-distressed loans and lpamids. Rather, | examine control rights that
lenders bargain for in bankruptcy such as contvel the debtor’s cash, line item budgets,
constraints on reorganization plans, and requirésrteremploy restructuring officers. Besides

lender control rights, | examine priority upgradebgereby a pre-bankruptcy lender obtains



priority that is higher than the Code provides bfadilt. My intent is to examine the types of
control rights and priority upgrades that KuneyQ20p. 57) labels “controversial,” and that
Baird and Rasmussen (2005, p. 1) associate wittetgpowers that “rival in importance the
hostile takeover in disciplining poor or underpenfiing managers.”

For each debtor, | also identify the most senierIpankruptcy secured financial lender, if
any, which | call thesenior lender. | observe thatny lender obtains control rights in Chapter 11
more frequently when the pre-bankruptcy financialgure includes a senior loan. Lender
control rights in Chapter 11 are even more frequetite presence of certain types of pre-
bankruptcy senior loans, which | call high consehior loans. The evidence suggests debtors
commit before bankruptcy to lender control in therg of Chapter 11. Almost two-thirds of
pre-bankruptcy lending relationships associatetl \lemder control in Chapter 11 begin at least
two years before bankruptcy. Separately, | shaw ¢knior lenders have advantages in
providing financing and obtaining control rights@mapter 11, which is consistent with
information advantages of senior lenders but is atssistent with monopolistic legal rights
provided to senior lenders by the Code.

Chapter 11 debtors with a high control senior Ibave a bias toward liquidation
although about three-quarters of debtors remaimirrggconcern, which suggests lender bias
toward liquidation does not dominate other factonsiost cases. | observe no statistically
significant bias against reorganization as oppdésdiquidation or acquisition.

Viewing the senior lender as short a call optiorttendebtor with a strike price equal to
the face value of the senior lender’s claim, optloeory suggests that senior lenders prefer a
shorter time-to-maturity bankruptcy process. Cstesit with this preference, debtors reorganize,

get acquired, or liquidate sooner in the presemieehigh control senior loan — that is, when the



senior lender has more influence over the disposif assets. Option theory also suggests that
senior lenders’ preference for short time-to-mayus strongest when the option is at-the-money
and decreases as the value of the underlying assetases beyond the strike price. | find
supporting evidence. Inconsistent with option tigetime to reorganization, acquisition, or
liquidation remains constant as asset value deesdasow the strike price.

Section 2 discusses relevant aspects of the laegtidd 3 introduces the data and section

4 provides the evidence. Section 5 concludes.

2. Institutional background

| discuss aspects of US commercial and bankrupteythat bear on my evidence. |
focus on adequate protection, which in combinatwith pre-bankruptcy contracts can provide a
basis for lender control in Chapter 11. AlongwWay, | discuss the automatic stay, cash
collateral orders, DIP loans, and lien priming.

Outside bankruptcy, a security interest in coliaterovides a secured lender with rights
in the collateral. A secured lender can repos$essollateral if the borrower defaults on the
loan? A secured lender’s interest in collateral typigalrvives sale of the collateral to a third-
party> Finally, a secured lender enjoys priority in tudlateral over future creditors that take a
security interest in the same collatérakut once the borrower enters bankruptcy, the Code
alters the secured lender’s rights in the colldtefde automatic stay, which prevents all

claimholders from pursuing their claims againsaaksupt debtor, prohibits the secured lender

* A secured lender can repossess without a couet dfrthe lender can repossess without “breachefieace”
(Uniform Commercial Code Article 9 8609). Whereader is secured but cannot repossess peaceahly lender
is unsecured, the lender can repossess followowyd order.

> See Uniform Commercial Code Article 9 §§201(a)(3).

® The lender must take steps to “perfect” the secimierest, such as making a public filing to pdevnotice of the
security interest, to enjoy priority over futureriholders or a bankruptcy trustee (Uniform ComnaéiCode Article
9 Part 3).



from repossessing collateral (8362). The bankgupbairt can authorize the sale of the collateral
to a third-party free and clear of the secureddesdiens (8363). Finally, the bankruptcy court
can authorize new loans with security intereststéiee priority over existing security interests

in the collateral (8364). In exchange for redudimg secured lender’s non-bankruptcy rights, the
Code grants secured creditors a righadequate protection, which isan imprecisely defined

level of assurance that the value of the interesbllateral at inception of the bankruptcy case
will survive through the case. A debtor can prevatlequate protection by pledging new
collateral, issuing cash payments, or some alteatrangement (8361). A secured lender has
the right to adequate protection when collateral€eeiates, the debtor sells collateral, or the
debtor subordinates the secured lender’s rightiseircollateral. | now turn to the role of
adequate protection when the debtor seeks finamci@dpapter 11.

A bankrupt debtor requires cash or credit to pgeeses in bankruptcy. Expenses
include the administrative costs of bankruptcy ad s operating and investment costs if the
debtor continues to operate and invest. The cashedit can come from four sources. First, the
debtor can use cash on hand if no creditor haswibginterest in the cash. Second, the debtor
can use cash proceeds from future product salest dspositions, or account collections if no
creditor has a security interest in the proceeds.

Third, when a creditor holds a security intereghim debtor’s cash, whether cash on hand
or future cash proceeds, the debtor can use tlheocdyg with consent of the secured creditor or
following proof that the secured creditor’s casHateral is adequately protected (8363(c)(2)). If
the debtor values secured creditor consent, peltegeise the creditor can force costly hearings
on the sufficiency of adequate protection or thetalelacks unencumbered assets to pledge as

adequate protection, the debtor can try to “bugtdior consent by offering the lender control



rights or priority upgrades. After consent or grobadequate protection, the bankruptcy court
issues aash collateral order, which specifies the terms under which the deb#oruse the cash
collateral and formalizes any lender control riggmisl priority upgrades.

Fourth, a debtor can borrow funds with a DIP lo&vhile all DIP loans enjoy priority
over unsecured pre-bankruptcy loans, the priofity DIP lender’s security interest in collateral
relative to existing security interests dependshenterms of the DIP loan. The Code authorizes
but does not require the bankruptcy court to gieeIP lender a security interest in collateral
with priority above an existing secured creditonterest in the same collateral, which is called
priming the existing creditor’s liens. In order to prinfee texisting creditor’s liens, the debtor
must provide the existing creditor with adequategution. Thus when the debtor seeks to
prime pre-bankruptcy liens, pre-bankruptcy secureditors can leverage the right to adequate
protection to obtain control rights or priority upges. Separately, the DIP lender can negotiate
for control rights as part of the DIP loan. Theit& order authorizing the DIP loan and the DIP
loan contract formalize the control rights and ptyoupgrades for both pre-bankruptcy secured

creditors and the DIP lender.

3. Data

Using the Securities Database Corporation datadragelelisting codes in Compustat, |
initially identify 824 Compustat listed firms théie for bankruptcy between 1997 and 2004.
Bankruptcy cases take place in federal judiciartsouAmong ninety-four federal judicial
districts, the most popular districts include thstEict of Delaware (24 percent), the Southern
District of New York (13 percent), and the North@istrict of California (7 percent). Less than

five percent of cases take place in any other jabasstrict.



| restrict my sample to 174 cases that take pla@me of fourteen judicial districts that
grant me a waiver from fees for electronic accesourt documents through the Public Access
Court Electronic Record (PACER).| further require that substantially all bankimpcase
documents are available in PACER. Among the faurjadicial districts, PACER contains
court documents for cases beginning as early as t83he Southern District of New York and
beginning as late as 2004 for the Eastern Distfidfichigan. Table 1 shows the number of
bankruptcies in my sample by year and federal jabdistrict. Among the 174 bankruptcies in
my sample, fifty-eight percent of cases take pladde Southern District of New York while
seventy-nine percent of cases begin in 2001 or. |dte date, | have data for 108 of the 174
sample debtors and | focus primarily on the nirfetgs that enter Chapter 11 as a going
concern. Eight debtors enter Chapter 11 afternmgaperations and ten debtors enter Chapter 7.

| examine bankruptcy court documents and SEC Slirmgidentify the most senior pre-
bankruptcy secured financial lender, which | dadl senior lender. By focusing on financial
lenders, | exclude creditors that acquire priotfitypugh purchase money security interests,
mechanics liens, judgment liens, leases, and kbke When the lender is a syndicate, | identify
the lender by the lead agent. Table 2, panel Aiges descriptive statistics for the ninety
debtors that enter Chapter 11 as a going conceng.smallest debtor enters Chapter 11 with
700 thousand in liabilities while the largest haslbillion in liabilities. The median debtor
enters Chapter 11 with an asset to liability rafi®.65. Seventy-five of ninety debtors have a
senior lender. A bank serves as senior lend€iffgreight of the seventy-five debtors where the
term “bank” denotes commercial lenders with depogiservices such as JPMorgan Chase and

commercial lenders without depository services agfbeneral Electric Credit Corporation.

" Congress sets the current fees at $.08 per pageaumaximum of $2.40 per search or documenterAfto
applications for a PACER fee waiver from the Digtaf Delaware twice, | still await a response.



The seventeen non-bank senior lenders include Hedde, bondholders, and strategic lenders
such as customers, suppliers, managers, and @dtecduirers.

In panel B of Table 2, | compare debtors with anitheut senior bank lenders, which is a
distinction | make throughout the rest of the pap&trthe bankruptcy date, debtors with a senior
bank lender are larger and have a higher assethitity ratio. Four quarters before bankruptcy,
debtors with a senior bank lender are more prdétabhd have a lower market-to-book ratio,
which suggests assets in place compose a larggiofiaof debtor value among debtors with a
senior bank lender. Perhaps banks have lessadaamntage monitoring growth options or other
non-book assets. Among debtors with a senior kemder, the median senior bank loan
composes fifty percent of liabilities.

Panel C of Table 2 shows that thirty-six percergasfiple bankruptcies are
prenegotiated. Fourteen percent of bankruptciesiie a prenegotiated acquisition whereby the
debtor and an acquirer agree outside bankruptcgigplete an acquisition in bankruptcy.
Acquisition in bankruptcy allows the debtor gredtexibility to separate assets from the claims
on the assets. For example, the bankruptcy canrtleclare an acquisition to be free and clear
of existing security interests in the assets (8383)ther claimholder rights such as antitakeover
protections. Separately, an acquirer bears loiskrof successor liability when buying the
debtor out of bankruptcy (citation). | fail to @irstatistically significant differences in
prenegotiation based on the presence of a senidrlbader. One sample case begins with an
involuntary bankruptcy filing.

Table 3 describes the formal control rights andnisi upgrades that | examine. | defer
to Table 3 for descriptions except to expleancentration accounts. Some debtors implement a

cash management system whereby the debtor didkctsh inflows to a master account at a
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depository institution. By granting the lendereawwity interest in the master account and
arranging for the depository institution to gramt tender control over the account in the event of
default, the lender can effectively turn off thédtte’s access to the debtor’s cash in the event of
default. As an additional measure, the loan agee¢wan specify that all flows into the master
account are applied to pay down the revolver wdlileash outflows are funded through draws
on the revolver. Inthe event of bankruptcy, thbtdr is left with little or no cash on hand. ysa
the debtor has a concentration account when thisdglsash management system directs all
cash inflows to a master account, the lender lsarity interest in the master account, and the
depository institution holding the master accolgreas to give the lender control of the master
account in the event of default. The third requieat is automatically satisfied when the master
account is at the lender’s institution. For examphe DIP loan for Act Manufacturing requires
Act Manufacturing to deposit all proceeds of sais an account maintained with the DIP loan

agent, JPMorgan Chase Bank, and grants the ageuaity interest in the account.

4. Evidence
| begin with evidence on the frequency of contights and priority upgrades. | then
examine the determinants of senior lender rightesxamine relations between lender control and

Chapter 11 outcomes. Finally, | examine relatiogisveen lender control and CEO turnover.

4.1. Description of lender power in Chapter 11

In this section, | provide evidence on the frequyenrf lender control rights and priority

upgrades in Chapter 11. | then show that conigbts accrue primarily to the senior lender.
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4.1.1. Frequency of control rights and priority upgrades

Table 4 reports the frequency of control rights pndrity upgrades in DIP loans and
cash collateral orders. Of ninety debtors thag¢e@hapter 11 as a going concern, fifty-one
obtain DIP financing and thirty-seven obtain a ceshateral order. In ten of the DIP loan cases,
the DIP loan order also authorizes the debtor éothe senior lender’s cash collateral (not
reflected in the table).

The most frequently observed control rights are ltem budgets and stay relief upon
default, which occur in sixty percent of cases.e Tdast frequent control rights are required
acquisition and required liquidation, which ocaueight and three percent of cases,
respectively. When the debtor obtains a DIP loacash collateral order, a lender enjoys at least
one of the control rights or priority upgrades linbait one case. The frequencies and variation in
the frequencies of control rights and priority ugdgs suggest tailored lender rights rather than
boilerplate cash collateral and DIP loan documents.

In future work, | can also examine the frequenciarikruptcy vetoes, whereby the case
effectively ends after the senior lender arguesttiedebtor cannot provide adequate protection.

For now, | informally observe that some cases insaayple end with a bankruptcy veto.

4.1.2. Senior lender advantages in the Chapter 11 financing market

A debtor can obtain a DIP loan from any lendernarice operations in Chapter 11, but
senior lenders have potential advantages in th@&baeal1l financing market. The right to
adequate protection can provide senior lenders mvihopoly power in the Chapter 11 financing
market. Separately, control rights can be moraalae to a senior lender that serves as DIP

lender because the senior lender can exercisentiteotrights on behalf of both the pre-
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bankruptcy loan and the DIP loan. Finally, a sel@ader can have advantages for reasons
unrelated to the senior lender’s right to adeqpadéection or the bankruptcy filing. If a senior
lender acquires private information during the lagdelationship, the senior lender can have
advantages in monitoring and controlling the debtaraddition, if a senior lender has private
information, third-party lenders potentially sufeewinner’s curse problem whereby the senior
lender outbids for DIP loans to good debtors atgltl@rd-party lenders win the loan business of
bad debtors (Rajan (1992), Von Thadden (2004)).

Untabulated results suggest that senior lenddiectrenjoy an advantage in the Chapter
11 financing market. Eighty-seven (sixteen) percdmebtors in my sample with a senior
lender obtain financing from the senior lender da-senior lender) in the form of a cash
collateral order or DIP loan. Among all sampletdes, seventy-two percent of debtors obtain
Chapter 11 financing from the senior lender. Fongarison outside the bankruptcy setting,
between forty-nine and eighty-two percent of bardnlannouncements (depending on how one
classifies the ambiguous announcements) examinéditmmer and McConnell (1989) involve
continuation of an existing bank relationship. Row, my evidence remains silent on the source
of senior lender advantages. In future work, | @aamine whether relationships with pre-
bankruptcy senior lenders continue after emergéooe bankruptcy. | tentatively claim that
continued relationships after bankruptcy would ad@nce of senior lender advantages apart

from monopolistic legal rights provided by the Code

4.1.3. Digtribution of control rights

Since senior lenders provide Chapter 11 financiogenfrequently than other lenders,

one expects senior lenders to obtain more congbls. Table 5 shows the distribution of
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control rights among senior lenders and non-sdeiaters in Chapter 11. Senior lenders obtain
seven of nine control rights more frequently than-senior lenders in Chapter 11. A senior
lender acquires at least one control right in sixtye percent of cases while a non-senior lender
acquires at least one control right in fourteerceet of cases. Among the fifty-one debtors that
enter the DIP loan market and obtain a DIP loams#mior lender provides the DIP loan in
seventy-three percent of cases and obtains atdeastontrol right in eighty-two percent of
cases. A non-senior lender acquires at least omead right in twenty-four percent of cases.
The higher frequency of control rights in the haatisenior lenders suggests senior lenders have
competitive advantages in the market for contraClvapter 11. Again, one cannot infer the
extent to which senior lender control derives fnmonitoring advantages, monopoly rights to
adequate protection, or other sources. BelowoWwsinat senior bank lenders obtain more
control rights than senior non-bank lenders, wisctonsistent with a monitoring role for

informed lenders.

4.2. Determinants of lender control
| provide evidence of relations between pre-baptay financial structure and lender
control in Chapter 11. | then examine the timimghe commencement of pre-bankruptcy

lending relationships associated with lender comr@€hapter 11.

4.2.1. Lender control in Chapter 11 and pre-bankruptcy financial structure
A debtor can commit to putting control in the hamd a lender in Chapter 11 with a
financial structure that leaves the debtor dependemxternal funding in Chapter 11. If banks

have advantages over non-banks in exerting cont©hapter 11, the debtor can strengthen the
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commitment to lender control in Chapter 11 by bairng from a bank. The debtor can also
strengthen the commitment by pledging liens omsdlets including cash, in which case the
debtor must obtain senior lender consent or proadkxjuate protection in order to use cash or
cash proceeds in Chapter 11. Alternatively, tHet@ecan obtain a senior loan that includes a
revolver with a concentration account, which caavéethe debtor with little cash on hand upon
commencement of the Chapter 11 case. | refesem@ar loan from a bank, a senior loan with
security interests in all assets, or a senior (@i a revolver and concentration account as a
high control senior loan. | hypothesize that lender power is higher amaelgtors with a senior
lender and even higher when the senior loan igla ¢@ntrol senior loan.

Table 6 shows that ninety-two percent of debtotk wisenior lender obtain a cash
collateral order or DIP loan while thirty-three pent of debtors without a senior lender do so.
All control rights except required acquisition anedjuired liquidation are more common in the
presence of a senior lender. Among debtors waérsor lender, control rights including
management representation, concentration accolantcpnstraint, constraint on unsecured
creditors, budget, and stay relief upon defaultranee frequent in the presence of a high control
senior loan. Table 6 suggests that senior loartsi@a greater extent high control senior loans,
serve as a commitment device for the debtor tepuatrol in the hands of a lender in Chapter 11.

Table 7 examines proxies for lender control in dtivariate setting. The conclusions
from the univariate evidence above remain quakédyiunchanged. In particular, control rights
are higher in the presence of a senior loan and kigher in the presence of a high control
senior loan. The lack of significance on the rafithe senior loan amount to liabilities suggests
that the presence of a senior loan or high cost&nlor loan matters more than the size of the

senior loan.
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Debtors with positive operating earnings (EBIT) caore likely use operating earnings
to finance operations, investment, administratostg in Chapter 11, and adequate protection
payments associated with depreciation than debtibihsnegative EBIT. Thus one expects
debtors with positive EBIT to obtain DIP loan Iésesquently. | use EBIT in the fourth quarter
before bankruptcy as a proxy for EBIT in Chapteb&tause debtors decreasingly issue public
accounting reports as bankruptcy approaches. §tensiwith expectations, Column 3 shows
that debtors with positive EBIT obtain DIP loanssdrequently.

Column 5 shows that DIP loans prime pre-bankruptoye frequently when the DIP
loan is from the senior lender. In columns 6 antlestimate models of the number of control
rights | observe in cash collateral orders or Di&nk for each debtor (up to nife)n column 7,
| include only debtors that obtain a cash colldterder or DIP loan since the sum of control
rights is mechanically zero for other debtors. dens obtain 1.3, 1.6, and 0.7 more control rights
(before censoring at zero and nine) when the séwaor includes a revolver and concentration
account, when the senior lender provides a DIP, laad when the case takes place in the

Southern District of New York, respectively.

4.2.2. Thetiming of high control lending relationships

To what extent do the contractual provisions asgediwith lender control in Chapter 11
arise before distress or after the onset of ds?eSome bankruptcy law scholars focus on pre-
distress contracts as the source of lender pow&hapter 11 (e.g. such as Baird and Rasmussen
(2002, 2005)). However, Westbrook (2004) obsetlhiasresearchers “do not offer evidence to

support the claim that [lender] control resultsnfroontracts that pre-date the debtor’s financial

8 The results are qualitatively robust to usingritatural logarithm of one plus the sum of contrghts as the
dependent variable.
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distress (p. 829).” | preliminarily address theesfion by providing evidence on the timing of
the inception of lending relationships associat@t \ender control in Chapter 11.

For each debtor with a senior bank lender, | datesrthe earliest date for which | can
verify a relationship between the debtor and timosdender based on court documents and SEC
filings. The lack of electronically available SEiihgs before the mid-1990’s, mergers, and the
lack of SEC filings before a debtor issues publichded securities truncate my search. For
example, | can trace the relationship between AdaEntertainment and Chase Manhattan Bank
to the “Third Amended” credit agreement dated 2A8y1995 and | record July 25, 1995 as the
beginning of the relationship. Thus my estimatiethe length of bank relationships represent
lower bounds. 1 find that eighty-seven, sixty-#yrand forty-three percent of senior bank
relationships begin at least one, two, and threesybefore bankruptcy, respectively.

For now, interpretation is difficult because | lamkidence on the timing of the onset of distress.
Further, 1 do not know the extent to which controChapter 11 derives from the original loan
contract or contract revisions as distress inceasebserve multiple waivers, amendments, or

restatements to loan agreements as bankruptcy agm@e for some debtors.

4.3. Lender control and Chapter 11 outcomes

In this section, | examine how lender controltedato the disposition of assets and the
timing of the disposition of assets. Note that@dlults are conditional on entering Chapter 11 as
a going concern. | do not analyze the eighteerpadebtors that enter Chapter 7 or enter

Chapter 11 after ceasing operations.
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4.3.1. Asset disposition

| examine relations between the presence of a s&ra@o or high control senior loan and
asset disposition in Chapter 11. | classify adsgiosition as reorganization, acquisition in
whole, acquisition in parts, or piecewise liquidati | say the debtor remains a going concern
unless the debtor liquidates piecewise. TableaBepA shows that among all debtors that enter
Chapter 11 as a going concern, 36.7 percent reaeat?.2 percent are acquired in whole or
parts, and 21.1 percent liquidate piecewise. Dshwith a senior bank loan liquidate more
frequently, but three-quarters remain a going cance

In Panel B of Table 8, | control for other factthat can affect asset disposition. Debtors
are less likely to remain a going concern in thespnce of a senior bank lender. | find weaker
relations between asset disposition and the presaire high control senior loan when using a
revolver with concentration account or liens onazkets as the proxy for a high control loan.
For comparison with the closest existing empir@atience, Dahiya et al. (2003) find a
statistically insignificant negative relation beewethe probability of remaining a going concern
and the presence of a DIP loan from a pre-bankyuptaler.

Turning to the control variables, the probabilifyremaining a going concern or
reorganizing increases in debtor size and profitglaind is higher when the bankruptcy is
prenegotiated. The probability of remaining a godoncern is lower among cases in New
York’s Southern District. Higher market-to-bookbtiers are more likely to reorganize. The
probability of remaining a going concern or reoligarg increases in debtor size and is higher
when the bankruptcy is prenegotiated. Overallgtfidence suggests that debtors with a senior

bank loan have a bias toward liquidation, but ofaetors affect asset disposition too.
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4.3.2. Time to asset disposition

| view the senior lender as long a call option o dlebtor’s assets with a strike price of
zero pption 1) and short a call option with a strike price eqoahe face value of the senior loan
(option 2). Junior claimholders hold the long position jstion 2° With respect option 2, the
senior lender prefers low variance of underlyingedvalue and short time-to-maturity. Because
the variance of the underlying assets goes towebem the firm sells its assets and the call option
expires upon confirmation of a plan, the seniod&rprefers earlier liquidation, acquisition, or
reorganization. | measure the time between thentemeement of the bankruptcy case and the
earlier of liquidation, acquisition, or confirmati@f a plan, which | catime to asset disposition.

If option 2 dominates option 1 in determining tlemisr lender’s preference for time to asset
disposition, perhaps because asset value is dloskee strike price of option 2, one expects time
to asset disposition to decrease in senior lenoietral.

Note that time to asset disposition differs from time spent in various administrative
stages of bankruptcy, which Bris, Welch, and Zh0@ and others examine. For debtors that
reorganize, debtors decide asset disposition ach@isposition simultaneously when
negotiating a reorganization plan. For debtorsgledacquired or liquidate, however, the debtor
can decouple asset disposition from claim dispasitiFor debtors that get acquired, | identify
the asset disposition date as the date the bamkraptirt approves the sale of the last of the
debtor’s operating assets. For debtors that lajeid identify asset disposition as the earliest
date the debtor commits to cease operating. Fample, | identify the asset disposition date of

Bradlees, Inc. as the date the court authorizesrgygut of business sale of all inventory.

° | ignore the dual status of undersecured senardo Under the Code, a loan enjoys secured stpttesthe value
of the collateral and unsecured status for amayneister than the value of collateral (cite).
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In Table 9, panel A, assets remain in bankrupdcy6f3 months at the median. The
shortest time to asset disposition is one day hedongest is almost four yedfs. Among
reorganizing debtors, the median time to assebdispn is 10.6 months. For comparison, Bris,
Welch, and Zhu (2006) report median time from Claftl commencement to plan submission,
and from plan submission to plan confirmation & &nd 5.1 months, respectivély.

Table 9, panel B provides estimates of modelsnoé tio asset disposition. Focusing first
on the control variables, time to asset dispositmezneases in debtor size. One expects cases of
larger debtors to be more complicated and takednnglso, administrative costs of bankruptcy
as a fraction of debtor value decrease in debter (®ite). Time to asset disposition is shorter
when the bankruptcy is prenegotiated or takes platee Southern District of New York. Time
to asset disposition is longer in the presenceigipected accounting problems or fraud prior to
bankruptcy. Debtors that reorganize take longelidgpose of assets. The reorganization dummy
suffers from the problem that one does not knowherbankruptcy entry date whether the debtor
reorganizes. The results are qualitatively robugixclusion of the reorganization dummy.

In columns 1 and 2, | use the existence of a séafater, a senior bank lender, and a
senior loan with revolver and concentration acca@sproxies for lender control in Chapter 11.
Time to asset disposition is lower in the presesfcesenior bank lender. In untabulated results,
| fail to find the negative relation that Dahiyaadt (2003) observe between time to asset

disposition and the presence of a DIP loan or D#? lfrom a pre-bankruptcy lender even when

1% The shortest case involves Cross Media Marketimigh enters Chapter 11 as a going concern andetetd
liquidate in conjunction with commencement of tamkruptcy case. Cross Media commits to the ligioda
decision by shutting down sales and marketing aimdjfall sales and marketing employees, which cedu
headcount from about 750 to forty. Remaining elygis collect receivables and wind down the delatffasrs
(see page 11 of the Disclosure Statement for Delficond Amended Plan of Distribution for CrossiMe
Marketing dated March 17, 2004). The longest aagaves the reorganization of Complete Management.
1 The sample in Bris, Welch, and Zhu (2006) includaporate bankruptcies filed in the New York Seuth
District or Arizona between 1995 and 2001 and edetuprepackaged bankruptcies and bankruptciesitllain
dismissal.
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using the Dahiya et al. model specifications. Bpsithe relations in Dahiya et al. are specific to
the sample, which predates my sample. Or, pertapselations are too weak to observe in my
smaller sample.

In column 3, | use more direct proxies for lendentcol. Time to asset disposition is
insignificantly related to the presence of a caslfateral order or DIP loan. Time to asset
disposition decreases in the sum of control rights a t-statistic of 1.34.

Because the sensitivity of an option to time-toumiéy decreases in the distance between
the value of the underlying asset and the strikeept hypothesize that time to asset disposition
increases as the value of the debtor’s assetsasesebeyond the strike price of optiorpasitive
moneyness) in the presence of a high control senior loas. te value of the debtor’s assets falls
below the strike price of call option Begative moneyness), the senior lender’s preference for
short time-to-maturity on option 2 decreases aedctintrolling lender’s preference for long-
time-to-maturity on option 1 increases. Thus ldtyy@size that time to asset disposition
increases as asset value falls below the face wltiee senior loan in the presence of a high
control senior loan. | use the book value of aseetthe bankruptcy date as a proxy for asset
value.

Columns 4 and 5 of Table 9 test the sensitivit§iraé to asset disposition to the
moneyness of option 2. Among debtors with a sdmamk lender in column 4, time to asset
disposition increases in positive moneyness witlstatistic of 1.53. Among debtors with a
senior loan with revolver and concentration accomeblumn 5, time to asset disposition
increases in positive moneyness with a t-stategt® 06. In both columns 4 and 5, | fail to find
significant sensitivity of time to asset dispogitim negative moneyness. Perhaps time in

bankruptcy offers fewer benefits as the value oiguclaims approaches zero and the senior
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lender is the only claimholder with a valuable elaiOr perhaps higher administrative costs

relative to asset value discourage time in bankyupt

4.4. Senior lenders and CEO turnover

When a debtor is healthy, directors set hiring @mehpensation policy on behalf of
equityholders. When a debtor is distressed, howelve influence of lenders over firm policy
increases. For example, lenders gain influenaautiir the right to repossess assets or file an
involuntary bankruptcy petition after the debtofaddts. Also, case law suggests directors owe a
fiduciary duty to creditors when the firm is inseit or in the “vicinity of insolvency”

(Bainbridge (2006) summarizes the case law). Afterdebtor enters bankruptcy, senior lenders
obtain control rights as | show above. Gilson ¥etsuypens (1993, 1994) report that
management wealth is sometimes tied to crediterasts in distress or Chapter 11. Gilson and
Vetsuypens (1994) discuss senior lender-specifientives to replace CEO'’s of distressed
debtors. Incentives include reducing lender liahiinstalling a CEO who is more likely to
liquidate the debtor, and installing a CEO who Wwéktgain in good faith?

On the one hand, if senior lenders have strongeniives than other claimholders or
directors to replace managers, one expects toabsagher CEO turnover among distressed or
bankrupt debtors with high control senior lende®s the other hand, the prospect of a lender
exerting control over hiring and compensation popicovides managers with incentives to buy
lender friendliness where friendliness indicatgsapensity to provide job security and high
compensation. A manager can pay a lender to éediy ex ante with generous contract terms
or ex post with generous payouts in the restruggupian - in both cases at the expense of other

claimholders.

2 One can argue that lender influence over CEO tgnnshould increase lender liability.
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Table 10, panel A shows that forty-eight, thirty;sand twenty-four percent of sample
debtors change CEOs in the two years, one yearsiamdonths before bankruptcy, respectively.
For comparison, Gilson (1989) reports top managémenover of fifty-five percent in the two
years before Chapter 11. LoPucki and Whitford @)9@port CEO turnover of fifty-six percent
in the eighteen months before Chapter 11. Botko@iand LoPucki and Whitford use samples
of Chapter 11 cases that commence in the 198@’shel univariate setting, | fail to find
statistically significant relations between pre-kaptcy CEO turnover and the presence of a
senior lender or a high control senior loan (atiulated except for presence of a senior bank
loan).

In the multivariate setting in Table 10, panel Be-pankruptcy CEO turnover is lower in
the presence of a senior lender in the six mongifiere bankruptcy, but not when the senior
lender is a bank, the senior loan includes a r&rolith concentration account (untabulated), or
the senior loan has a lien on all assets (untadmjlatPre-bankruptcy CEO turnover is higher
among debtors with accounting problems or suspdded. CEO turnover increases in the
median two-digit SIC industry CEO turnover. Ovérbfail to find associations between pre-
bankruptcy turnover and high control senior loalsfuture work, | can control for other factors
that can affect CEO turnover such as CEO owners¥ipther the CEO is a founder, the tenure
of the CEO, and the length of the senior lendexti@iship.

My evidence on CEO turnoveluring Chapter 11 is preliminary and | omit it from the
paper for now. For reference, LoPucki and Whitf@ik€193) report CEO turnover of sixty-nine

percent during Chapter 11.
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5. Conclusion

The evidence | provide allows a more focused debatthe role of lender power in
Chapter 11. | provide the first evidence on tlegdrency of the types of lender control rights and
priority upgrades that are the subject of atteniiothe bankruptcy law literature. The
frequencies of control rights suggest that comiglits are tailored to each debtor rather than the
result of boilerplate agreements that debtors,desycand bankruptcy judges approve.

Senior lenders provide most financing in Chapteadd obtain most of the lender control
rights that | observe, which suggests senior lentave advantages over other lenders in
Chapter 11. The advantages appear stronger whesethor loan is an information-intensive
loan, which is consistent with efficient monitoringlowever, | do not reject some alternative
possibilities. Perhaps information intensive setwans include contract terms that
mechanically provide lenders with more power in@bkall. Or, perhaps information-intensive
senior lenders have advantages, but the advaniagesnaximizing the value of the senior
lender claim at the expense of other claimholders.

Debtors commit to lender control in Chapter 11 tigio pre-bankruptcy senior loans.
Senior lender relationships typically begin at tea® years before Chapter 11. This evidence
provides the basis for a future examination ofakient to which debtors commit to lender
control in Chapter 11 before the onset of distress.

Debtors with a high control senior loan have a boagrd liquidation, but three-quarters
remain a going-concern. Factors other than theemee of a controlling lender dominate the
liquidation versus continuation decision for mosbiubrs. | find no effect of high control senior
loans on the reorganization versus acquisitiomgoiidation decision. As theory predicts,

debtors dispose of assets sooner in the preserachigh control senior loan. Also consistent
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with theory, the senior lender’s preference forrstime to asset disposition decreases as the

senior lender becomes more in-the-money.
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Table 1
Distribution of bankruptcy cases

Sample bankruptcies by year and judicial district. Sample bankruptcies are drawn from 824 bankruptcy filings by Compustat listed
debtors between 1997 and 2004 in one of fourteen judicial districts. To be in the sample, the substantially full set of court
documents must be available in by Compustat-listed firms with the full set of court document available in Public Access Court
Electronic Record (PACER).

Judicial district 1997 1998 1999 2000 2001 2002 2003 2004 Total
Arizona 0 1 0 3 4 1 1 1 11
Colorado 0 0 0 0 0 2 0 1 3
Florida Southern 0 0 0 0 0 0 0 0 0
Massachussettes 0 0 0 1 4 3 5 1 14
Michigan Eastern 0 0 0 0 0 0 0 0 0
Minnesotta 0 1 1 0 0 7 3 1 13
New York Eastern 0 0 0 0 0 0 1 1 2
New York Southern 3 4 11 10 18 26 20 9 101
New York Western 0 0 0 0 0 0 1 1 2
Ohio Northern 0 0 0 0 0 1 1 0 2
Ohio Southern 0 0 0 0 0 1 3 4 8
Texas Western 0 0 0 0 2 1 1 1 5
Virginia Eastern 0 1 0 1 2 2 1 1 8
Washington Western 0 0 0 0 0 1 3 1 5
Total 3 7 12 15 30 45 40 22 174
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Table 2
Debtor characteristics

Characteristics based on a sample of 90 Compustat-listed debtors that enter Chapter 11 as a going concern between 1997 and 2004. All figures
refer to the bankruptcy date unless noted. Except for the financial data from four quarters before bankruptcy provided by Compustat, all data are

hand collected from Public Access Court Electronic Record (PACER) and SEC documents. P-values for equality between subsamples are
based on Wilcoxon rank sum and Fisher's exact tests.

Panel A: Characteristics of sample debtors

($.in millions) N Min Q1 Median Q3 Max
Assets 88 0.05 10.07 54 249 22,438
Liabilities 88 0.70 16.54 65 337 12,394
Assets / liabilities 88 0.01 0.42 0.65 1.04 7.77
Secured liabilities 81 0.00 4.90 29 187 1,660
Senior loan if >0 75 0.03 4.88 36 175 1,653
Senior loan / liabilities if > 0 73 0.00 0.20 0.46 0.66 0.98
EBIT / assets (4 gtrs before BR) 65 -0.86 -0.07 -0.02 -0.01 0.12
Market assets / book assets (4 qtrs before BR) 75 0.59 0.95 1.12 1.73 12.40
Assets / liabilities (4 qtrs before BR) 75 0.20 1.00 1.26 1.56 4.99
Senior "bank" loan 58

Depository institution 44

Non-depository institution 14
Senior non-bank loan 17

Private loan (e.g. hedge fund) 6

Public bonds (secured)

Strategic lender (e.g. customer, supplier, acquirer) 7
No senior loan 15

Panel B: Sub-samples by presence of senior bank loan

Senior bank loan No senior bank loan  Difference
($.in millions) N Median N Median p-value
Assets 56 127 32 19 0.00
Liabilities 56 133 32 34 0.01
Assets / liabilities 56 0.74 32 0.49 0.02
Secured liabilities 53 53 28 4 0.00
Senior loan if >0 58 49 17 7 0.01
Senior loan / liabilities if > 0 56 0.50 17 0.31 0.15
EBIT / assets (4 gtrs before BR) 42 -0.01 23 -0.09 0.00
Market assets / book assets (4 qtrs before BR) 50 1.06 25 1.42 0.01
Assets / liabilities (4 qtrs before BR) 50 1.26 25 1.25 0.37
Panel C: Nature of entry into Chapter 11
Senior bank No senior Equality between
All loan bank loan subsamples
Number of observations 90 58 32 20
Percent Percent Percent p-value

Prenegotiated bankruptcy 35.6 32.8 40.6 0.50

Prenegotiated plan, vote before BR date 3.3 5.2 0.0 0.55

Prenegotiated plan, vote after BR date 8.9 5.2 15.6 0.13

Prenegotiated term sheet, no plan on BR date 10.0 10.3 9.4 1.00

Prenegotiated acquisition 14.4 121 18.8 0.53
Involuntary filing 11 0.0 3.1 0.36
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Table 3

Desciption of control rights and priority upgrades

Examples of control rights and priority upgrades that a senior lender can obtain in Chapter 11. "Dual rights" have characteristics of
both control rights and priority upgrades.

Control rights

Liability waiver
Management representation
Concentration account
Acquisition required
Liquidation required

Budget

Priority upgrades
Priming liens
Rollup
Accelerate principle
Accelerate interest-only
Validate pre-bankruptcy loan

Dual rights

Plan constraint
Constrain unsecured creditors

Stay relief upon default

Court makes declaration that reduces or eliminates the risk of lender liability For example, the
court declares the lender to be "not in control" of the debtor.

Lender can can declare default upon changes to specific management positions
Court requires that debtor maintains a concentration account in control of lender
Lender can declare default if debtor fails to meet milestones along path to acquisition
Lender can declare default if debtor fails to meet milestones along path to liquidation

Access to cash requires compliance with a line item budget

DIP loan liens take priority over some pre-bankruptcy liens (DIP liens approved under §364(d))
The pre-bankruptcy loan is upgraded to administrative priority or super-priority status
Debtor repays some principle on pre-bankruptcy loan during the case

Debtor pays interest-only on pre-bankruptcy loan during the case

Debtor affirms amount, validity, and priority of pre-bankruptcy loan. Court restricts or prohibits
challenges to amount, validity, or priority of the pre-bankruptcy loan.

Lender can declare default if debtor proposes a plan that does not conform with lender
specifications

Lender restricts funding for unsecured creditor's committee

Court commits to waive stay in event of default to allow lender to enforce default remedies

30



Table 4
Frequency of control rights and priority upgrades

Control rights and priority upgrades observed in a sample of 90 Compustat-listed debtors that enter
Chapter 11 as a going concern between 1997 and 2004. Table 3 describes the control rights and priority
upgrades. All data are hand collected from Public Access Court Electronic Record (PACER) and SEC
documents.

DIP loan Cash col DIP loan or cash col order
Observations in subsample 51 37 74
Chapter 11 observations 90 90 90
Percent of Percent of Percent of Percent of
subsample subsample subsample full sample
Control rights
Liability waiver 35 22 31 26
Management representation 39 8 30 24
Concentration account 73 43 68 56
Acquisition required 14 0 9 8
Liguidation required 4
Budget 57 84 73 60
Priority upgrades
Priming liens 71 n/a 49 40
Rollup 37 n/a 26 21
Accelerate principle 49 32 49 40
Accelerate interest-only 10 11 12 10
Validate pre-bankruptcy loan 67 54 68 56
Dual rights
Plan constraint 47 14 39 32
Constrain unsecured creditors 65 41 61 50
Stay relief upon default 90 41 73 60
Any control right or priority upgrade 96 95 99 81
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Table 5
Distribution of control rights among senior and non-senior lenders

Allocation of control rights in a sample of 90 Compustat-listed debtors that enter Chapter 11 as a going concern
between 1997 and 2004. Table 3 describes the control rights and priority upgrades. All data are hand collected
from Public Access Court Electronic Record (PACER) and SEC documents. P-values for equality between
subsamples are based on Fisher's exact tests.

Debtors with a DIP loan (370f 51

All debtors from senior lender)
Equality Equality
Senior  Non-senior between Senior  Non-senior between
lender right lender right samples lender right lender right samples
Number of observations 90 90 90 51 51 51
percent percent p-value percent percent p-value
Chapter 11 financing
Cash collateral order 38 3 0.000 24 4 0.000
DIP loan 41 16 0.000 73 27 0.000
Cash col or DIP loan 72 19 0.000 84 31 0.000
Control rights
Liability waiver 21 6 0.004 27 10 0.040
Management representation 21 3 0.000 33 6 0.001
Concentration account 52 3 0.000 71 6 0.000
Acquisition required 6 2 0.444 10 4 0.436
Liquidation required 3 0 0.246 4 0 0.495
Plan constraint 29 3 0.000 45 6 0.000
Constrain unsec creditors 49 2 0.000 65 4 0.000
Budget 52 11 0.000 53 18 0.000
Stay relief upon default 50 11 0.000 73 20 0.000
Any control right 69 14 0.000 82 24 0.000
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Table 6

Control rights and pre-bankruptcy financial structure

Frequency of control rights enjoyed by any lender in subsamples of a sample of 90 Compustat-listed debtors that enter Chapter 11 as a going concern between 1997 and 2004.
Table 3 describes the control rights and priority upgrades. All data are hand collected from Public Access Court Electronic Record (PACER) and SEC documents. P-values for
equality between subsamples are based on Fisher's exact tests.

All debtors Debtors with a pre-bankruptcy senior lender
No pre- No
Pre-BR BR Equality Senior  Senior  Equality Liens on Equality Revolver revolver Equality
senior senior  between loan from loan from between Liens on less than between with conc with conc between
lender lender samples bank non-bank samples all assets all assets samples account account samples
Number of observations 75 15 90 58 17 75 51 24 75 a7 28 75
percent percent p-value percent percent p-value percent percent p-value percent percent p-value
Chapter 11 financing
Cash collateral order 48 7 0.003 45 59 0.410 53 38 0.228 49 46 1.000
DIP loan 63 27 0.020 67 47 0.159 67 54 0.318 70 50 0.091
Cash col or DIP loan 92 33 0.000 98 71 0.002 96 83 0.079 98 82 0.025
Control rights
Liability waiver 29 7 0.103 28 35 0.556 31 25 0.786 28 32 0.794
Management representation 28 7 0.105 34 6 0.029 31 21 0.417 38 11 0.016
Concentration account 65 7 0.000 79 18 0.000 73 50 0.071 85 32 0.000
Acquisition required 7 1.000 7 12 0.613 8 8 1.000 11 4 0.401
Liquidation required 4 0 1.000 0 1.000 1.000 6 1.000
Plan constraint 36 13 0.130 43 12 0.022 43 21 0.074 43 25 0.144
Constrain unsec creditors 60 0 0.000 66 41 0.094 69 42 0.042 72 39 0.007
Budget 67 27 0.008 67 65 1.000 75 50 0.064 74 54 0.079
Stay relief upon default 68 20 0.001 78 35 0.002 71 63 0.597 77 54 0.045
Any control right 88 33 0.000 93 71 0.024 96 71 0.004 98 71 0.001




Table 7
Determinants lender control

Determinants of proxies for lender control in a sample of 90 Compustat-listed debtors that enter Chapter 11 as a going concern between 1997
and 2004. Sum of control rights equals the number of lender control rights that | observe for each debtor among the nine control rights that |
examine. Senior loan refers to the most senior, secured, financial loan, if any. DIP loan refers to a loan obtained during the bankruptcy case.
Except for the financial data from four quarters before bankruptcy provided by Compustat, all data are hand collected from Public Access Court
Electronic Record (PACER) and SEC documents. Parentheses contain t-statistics.

1 2 3 4 5 6 7
DIP loan Sum of Sum of
Cash Col from senior  Priming control control
Dependent variable or DIP loan DIP loan DIP loan lender DIP loan rights rights
Debtors
Debtors Debtors with cash
with DIP with DIP col or DIP
Sample seclection All All All loans loans All loan
Intercept -1.11 -1.19 -1.35 -7.49 0.11 -0.57 2.77
(-1.36) (-2.02) (-2.18) (-15.31) (0.10) (-0.56) (2.75)
Senior lender dummy 1.00 0.80 0.83 5.43 -0.60 1.76 -0.38
(1.62) (1.52) (1.60) (11.10) (-0.54) (1.91) (-0.44)
Senior lender is a bank dummy 1.36 0.01 1.61 -0.94 0.92 -0.15
(1.89) (0.03) (2.25) (-1.05) (1.26) (-0.26)
Senior revolver and conc account dummy 0.30 0.64 1.01 1.65 -0.72 2.13 1.34
(0.40) (1.50) (2.16) (2.35) (-1.04) (3.11) (2.63)
Senior loan / liabilities 1.15 -0.41 -0.14 -0.24
(0.85) (-0.61) (-0.13) (-0.31)
Assets > senior loan dummy 1.00 0.41 0.77 -0.18 -0.96 0.15 -0.42
(1.34) (1.06) 2.77) (-0.29) (-1.13) (0.24) (-0.87)
EBIT>0 dummy (4 gtrs before BR) -1.18
(-2.18)
Ln (liabilities) -0.13 0.01 -0.01 0.06 0.62 -0.09 -0.09
(-0.99) (0.10) (-0.14) (0.36) (3.12) (-0.63) (-0.86)
DIP lender is senior lender 1.26 1.61
(1.81) (2.59)
DIP loan dummy 0.51
(0.87)
New York Southern District dummy 0.39 0.32 0.43 0.87 -0.83 1.09 0.74
(0.76) (0.97) (1.02) (1.19) (-1.53) (2.04) (1.80)
N 88 88 64 49 49 88 72
Model type Probit Probit Probit Probit Probit Tobit Tobit
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Table 8
Asset disposition

Chapter 11 outcomes in a sample of 90 Compustat-listed debtors that enter Chapter 11 as a going concern between 1997
and 2004. Remain going concern is a dummy that takes a value of one for debtors that reorganize or get acquired as a
going concern. Senior loan refers to the most senior, secured, financial loan, if any. Except for the financial data from
four quarters before bankruptcy provided by Compustat, all data are hand collected from Public Access Court Electronic

Record (PACER) and SEC documents. P-values for equality between subsamples are based on Fisher's exact tests.

Parentheses contain t-statistics.

Panel A: Univariate analysis

Senior bank  No senior

All lender bank lender Equality between samples
Number of observations 90 58 32 90
percent percent percent p-value
Reorganization 36.7 34.5 40.6 0.65
Acquisition in whole 30.0 24.1 40.6 0.15
Acquisition in parts 12.2 155 6.3 0.32
Liquidation piecewise 211 25.9 12.5 0.18
Panel B: Multivariate analysis
1 2 3 4
Remain Remain
going going
Dependent variable concern concern Reorganize Reorganize
Intercept 0.01 2.07 -1.60 -1.61
(0.02) (1.73) (-3.28) (-2.21)
Senior lender dummy -0.08 0.15 -0.36
(-0.11) (0.31) (-0.56)
Senior lender is a bank dummy -0.92 -2.51 -0.54 -0.32
(-1.55) (-2.25) (-1.30) (-0.59)
Ln(liabilities) 0.47 0.47 0.26 0.25
(3.54) (2.94) (2.94) (2.31)
Market assets / book assets (4 qtrs before BR) 0.20 0.33
(1.05) (1.86)
EBIT / assets (4 gtrs before BR) 6.09 3.86
(2.07) (1.51)
Prenegotiated bankruptcy dummy 1.62 0.44 0.68
(2.52) (1.43) 2.77)
New York Southern District dummy -1.26 -1.90 0.26 0.25
(-2.88) (-2.93) (0.80) (0.62)
N 88 64 88 64
Model type Probit Probit Probit Probit
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Table 9

Time to asset disposition
The time between bankruptcy commencement and the disposition of assets in a sample of 90 Compustat-listed debtors that enter
Chapter 11 as a going concern between 1997 and 2004. The asset disposition date refers to the earlier of the confirmation of a
plan of reorganization or court approval to sell assets that will leave the debtor without going concern operations. Sum of control
rights equals the number of lender control rights that | observe for each debtor among the nine control rights that | examine. The
accounting problems or fraud dummy takes a value of one if the court documents identify accounting problems or management
fraud as a factor leading to bankruptcy.
Positive moneyness equals In(assets/senior loan amount) if assets are greater than or equal to the face value of the senior loan.
Negative moneyness equals -In(assets/senior loan amount) if assets are less than the face value of the senior loan. Except for the
financial data from four quarters before bankruptcy provided by Compustat, all data are hand collected from Public Access Court
Electronic Record (PACER) and SEC documents. P-values for equality between subsamples are based on Fisher's exact tests.
Parentheses contain t-statistics.

Panel A: Univariate analysis

Time to asset disposition (months)

N min ql median q3 max
All outcomes 90.0 0.03 2.3 6.3 13.6 47.3
Reorganization 33.0 0.9 5.2 10.6 15.2 47.3
Acquisition in whole 27.0 0.4 2.0 3.8 13.6 38.6
Acquisition in parts 11.0 1.8 2.5 6.4 13.1 195
Liquidation piecewise 19.0 0.03 0.6 3.8 5.9 20.6
Panel B: Multivariate analysis
1 2 3 4 5
In(daysto In(daysto In(daysto In(daysto In (days to
asset asset asset asset asset
Dependent variable disposition) disposition) disposition) disposition) disposition)
Revolver
Senior bank  with conc
Sample selection All All All lender account
Intercept 4.68 4.69 4.63 3.65 3.39
(12.39) (13.05) (13.02) (8.25) (5.90)
Senior lender dummy 0.27 0.29
(0.65) (0.74)
Senior lender is a bank dummy -0.94 -0.78
(-2.53) (-2.16)
Senior revolver and conc account dummy 0.285 0.189
(0.87) (0.60)
Sum of control rights -0.09
(-1.34)
Cash col or DIP loan dummy 0.34
(0.86)
Positive moneyness 0.19 0.69
(1.53) (3.06)
Negative moneyness -0.05 0.08
(-0.24) (0.37)
Ln (liabilities) 0.20 0.14 0.10 0.29 0.26
(2.91) (2.00) (1.46) (3.30) (2.23)
Prenegotiated bankruptcy dummy -0.66 -0.78 -0.68 -0.91 -0.58
(-2.59) (-3.19) (-2.76) (-2.99) (-1.68)
Accounting problems or fraud dummy 0.98 0.88 0.92 1.02 0.84
(2.77) (2.59) (2.74) (2.65) (1.83)
NYSD dummy -0.34 -0.44 -0.42 -0.83 -0.99
(-1.26) (-1.70) (-1.65) (-2.85) (-2.90)
Reorganization 0.81 0.93 0.89 1.29
(3.06) (3.48) (2.53) (3.25)
R-square 0.27 0.34 0.32 0.49 0.51
N 88 88 88 56 46
Model type oLS oLs oLs OoLS oLs
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Table 10

CEO turnover

CEO turnover before and during Chapter 11 in a sample of 90 Compustat-listed debtors that enter Chapter 11 as a going
concern between 1997 and 2004. Senior loan refers to the most senior, secured, financial loan, if any. Industry-adjusted
EBIT/assets equals EBIT/assets minus the median two-digit SIC EBIT/assets among Compustat firms. The accounting problems
or fraud dummy takes a value of one if the court documents identify accounting problems or management fraud as a factor
leading to bankruptcy. Industry CEO turnover, which is calculated by two-digit SIC code and year, is the fraction of Execucomp
listed firms with a CEO change from the prior year. Except for the financial data from four quarters before bankruptcy provided
by Compustat, all data are hand collected from Public Access Court Electronic Record (PACER) and SEC documents. P-values
for equality between subsamples are based on Fisher's exact or Wilcoxon rank sum tests. Parentheses contain t-statistics.

Panel A: Univariate analysis

Senior No senior
All bank lender bank lender Equality between
N (percent)  (percent) (percent) samples (p-value)
CEO change during:
6 months before BR date 87 24.1 26.3 20.0 0.60
1 year before BR date 87 35.6 35.1 36.7 1.00
2 years before BR date 87 48.3 45.6 53.3 0.51
Bankruptcy (among debtors that reorganize) 25 36.0 294 50.0 0.39
BR date CEO is turnaround consultant 84 11.9 145 6.9 0.48
BR date CEO is founder or family blockholder 83 22.9 25.9 17.2 0.42
Mean BR date beneficial CEO ownership 83 6.0 7.2 3.6 0.27
Panel B: Multivariate analysis
CEO turnover within:
6 months 6 months 1 year 1 year 2 years 2 years

Dependent variable

before BR before BR before BR before BR before BR before BR

Intercept

Senior lender dummy

Senior lender is a bank dummy

Industry-adj EBIT / assets (4 gtrs before BR)
Accounting problems or fraud

Industry CEO turnover

Pseudo R-sq
N
Model type

-0.94 -1.57 -0.45 -1.43 -0.35 -0.92
(-2.02) (-2.37) (-1.05) (-2.31) (-0.80) (-1.53)
-1.29 -0.64 -0.67 0.03 -0.45 0.28
(-2.12) (-0.92) (-1.41) (0.05) (-0.95) (0.48)
0.91 0.69 0.27 0.07 0.00 -0.42
(1.71) (1.04) (0.69) (0.13) (0.01) (-0.80)

-1.49 -2.05 -0.41

(-1.14) (-1.69) (-0.33)
1.08 1.74 0.74 1.45 0.60 0.89
(2.48) (2.61) (1.84) (2.29) (1.48) (1.42)
3.38 4.49 2.54 4.45 4.50 6.31
(1.39) (1.48) (1.16) (1.61) (2.01) (2.21)
0.23 0.24 0.10 0.20 0.12 0.18

85 63 85 63 85 63

probit probit probit probit probit probit
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