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INTRODUCTION

Increased creditor control in chapter 11 caseg)baerated considerable debate
over the past several years. Proponents of creditatrol argue that, among other
things, it promotes efficiency in corporate reoigations® Critics assert that it
destroys corporate value and frequently forces rofise viable entities to
liquidate?

The increasing involvement of professional distedsdebt investors in chapter
11 cases has intensified this debafthese investors are purchasing positions in
multiple tranches of the debtor's capital structwt#aining seats on the statutory
committee of unsecured creditors and even actinghasdebtor's post-petition
lender. The latter role has given rise to a pcacknown as "loaning to own,"
where the investor extends debtor in possessi@mding to the debtor in order to
facilitate the investor's eventual ownership of debtor's business, through a debt-
for-equity exchange, sale transaction or otheriise.

In this article, | present and analyze empiricalad@garding the investment
practices and strategies of distressed debt imgestased on these data and actual
case reports, | reach two primary conclusions.stf@lthough relatively few in
number, activist distressed debt investors are-fivelhced and relatively successful
in their attempts to influence change at or to &@equoubled companies. Second,
unchecked creditor control by distressed debt taver others has the potential to
lead to creditor self-dealing, to the detriment thie debtor and its other
stakeholders.

The precise impact and future implications of theolvement of distressed
debt investors in chapter 11 cases are difficulleétermine. These investors and

! See generallBarry E. Adler,Bankruptcy Primitives12 AM. BANKR. INST. L. REv. 219, 239 (2004)
(arguing "[c]hapter 11 is not for every firm, argttBankruptcy Code should not permit chapter 1detan
option for a debtor with a corporate charter thatvfles an alternative process in the event of dgja
Douglas G. Baird & Robert K. Rasmussémivate Debt and the Missing Lever of Corporate &oance
154 U. PA. L. Rev. 1209,1211 (2006) (hereinaftdPrivate Deb} (discussing larger role creditor plays in
today's affairs of corporation); Douglas G. BairdR&bert K. Rasmussefihe End of Bankrupt¢y5 SAN.

L. Rev. 751, 778-89 (2002) (hereinaftéind of Bankruptcy (highlighting effect of control rights in
corporate bankruptcies); David A. Sked®poctrines and Markets: Creditors' Ball: The "New"eM
Corporate Governance in Chapter,1152U. PA. L. Rev. 917, 918 (2003) ("Whereas the debtor and its
managers seemed to dominate bankruptcy only a éansyago, Chapter 11 now has a distinctively avedit
oriented cast.").

2 See generallHarvey R. Miller & Shai Y. Waismarls Chapter 11 Bankrupt%7B.C. L. Rev. 129,
129-31 (2005) (discussing negative impact of exeesseditor control on chapter 11 process).

% As used here, the term "distressed debt invesfenerally refers to hedge funds, private equitysir
banks with proprietary trading desks and other tnaditional lenders. These investors typically @b nave
prior lending relationships with the company. Rathibey purchase the company's debt strictly as an
investment opportunity. For example, they may helithat the debt is undervalued or that underetiliar
untapped value exists at the company. Their investrstrategies and workout approaches often difben
those of traditional lenders in the restructuringtext.See infranotes 28—29.

4 SeeJonathan M. Lander&eflections on Loan-to-Own Trend6 AM. BANKR. INST. J. 1, 44-46 (Oct.
2007) (explaining substance and implications ofnft@own transactions)The Vultures Take Wing:
Investing in DistressTHE ECONOMIST, Mar. 31, 2007, at 77—78 (discussing developingtira of loaning
to own through debtor in possession financing ifiées).
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their investment practices are largely unregulatBistressed debt investors rarely
disclose their investment strategies or the targétiheir investments. In fact, a

troubled company may not know that a distressed idebstor holds its debt until a

financial restructuring or bankruptcy filifgUnless they are purchasing claims
against a bankruptcy estate, distressed debt orgegenerally are not required to
report their distressed debt holdirgs.

The lack of transparency in the activities of dissed debt investors creates
uncertainty and unease with respect to their irMolent in chapter 11 cases. Some
commentators and practitioners suggest that desideslebt investors are always
vying for control of the debtor, at the expense tbé debtor and its other
stakeholder8.This view casts the distressed debt investor 4aukure." Others
suggest that these investors add value to theuodsting process and may be the
only source of rescue financing available to thebtal€ Consequently, the

® Whether the activities of hedge funds and privedity firms—two of the most active types of
distressed debt investors—should be regulated dyetieral or state government is subject to delsse.
Jonathan Bevilacqua, Commeftpnvergence and Divergence: Blurring the Lines BetwHedge Funds
and Private Equity Fund$4 BUFF. L. REV. 251, 265-71 (May 2006) (collecting commentary egutation
issue); see alsoErik J. Greupner,Hedge Funds Are Headed Down-market: A Call for éased
Regulation? 40 SaN DIEGO L. Rev. 1555,1585-96(2003) (discussing hedge fund regulation debate). In
addition, other than Rule 3001(e) of the Federdefof Bankruptcy Procedure ("Bankruptcy Rules9, n
meaningful regulation of claims trading exists iankruptcy.See, e.g.Robert D. Drain & Elizabeth J.
Schwartz Are Bankruptcy Claims Subject to Federal Securitia®s? 10 Av. BANKR. INST. L. REV. 569,
571-72 (2002) (exploring gaps in claims tradingutation left by Bankruptcy Rule 3001(e) and apglma
of federal securities laws to claims trading atig).

® Even if a bankruptcy case is filed, the debtoH stiay not know of a distressed debt investor's
involvement until the debtor commences the claimx@ss contemplated by sections 501 and 502 of the
Bankruptcy Code and Bankruptcy Rules 3001-3003yndil the investor purchases a claim against the
bankruptcy estate that requires disclosure undekiB@tcy Rule 3001(e)See infranote 88 (discussing
secrecy generally prevalent in distressed debt etiark

" Bankruptcy Rule 3001(e) requires purchasers dfslagainst the bankruptcy estate to provide aertai
information to the bankruptcy courtEB. R. BANKR. P. 3001(e). In addition, at least one court has
determined that, under Bankruptcy Rule 2019, dised debt investors should be required to disdluse
details of their investments in a debtor when aylvseeks to represent more than one investorrasfpan
ad hoccommitteen re Nw. Airlines Corp., 363 B.R. 704, 709 (Bankr. S.DYN2007) (holding investors
participating as members afl hoccommittees must make extensive Rule 2019 pubdiclasure regarding
claims and interests, including complete tradirgtdries in debtor's securitied}j re Nw. Airlines Corp.,
363 B.R. 701, 702-03 (Bankr. S.D.N.Y. 2007) (reiqgjrfirm to include claim information in disclosure
statement)seeEvan D. Flaschen & Kurt A. MayBankruptcy Rule 2019 and the Unwarranted Attagk o
Hedge Funds26 AM. BANKR. INST. J. 16,46—48(Sep. 2007) (discussingorthwestdecision and noting at
least one bankruptcy court has disagreed with hglai Northwes}.

8 SeeHarvey R. Miller,Chapter 11 Reorganization Cases and the Delawaréh M5 VAND. L. REV.
1987, 2016 (2002) ("In that environment, distresdeldt traders may sacrifice the long-term viabibfya
debtor for the ability to realize substantial andc returns on their investments.%ee alsdRich Pickings
FUND STRATEGY, Apr. 3, 2006, at 20 ("Vultures are basically lavestors, trying to buy an asset for a
price well below its intrinsic or fair value.").

® SeePaul M. GoldschmidMore Phoenix than Vulture: The Case for Distreskrastor Presence in the
Bankruptcy Reorganization Proce®005 @LUM. Bus. L. Rev. 191, 259 (2005) ("The arrival of distressed
debt investors can add new, positive energy tadbeganization process."); Edith S. Hotchkiss & &ubi.
Mooradian,Vulture Investors and the Market for Control of éssed Firms43 J. FN. ECON. 401, 404
(1997) ("Both the post-restructuring performance déme valuation effects associated with vulturencla
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distressed debt investor may be either a vultura @hoenix, at least from the
perspective of a chapter 11 debfbr.

So which is it? | seek to provide a partial ansivere. Specifically, | consider
the actual practices of investors in the distresdebt market and analyze the
implications of these practices on the chapter fdcgss. | do not provide a
definitive answer to whether the practices of dsted debt investors are value-
destructive or value-enhancing in the chapter Xted. More research, including
further empirical work, is necessary to answer tipatstion with any degree of
certainty.

| base this article on an empirical study of 36dtitational investors, 82 of
which indicated experience in distressed debt iinvgs' The data confirm several
of the common perceptions of distressed debt iovestFor example, 65.5% of the
distressed debt respondents responding to thecapf#i question stated that they
use their distressed debt investments to try ttuénte board or management
decisions? Likewise, the data show that the distressed defpandents have a
relatively short investment horizdh.This investment horizon may or may not
correlate with a restructuring timeline that servb® best interests of the
company:*

The data, however, also suggest that several conpameptions of distressed
debt investors may not be accurate. For exam@elo% of the distressed debt
respondents responding to the applicable questiglicated that they do not
purchase distressed debt to try to acquire a déinraownership interest in the
debtor'® Further, only 30.4% of the distressed debt respotsdresponding to the
applicable question stated that they are willingetod money directly to a troubled
company'®

Overall, the data indicate that distressed del#stors have significant assets to
invest in the distressed debt market. These inwgstre willing to use their debt
holdings to try to influence financial and operatib decisions, presumably to
increase the return on their investments. Moreader overwhelming majority of
the distressed debt respondents intend to maintaincrease their investments in

purchases suggest that vulture investors can bmampagerial skills to the target firm, and that wrés' poor
public image is not justified by empirical eviderige

12 SeeAdam J. LevitinFinding Nemo: Rediscovering the Virtues of Negdlitgbin the Wake of Enran
2007 ®LuM. Bus. L. Rev. 83, 153 (2007) ("The past decades have seenigbeof distressed debt
investors—so called 'vulture' or 'phoenix’ fundss khe Funds ifEnron™).

" See infraPart Il (describing details of survey and mettodg). | refer to these 82 respondents as the
distressed debt respondents.

12 5ee infraPart IV.C (describing survey results).

Bseeid.

1 recognize that exactly what "serves the besrasts” of the company in a restructuring is sutjec
debate. For purposes of this article, | use tha terindicate a course of action that maximizeswvidee of
the bankruptcy estate. This concept is discuss#iakiuin Parts V and VI below.

15 See infraPart IV.C (describing survey results).

®See infraPart V.B.3.



2008] TRENDS IN DISTRESSED DEBT INVESTING 73

the distressed debt market in 2008. Accordindig, presence of distressed debt
investors in the chapter 11 process is unlikelgtiate in the near future.

What does this mean for chapter 11 debtors anBah&ruptcy process? Most
likely, increased investment activity in distressgebt indicates that battles for
control of the chapter 11 process between the delid its creditors will continue
and intensify. In turn, memories of a primarilybtier-controlled restructuring
process will continue to fade. Is a primarily atedcontrolled restructuring
process more efficient? Based on the survey dajgesting potential conflicts in
creditor agendas and actual case reports, the arisweo—at least under the
existing regime”’

The Bankruptcy Code, as currently structured, prssepportunities not only
for creditor control, but also for creditor selfaieg’® Creditor self-dealing leads to
potential abuse of committee appointments, inteftye disputes, delay and
additional expens¥.Of course, debtor self-dealing also may occurtiapter 11
cases and, among other negative effects, may eageatelay and additional
expensé’ Consequently, either extremé-e; a debtor-controlled process or a
creditor-controlled process—may promote ineffickencStriking an appropriate
balance between the two extremes may maximizeieffiy. It also may further the
two traditional goals of chapter 11: the reorgatzaof viable companies and the
maximization of creditor recoveriéSBut can this balance be achieved?

¥ n Parts V and VI, | suggest that distressed dl®stors have a productive role to play in corpera
restructurings. Nevertheless, some oversight dof #etivities is needed and, for the most parghsent in
restructurings both in and outside of chapterSke infraParts V and VI.

8 5ee generallt1l U.S.C. §§ 101-1532 (2006) (Bankruptcy Code).

1% SeeAndrew J. Nussbauninsider Preferences and the Problem of Self-Dealimgler the Bankruptcy
Code 57 U.CHI. L. Rev. 603, 630 (1990) (discussing importance of pramgrself-dealing to maintaining
"the integrity of the bankruptcy process").

2 gee, e.g.Christopher W. FrostThe Theory, Reality and Pragmatism of Corporate édeance in
Bankruptcy Reorganizationg2 Avi. BANKR. L.J. 103, 103 (1998) ("Protected from the normaitcactual
and market forces that restrain the behavior of agars of healthy companies, managers of firms in
bankruptcy, the harshest critics charge, use dalay other strategies to enrich themselves and the
shareholders at the expense of the firm's credljorglo not focus on debtor-controlled restruatgs or
debtor self-dealing in this article. The potensalutions to mitigate creditor self-dealing and tieed for a
more balanced chapter 11 process discussed in Fadaad VI, however, also apply to the debtor-
controlled/debtor self-dealing scenario.

%L seeToibb v. Radloff, 501 U.S. 157, 163-64 (1991) (dissing two traditional goals of chapter 148p
also Elizabeth WarrenBankruptcy Policymaking in an Imperfect Wor2 McCH. L. REv. 336 (1993)
(discussing traditional goals of chapter 11). logrize that some commentators assert that economic
efficiency should be the primary goal of bankruptSge, e.g.Brian A. Blum,The Goals and Process of
Reorganizing Small Businesses in Bankrupttyl. $IALL & EMERGING Bus. L. 181, 228-29 (2000)
(explaining different views on underlying goalsobiapter 11 and characterizing them as "traditistelliand
"free marketers"); Steven L. Schwarczlobal Decentralization and the Subnational Debblflem 51
DUKE L.J. 1179, 1196-97 (2002). For purposes of thislarthowever, | focus on the two goals of chapter
11 traditionally endorsed by case law and legigtatiistory.See, e.g.S. REP. NO. 95-989, at 10 (1978)
(recognizing fundamental aspect of reorganizat®otoiprovide safeguards to protect interests ditres
and public investors); H.R.HR. No. 95-595, at 220 (1977) ("The purpose of a businesgganization case
[under chapter 11] . . . is to restructure a bussisefinances so that it may continue to operatjige its
employees with jobs, pay its creditors, and prodaigeturn for its stockholders."ln re Aurora Cord &
Cable Co., 2 B.R. 342, 346 (Bankr. N.D. Ill. 1980)he essence of Chapter 11, however, is to pretent
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In analyzing the survey data and actual case repbiuggest one possible
legislative change to create a more balanced,eckiatised chapter 11 procéss.
This change would entail eliminating the conceptstdtutory committees and
replacing it with an estate representafiv@he estate representative could be an
independent professional appointed by the coutherOffice of the United States
Trustee to oversee the activities of the debtopossession and to communicate
with the debtor's creditors and other stakehold@&tss independent fiduciary could
reduce opportunities for both debtor and credigdi-dealing. It also could serve as
a disinterested agent to act on behalf of all efdbktate's beneficiaries.

The concept of an estate representative is just jroposal; certainly,
alternative or complementary legislative changesldcareate a more balanced
playing field in chapter 11 cases. | discuss adéthese prospective changes here.
Moreover, the concept of an estate representatigepreliminary proposal. Further
research and study is necessary to develop thisetatéd concepts.

| embarked on the empirical study underlying thigcke in the hope of gaining
some insight into the practices and intentionsistrelssed debt investors. The data
presented here fill this void, but expose othernsmaered questions regarding the
chapter 11 process. | introduce the role of disked debt investors in chapter 11
cases in Part Il of this article. | then discuss methodology that | used in the
empirical study in Part lll, and | present the dat&art IV.

The data invite further study and dialogue regaydime constituencies in the
chapter 11 process and their appropriate roleseisas the appropriate role of the
court and the statutory scheme itself. | seelntmarage this dialogue by analyzing
the data and the implications in chapter 11 in Rartl conclude in Part VI by
describing the existing chapter 11 regime and thednto pursue a more estate-
focused reorganization process.

unnecessary dismemberment of viable corporatiodg¢@provide a maximum distribution to creditorsavh
would be likely to receive nothing in the eventligiuidation."); see alsdUnited States v. Whiting Pools,
Inc., 462 U.S. 198, 203 (1983) ("By permitting mgamization, Congress anticipated that the busiwestd
continue to provide jobs, to satisfy creditorsiros and to produce a return for its owners . Congress
presumed that the assets of the debtor would be wadnable if used in a rehabilitated business thaold
for scrap.™).

2 gee infraParts V and VI. For a discussion of the role agutmality” in the bankruptcy system, see Jay
Lawrence WestbrookThe Control of Wealth in Bankruptcg2 Tex. L. Rev. 795, 825-27 (2004). The
estate-focused approach to chapter 11 discussedauedd introduce aspects of neutrality to the debdr
creditor-controlled process.

% The estate representative would not replace theod& possession or any individual creditors.Heat
each of these parties would maintain their respedights and remedies under applicable law. Thetes
representative, however, would act as a fiduciarytfie bankruptcy estate, charged with protectind a
maximizing the value of the estaf®ee infraPart VI. In this respect, the estate representadigevariation
of the "neutral manager" posited by Professor Westh SeeWestbrook supranote 22, at 825-27.
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|. THE ROLE OFDISTRESSEDDEBT INVESTORS IN THECHAPTER 11 PROCESS

A distressed debt investor is an entity that puselBahe debt of a financially
troubled company at a discount against the facgevaf the debt* The amount of
the discount varies by situation, but can rangmfaolow discount of 20% to a high
discount of 60% or perhaps even 889 he investor seeks to make a profit on its
investment primarily by reselling the debt, througitoveries on the debt in the
restructuring process or by converting the debt iah equity position in the
reorganized debtor.

The practice of distressed debt investing is net;rfeowever, the market for
distressed debt has expanded significantly sircéniteptiorf® Trade vendors no
longer are the only creditors that desire to liqtédtheir claims against a debtor
quickly.  Rather, traditional financial institutisnand long-term institutional
investors, such as banks and insurance compamesoav quick to sell troubled
credits?’ Banks and other traditional lenders also are asimgly syndicating
commercial loans at the out$&These practices make it easy for traditional lesde

% See, e.g.FRANCOIS-SERGEL'HABITANT, HEDGE FUNDS: MYTHS AND LIMITS 100 (John Wiley & Sons,
Inc., 2002);see alsoSTUART C. GILSON, CREATING VALUE THROUGH CORPORATERESTRUCTURING 198
(John Wiley & Sons, Inc., 2001) ("After publiclyatied bonds go into default, they typically tradafzdut
30 percent of their face value; the average discfminmore junior bonds is even larger.").

% For example, before its restructuring, Kmart Coagion’s bonds traded at approximately 20% of face
value. See Joann Muller,Kmart: A Fix-Up on Fast ForwardBus. WK., Oct. 14, 2002available at
http://www.businessweek.com/magazine/content/0b3803095.htm (remarking bondholders will seek
speedy reorganization so they can sell out andupedoses). The law firm Jones Day represented the
Financial Institutions' Committee in the Kmart ctepl1 case. | was a lawyer at Jones Day at the, tout
did not work on the engagement. My husband alsoamMasvyer at Jones Day at the time and did actively
work on the engagement. Nonetheless, my knowleflgand all information in this article regardindet
Kmart cases is based on the publicly availablecssucited.

% For a discussion of the history of the distresdetit market, se@he Vulture InvestorsHILARY
ROSENBERG THE VULTURE INVESTORS 16-19 (John Wiley & Sons, Inc., 2000) (detailingpwgth of
"vultures" during 1980s, and how they had increaséel in "restructuring of corporate America .." and
changed "dynamics of bankruptcy" so creditors hageeased influence. By the late 1990s, the "valtur
market had matured" so "new activist" players weaising money to invest in these "downtrodden
companies . . . ."See alsqlay Krasoff & John O'NeillThe Role of Distressed Investing and Hedge Funds
in Turnarounds and Buyouts and How this AffectsdiéieMarket Companigs). PRIVATE EQUITY, Spring
2006, at 17 (explaining how distressed debt inmgsthas long history, stretching as far back as
moneychangers in Bible, and noting changes accoynpgricredit-oriented hedge funds" becoming more
"proactive in the distressed investing market dedaccompanying restructuring process"). For audigon
of the growth in the market, see Heidi Moof®istressed Debt Fundraising Hits RecprEiN. NEwWS
(ONLINE US), July 13, 2007. Ms. Moore's article states thaigh' leverage levels and sub-prime
downgrades" created doubt with respect to credikets, noting that distressed-debt firms raisedemor
the first six months of 2007 than at the end of@hd observing that some "firms are rushing tqget of
the distressed-debt marketkl"

27 See, e.g.Joe F. Lassiter, lllThe Marketability of Loans Under Alabama Law Whike Original Loan
Documents Were Lost, Destroyed or StplB& ALA. L. Rev. 1289, 1291 (2002) ("Due to the costs
associated with collecting and servicing probleranky banks often utilize the secondary loan matdet
remove distressed debt from their books.").

% See, e.g.EDWARD I. ALTMAN, NYU SALOMON CTR., ARE HISTORICALLY BASED DEFAULT AND
RECOVERY MODELS IN THEHIGH-YIELD AND DISTRESSEDDEBT MARKETS STILL RELEVANT IN TODAY'S
CREDIT ENVIRONMENT? 3 (Oct. 2006 ), http://pages.stern.nyu.edu/~ealtni8gr{dicated lending has risen
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and investors to exit, and hedge funds, privatétgdjums and other nontraditional
lenders to enter, troubled situations.

The presence of nontraditional lenders in troubg#tdiations changes the
dynamics of corporate restructurings, includingoooate chapter 11 cases. As one
commentator observed, most distressed debt ingestoe “"far less image
conscious—they do not have the white-shoe, gentigmaorkout orientation of
commercial banks, previously the biggest creditorisankruptcies® The concept
of "relationship lending," where a bank would wavkh a troubled company to
develop a mutually-agreeable restructuring plafoster repeat business with the
company, is now the rare exception rather thanrtiee. Most distressed debt
investors are repeat players in the market, butwiti respect to a particular
company or management ted.

The upshot for troubled companies is that they faee increasing demands
and pressures from their debt holders. Even befadiling of a chapter 11 case,
the company may lose control of its restructuringcpss to one or more distressed
debt investors. Investors may obtain this typéeweérage over a company through
contractual covenants, promises of post-bankrufitieyicing, statutory rights under
Article 9 of the Uniform Commercial Code or chaptérof the Bankruptcy Code or
some combination of the foregoifigThe end result is a more creditor-controlled
restructuring process.

Some commentators have suggested that this proepkses the traditional
"debtor in possession" with a "creditor in poss@ssi’ They view increased
creditor control in chapter 11 cases as a negatexelopment that elevates the
interests of one or a few creditors over those leé tebtor and its other
stakeholders, including junior creditors, shareemdand employeés.They also
attribut§4 premature liquidations of otherwise veabbmpanies to enhanced creditor
control:

more than 60 percent in the last three years asel tw total outstandings of $1.5 trillion in 2005ugh
Thomas & Zhigiang Wandlhe Integration of Bank Syndicated Loan and JunkdBdarkets 28 J.BANK.
& FIN. 299, 301-05 (2004) (discussing growth in loardsyation market).

2 shareholder Recoveries Get Squeezed in Chapte@dde FIN. WK., Nov. 19, 1990, at Ljted inJohn
D. Ayer,1992 Survey of Books Relating to the 8@/ McH. L. REv. 1584, 1601 n.74 (1992).

%0 SeeM. Todd HendersorPaying CEOs in Bankruptcy: Executive CompensatiblemAgency Costs Are
Low, 101 Nw. U. L. Rev. 1543, 1568 (2007) ("We are repeat players, butwith [management]. At least
we and they hope not.") (quoting distressed delestor).

31 See Michelle M. Harner,The Corporate Governance and Public Policy Implimas of Activist
Distressed Debt Investing7 FORDHAM L. ReEv. __ (2008) (forthcoming) (discussing opportunities
creditor influence in corporate restructurings initdd States and United Kingdonsge alsdGILSON, supra
note 24 at 189-230 (discussing various strategies for tivgsn distressed debt).

%2 Miller & Waisman,supranote 2, at 152-56.

% See idat 170 ("Excessive creditor control remains undésé because such influence may cause the
debtor's operations to be managed solely in theaats of the particular controlling creditor grpthgereby
foreclosing the debtor's restructuring options.").

% See id.("[T]he provisions of a DIP agreement can conatritie debtor's flexibility and take away
altogether the option of a possible successfulgatization, leaving a sale as the only viable aétve.");
see alsoRutheford B. Campbell, J& Christopher W. FrostManagers' Fiduciary Duties in Financially
Distressed Corporations: Chaos In Delaware (Andelalsere) 32J.CORP. L. 491, 524-25 (2007); Miller &
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Other commentators suggest that creditor controthapter 11 cases is a
welcome development that introduces market effii&s into the restructuring
process® These commentators generally support a chapteedifne that reflects
the market for corporate contr8llUnder this approach, contractual covenants that
favor creditor control in distressed situation®alicreditors to monitor and address
management bias towards reorganizatioftreditors can better recognize the
economic failure that often accompanies finandistrelss and facilitate a sale of the
debtor's assets more efficiently than entrenchetagement®

Whether creditor control is a positive or negatilevelopment turns, to some
extent, on the creditor's intentions for, and useéh@ control. For example, if the
creditor is using its leverage to acquire the delitw a price at or above an
objective market value, then perhaps creditor cbmtraximizes recoveries for all
creditors and is an efficient result. If the ctediis not willing to pay a market
price, however, or is interested only in a quicjuldation of its debt, regardless of
the viability of the debtor, then perhaps creditontrol frustrates both creditor
recoveries and debtor rehabilitation.

Consequently, information regarding the strategies practices of distressed
debt investors is necessary to evaluate accurtitelimpact of creditor control—at
least control exercised by this group of creditocgthe chapter 11 process. |
sought to acquire this information through a wntteurvey directed to certain
institutional investors. The details and resuftthe survey are described below.

Il. SURVEY METHODOLOGY

The title of the survey was "Trends in Distressabtinvesting." The survey
guestions focused on the attributes of distresséd idvestors and their targets and
the investors' investment objectives and strategi€he primary purpose of the
survey was to collect information to help assessprevalence of distressed debt

Waisman,supranote 2,at 170; Robert K. RasmusseBecured Credit, Control Rights and Optip2%
CARDOZOL. REV. 1935, 1950 (2004) (noting premature liquidatibgsnfluence of unsecured creditors "are
becoming relics of the past").

% SeePrivate Debt, supranote 1, at 1251 ("We view cautiously the new |aage in which creditor
control has become a significant lever of corpogateernance.").

% SeeSkeel,supranote 1, at 918 ("The endless negotiations and nimdbing bureaucratic process that
seemed to characterize bankruptcy in the 1980s beer replaced by transactions that look moretlike
market for corporate control."$ee also supraote 1 (supporting notion that there has beereaszd role of
creditors in corporate chapter 11 cases).

%" See, e.gEnd of Bankruptcysupranote 1, at 785 ("As a comparative matter, thessdander who will
not be paid in full will more likely exercise coatiin a sensible fashion than will managers whastenorth
depends on continuation or a bankruptcy judge whaseing is usually not in business operations.").

% seeGoldschmidsupranote 9, at 198 (discussing difference betweemfirsly distressed company and
economically distressed company and whether creditan in fact act as "true residual actor . pabée of
making this basic distinction in a balanced marthat would satisfy the public policy interest irnaomic
efficiency").
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investing and its impact on corporate restructugiimg the United States and the
United Kingdom®

The survey efforts were coordinated with two otldgpartments at the
University of Nebraska-Lincoln—the Bureau of Soogital Research (BOSR) and
the Survey, Statistics, and Psychometrics Corelifa¢ESP). Specifically, SSP
assisted in identifying an appropriate sample sarel designing the survey
qguestions. BOSR then assisted in administeringstimeey and collecting survey
responses. To the extent possible, The TailoredigneMethod of survey
methodology was followed to enhance the rate amditywf response?.

The survey consisted of 26 questi6h3he first set of questions asked about
the amount of the respondent's investments inedistéd debt for 2006 and 2007, as
well as its anticipated investments for 2008. Tikeat set of questions focused on
the investor's general investment practices, dlmg, primary objectives of its
investments, its investment horizon, etc. Thedtisiet of questions related to the
investor's investment strategies and whether istevin distressed debt to attempt
to influence board and management decisions ocdaige a controlling ownership
interest in the company. The final set of questiasked about the investor's basic
demographic informatioff. A copy of the survey is attached at Appendix A.

The survey was directed to institutional investetsose investment profiles
indicated that they actively invest, or would beely to invest, in distressed debt.
Further, for purposes of the survey, the definitadn'institutional investors" was
limited to hedge funds and private equity firfissppendix B lists the databases
and search terms used to identify the sample.

The final sample included 1,773 firffSBOSR mailed an initial survey to the
firms located within the United States on June Z)7, and to the firms located

39 SeeHarner,supranote 31 (survey study discussed here was condémtqzlirposes of this article and
separate article that analyzes and compares inopaistressed debt investors on corporate restringsiin
United States and United Kingdom).

40 SeeDON A. DILLMAN , MAIL AND INTERNET SURVEYS 3-31,323-51 (John Wiley & Sons, Inc., 2d ed.
2007) (explaining The Tailored Design Method).

“1 BOSR and SSP assisted in drafting the questiotiiaswer options included in the survey. Comments
on the survey questions and answers also wereitsdlirom 15 restructuring professionals, including
lawyers, financial advisers and former fund mansger identify any potential ambiguities or omissiadn
the survey. The survey then was modified basedheset comments. The final survey distributed to the
sample included these modifications.

*2 The final question on the survey asked whetherréispondent would be willing to participate in a
follow up interview. Twenty-five percent of the pesidents indicated that they would participatetichsan
interview. Nevertheless, as a result of funding &imdng constraints, these interviews have not bygtn
conducted.

“3In addition, certain banks with proprietary tragltlesks were identified as either a hedge fundivae
equity firm in the databases used to identify tw@gle and thus were included in the sample.

* To identify an appropriate sample size, the folfapfactors were considered: the number of investor
known to invest in distressed debt, the numbertloérinvestors that might invest in distressed deilat the
anticipated difficulty in getting this particulaopulation to respond to a survey. An informal poaealysis
of the proposed study also was conduct®eeFactors in Designing Statistical Power Analysisdsts,
http://cc.uoregon.edu/cnews/summer2000/statpowelr fiast visited Feb. 28, 2008) (explaining the pow
analysis techniquePete Sedimeier & Gerd GigerenzBg Studies of Statistical Power Have an Effect on
the Power of Studies105 FrscHoL BuLL. 2, 309-16 (1989)available at http://library.mpib-
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outside of the United States on July 2, 260BOSR then employed several modes
of communication to follow up with the sample dgyiduly, August and September
2007 BOSR also collected and coded the data into asfital Package for the
Social Sciences (SPSS) data file.

Of the 1,773 firms included in the sample, 82 catgd the survey; five
indicated that they did not invest in distressedtdmit completed the survey; and
253 indicated that they did not invest in distresdebt and thus did not complete
the survey? In addition, 24 firms refused to participate i turvey, three firms
were no longer in business and 165 firms had nal georking address. Of the
1,605 eligible survey participants (i.e., frmsibeéd to be in business with good
working addresses), 340 firms responded to theegumesulting in a response rate
of 21.2%. This response rate is an acceptableonssprate for a written survey
directed primarily to institution.

berlin.mpg.de/ft/gg/GG_D0%20Studies_1989.pdf (stuglythe effect of power analyses on statistical
studies); Robert A. Yaffe&he Perils of Insufficient Statistical Power A Cargiive Evaluation of Power
and Sample Size Analysis ProgramSept. 1, 1997, http://www.nyu.edu/its/pubs/comtaechives/
97fall/lyaffeeperils.html (comparing power and saergize analyses).

% In addition to the survey, the mailing includedt@ver letter providing the option and directions to
complete the survey online, a postage-paid envdiopeturn the paper version of the questionnainel a
small notepad of paper as a token of appreciatmmncbmpleting the survey. BOSR also provided
international business reply envelopes to compamittsmailing addresses outside of the United State

6 SeeDILLMAN , supra note 40, all 77-85(suggesting procedures for follow-up contacts veiimple).
Copies of the postcard and email reminders aré@wmwith the author. Specifically, BOSR mailed asfuard
reminder to firms located within the United States July 12, 2007, and to firms located outsidehef t
United States on July 16, 2007. BOSR then sent &muail reminders to non-respondents with email
addresses listed in the sample database duringaddlyAugust 2007. A final email reminder was semt o
September 20, 2007. In addition, BOSR selectedfitiz to receive a telephone reminder. The telephon
reminder was employed to try to increase respoineesthis sample, but no surveys were completechdur
the telephone calls. Consequently, no further tedap contact was made with non-respondents.

47 SeeSPSS, Inc. Corporate FAQ's, http://www.spss.cominéo/fags.htm (providing information on
software used to create and maintain data file)fa€ditate this process, BOSR assigned each fitmigue
identification number, or token, that allowed tlespondent to access the online version of the guivee
token also made the process and results confidleB@SR cleaned and checked the data and corrected
known errors. The mail surveys produced some insteries because respondents did not always follow
the instructions for skip patterns or did not anselé of the survey questions. BOSR and SSP assiste
reconciling inconsistencies where possible. If meonsistency could not be reconciled, the resporese
excluded from the data. SSP also assisted in negaéisponses provided by respondents under ther"oth
category in Questions 5, 6, 9, 12, 17 and 25. Resgowere recoded only if the respondent's opeaeend
answer satisfied one of the specified answer optiorthe particular question.

“8 Of the 87 completed surveys, 41 surveys were cetegplonline and 46 surveys were completed by
mail. No significant variations among the two diffet modes were observed, other than the increased
likelihood for inconsistencies on the mail survéscdssed at note 4%eeDILLMAN , supranote 40, at 342—
43 (suggesting mixed-mode survey design may enh@spense rates in business context).

49 Seeid. at 323 (noting "a review of 183 business survéysélected business journals published since
1990) revealed an average response rate of 21%&)rdsponse rate was likely affected by severabfsc
including the secrecy prevalent in the distresselut dharket. In addition, contact names were notigen
for all of the firms; most of the firms likely haxgatekeepers and thus no assurance exists thatithey
ever reached the intended recipient, even if knamail addresses were not provided for all of thes;
and the survey was only available in EngliSkeeid. at 340 (listing some reasons typically given fow|
response rates in business surveys). These fatdrthe resulting non-response rate warrant sonm#ooa
because the completed surveys may reflect a delftgm bias by respondents.
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The survey results presented below are based o82tseirveys completed by
firms that indicated some investment experiencaligtressed debt. These 82
respondents are referred to here as the distrefdddrespondents. As discussed
below in Part IV.A, some of these firms did notésV in distressed debt during
2006 and 2007, and some do not anticipate investindjstressed debt in 2008.
Accordingly, where possible, the presentation o ftilata denotes responses
provided by these currently inactive distressed dekestors?

Commentators suggest that the total number ofedistd debt investors is
relatively small. One commentator estimates thaber of U.S.-based distressed
debt investors at approximately 170Considering this observation and subject to
the caveat regarding inactive distressed debt ioxgsthe 82 distressed debt
respondents arguably represent a meaningful pegenof investors in the
distressed debt market.

I1l. SURVEY DATA

As discussed above, the survey questions fall foto general categories:
amounts invested in distressed debt on an annusik;bgeneral investment
practices; general investment strategies; and lsgsiwographic informatiot. The
survey data are presented according to these deraegories’ For purposes of
the survey, the term "distressed debt" was defasetindebtedness of an entity that
is experiencing, or that you expect to experiefogncial distress, including
indebtedness with a yield to maturity greater ti886 over the riskless rate of

0 see infraPart IV.

> EDWARD |. ALTMAN & JEFFREY SWANSON, NYU SALOMON CTR., THE INVESTMENT PERFORMANCE
AND MARKET SIZE OF DEFAULTED BONDS AND BANK LOANS: 2006REVIEW AND 20070UTLOOK 3 (2007),
http://pages.stern.nyu.edu/~ealtman/2006%20Inveispelé (estimating number of distressed securities
investment institutions at 170 with combined assétsver $250 billion, claiming this number has btad
in just a few years).

®2 Of the 82 distressed debt respondents, 75% iretidagt they are U.S.-based firms.

%3 As noted above, the survey data were coded il8P$S data file. The data were analyzed using SPSS
frequency and cross-tabulation tables.

Frequencies are basically the breakdown of acksdanses for each item, e.g., 30%
said 'yes' and 70% said 'no' to a particular qoes€ross-tabulations are the frequency
breakdowns for a particular value of an item, eaj.,female responses to an item
compared to all male responses to that same item.

Federal Court Survey2004—2005 Assessment of the Services of the Ustads District Court for the
District of North Dakota81 N.D.L. Rev. 235, 241 (2005) (explaining SPSS database aryti@ahtools in
context of federal court survey).

* This article focuses on key data concerning dised debt investors' practices and strategies with
respect to distressed debt. A complete report@sthivey results is on file with the author.
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return.® In addition, the term "firm" was defined as "yofirn, management
company or fund, as applicabfé."

The survey data presented here are based on theenwhvalid responses to
each survey question and the corresponding validepéages. Each of the 82
distressed debt respondents did not respond to afaitte survey questions. The
number of valid responses thus varies by questiime number of distressed debt
respondents responding to each question is idedtifi the relevant text or the
accompanying footnotes.

A. Amounts Invested in Distressed Debt

The survey first asked respondents to disclosdetied of their investments in
distressed debt for 2006 and 2606Df the 82 distressed debt respondents, 55 firms
(67.1%) invested at least one percent of theil tidaets in distressed debt in either
2006 or 2007. The breakdown of the assets invdstatistressed debt by these
firms is set forth in Table 1.
Table 1: Distressed Debt Investing: 2006—2007

Frequency (Valid %) for Percentage of Assets Invest (Valid N = 55)

1-10% | 11-25% | 26-50% | 51— 76—
75% | 100%

2006 | 28 12 8 2 5
(50.9%) | (21.8%) | (14.5%) | (3.6%) | (9.1%)

2007 | 26 13 8 3 5
(47.3%) | (23.6%) | (14.5%) | (5.5%) | (9.1%)

The survey also asked respondents to indicate theficipated level of
investment in distressed debt for 268®f the 82 distressed debt respondents, 44
firms (53.7%) indicated that there would be no gw®arn their distressed debt
investing in 2008, 30 firms (36.6%) indicated thiagir distressed debt investing
would increase in 2008, and three firms (3.7%)dathd that their distressed debt
investing would decrease in 2008. Five firms (6.1%6l not provide information
about their 2008 investments.

Seventy-four of the 82 distressed debt respondentsided information
regarding both their 2007 and their 2008 investsentThese data generate
additional information that is useful in analyzipgssible activity in the distressed

%5 Seeinfra Appendix A. The survey used a broad definitiontfe term "distressed debt.” The term itself
is subject to multiple definitions and may implylypdefaulted debt or indebtedness with a yield tdurity
of 1,000 basis points over the riskless rate afrreSeeHarner,supranote 31, at Part ILLA.1.

%6 Seeinfra Appendix A.

5" Seeinfra Appendix A, Questions 1, 2.

%8 Seeinfra Appendix A, Question 3.
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debt market in 2008. Specifically, a cross-tabulation of these datadcaigs the
following: (i) 49 firms (66.2%) will maintain or trease their investments in
distressed debt in 2008 while three firms (4.1%gsting 11-25% of their assets in
2007 will decrease their investments in distrestedat in 2008; and (ii) three firms
(4.1%) not investing in 2007 will participate instliessed debt investing in 2008
while th(g remaining 19 firms (25.7%) will continuet to invest in distressed debt
in 2008:

B. Investment Practices

The second set of questions in the survey focusdteinvestment practices of
the respondenf8. Of the 82 distressed debt respondents, 61 firm&4¥s)
responded to the question asking firms to idertiBir primary investment practice
with respect to distressed debt while 21 firms §28. did not. Of those
responding, 32 firms (52.5%) indicated that theimary investment practice is to
pursue an exchange of the debt for equity, 12 fi(tfs7%) indicated that their
primary investment practice is to sell the debtobefmaturity or redemption, 10
firms (16.4%) indicated that their primary investrheractice is to pursue payment
of the debt at maturity or redemption, three firn@s9%) indicated that their
primary investment practice included all three e ilbove, and four firms (6.6%)
indicated that they do not have a primary investrpeactice®

The survey also asked respondents to identify teegondary investment
practice with respect to distressed debt. Theltsedar this question are very
similar to that above for respondents' primary gteent practice. In particular, of
the 59 responding firms, 26 firms (44.1%) indicatieak their secondary investment
practice is to sell the debt before maturity oreragtion, 18 firms (30.5%)
indicated that their secondary investment pradsce pursue an exchange of the
debt for equity, nine firms (15.3%) indicated thaeir secondary investment
practice is to pursue payment of the debt at nigtuni redemption, four firms
(6.8%) indicated that their secondary investmeatice includes all three of the
above, and two firms (3.4%) indicated that do nateéha secondary investment
practice®

%9 Although it is impossible to predict future activiwith any accuracy, the data and related cross-
tabulations provide information regarding the rexjents' intended investment activity in 2008.

® This analysis is based on a cross-tabulation ®fréisponses to Questions 2 and 3 provided by the 74
distressed debt respondents answering both of thesstions.

®1 Seeinfra Appendix A, Questions 5, 6.

%2 Four of the firms that indicated their primary @stment practice as an exchange of the debt fatyequ
can be classified as inactive distressed debt ioreSee supranote 50 and accompanying text.

83 Of the 82 distressed debt respondents, 59 fir@%6{7rovided their secondary investment practice of
distressed debt investing while 23 firms (28%) dat. In addition, four of the firms that indicatéukir
secondary investment practice as the sale of thelsdore maturity or redemption and one of thedithat
indicated their secondary investment practice agxahange of the debt for equity can be classified
inactive distressed debt investdBge supranote 50 and accompanying text.
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A key aspect of a distressed debt investor's inwest practices is its
investment horizon. An investor's investment tmmigienerally indicates how long
the investor is willing to maintain a debt or egugosition in a company before
liquidating the investment. The investment horizoof the distressed debt
respondents are set forth in Tabl¥ 2.

Table 2: Investment Horizons of Distressed Debestors

Investment Horizon Frequency (Valid %) | Frequency (Valid %)
for Holding Before | for Holding Equity
Selling or Receiving| After Debt-for-Equity
Payment on Debt| Exchange (Valid N =
(Valid N = 50) 48)

Less than 3 months 1 (2%) 3 (6.3%)

3-6 months 4 (8%) 7 (14.6%)

7-9 months 0 (0%) 4 (8.3%)

10-12 months 12 (24%) 5 (10.4%)

13-18 months 13 (26%) 10 (20.8%)

19-24 months 6 (12%) 4 (8.3%)

25-36 months 8 (16%) 9 (18.8%)

37-48 months 2 (4%) 3 (6.3%)

More than 48 months | 4 (8%) 3 (6.3%)

The final questions in this part of the survey askespondents about their
preferred type of debt investment and whether thegsted in multiple tranches of
a single company's debt. Of the 82 distressed @sipondents, 58 firms (70.7%)
responded to the question asking firms to iderttigir preferred debt investment
while 24 firms (29.3%) did not. Of those respomglig0 firms (34.5%) indicated
that their first choice for investment purposesesior secured bank debt, 15 firms
(25.9%) answered high yield bonds, nine firms (¥9.answered mezzanine loans,
two firms (3.4%) answered second lien bank debg, fom (1.7%) answered trade
debt, six firms (10.3%) answered all of the foregpitwo firms (3.4%) identified a
type of debt not listed in the responses and tfirees (5.2%) responded nofie.
Notably, 49 firms (77.8%) indicated that they invesmore than one tranche of a
company's debt more than 1% of the tfthe.

% Seeinfra Appendix A, Questions 7, 8. With respect to Questip50 of the distressed debt respondents
(61%) responded to this question while 32 firms%3@lid not provide a response. With respect to Ques
8, 48 of the distressed debt respondents (58.58ppreled to this question while 34 firms (41.5%) wid
provide a response.

% Seeinfra Appendix A, Question 9.

% Seeinfra Appendix A, Question 10. Sixty-three of the dissex$ debt respondents (76.8%) responded to
this question while 19 firms (23.2%) did not pravid response.
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C. Investment Strategies

The core of the survey focused on the investmeategfies of distressed debt
investors. Specifically, these questions relatevbhether the respondents use their
distressed debt holdings to attempt to influencardb@nd management decisions
and whether they invest in distressed debt todrgaguire a controlling ownership
interest in the issuing company.

1. Use of Distressed Debt to Influence

The first question in this part asked responde'htey often (on average) does
your firm use its position in a company's distrelsgebt to try to influence board or
management decisions at the company (such as iy covenant, default or
other rights associated with the debt instrumefit)@f the 82 distressed debt
respondents, 55 firms (67.1%) indicated whethenatr they use their distressed
debt holdings for this purpose. Nineteen firms.228) did not provide a response
to this question and the remaining eight firms ¥8)8provided inconsistent
responses to this question and a question assehsisgccess of their attempts. Of
the 55 firms responding to this question withouy anconsistencies, 36 firms
(65.5%) indicated that they engage in this pradickeast 1% of the time while the
remaining 19 firms (34.5%) indicated that they nearegage in this practic®.

Notably, of the 36 firms willing to use their distised debt holdings to try to
influence change at the company, 33 firms respondedquestion regarding their
estimated success rate. Eighteen of these firdh$%¥® indicated that, based on
past attempts, they are successful in bringing abbange at least 50% of the
time?® A breakdown of the distressed debt respondershats to influence, and
their success at influencing, board and managemecisions through distressed
debt investments is set forth in Table 3.

57 Seeinfra Appendix A, Question 11.

% One of the firms that indicated it uses its disse®l debt investments to try to influence board or
management decisions between 1-10% of the timéeatassified as an inactive distressed debt invest
See supranote 50 and accompanying text.

% see infraAppendix A, Question 13infra Table 7 (reporting cross-tabulations for 36 resigoms
indicating willingness to use their distressed dedtlings to try to influence change at company).
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Table 3: Attempts to Influence and Success Rate

qll How often does your firm use position in DD to influence board or management decisions at the com pany * q13 How

often is your firm successful influencing board or management decisions through DD investments Crossta bulation
Count
q13 How often is your firm successful influencing board or managemen
through DD investments
6 Do not use|
4 More investments
1 1-10%| 2 11-25%| 3 26-50%)| than 50% for such
of the time| of the time | of the time | of the time| 5 Never purposes. Total
qll How often does 1 1-10% of the time 3 1 2 2 0 0 8
your firm use position in - 2 11259 of the tim\ 0 0 4 3 0 0 7
an'aDr}gégﬂ:J:r:‘tC:eg‘i’;;i "3 26-50% of the tim 0 2 2 3 0 0 7
at the company 1+ ore than 50% of 1 0 0 10 0 0 1
5 Never 0 0 0 0 4 13 17
Total 4 3 8 18 4 13 50

This set of questions also asked respondents tifigi¢he types of board and
management decisions that they seek to influentke results of this question
suggest that respondents use their distressed idebstments first to try to
influence the company's operational strategiesaasédt holdings, and second to try
to change management personnel or influence theaoyrto file for bankruptcy:

2. Investing in Distressed Debt to Acquire Ownegrshi

With respect to ownership strategies, the surv&gasespondents, "How often
(on average) does your firm invest in a companiggabssed debt to try to acquire
the company or a controlling ownership positiontlie company?? Of the 82
distressed debt respondents, 64 firms (78.0%) geava response to this question
while 15 firms (18.3%) did not. Three firms (3.79%})ovided inconsistent
responses to this question and a question assehsisgccess of their attempts. Of
the 64 firms responding to this question withouy anconsistencies, 26 firms
(40.1%) indicated that they engage in this pradickeast 1% of the time while 38
firms (59.4%) indicated that they never engagéis practice’®

" Table 3 includes only 50 distressed debt respdadeecause five firms that responded to Question 11
did not respond to Question 13. One of the firmat thdicated it is successful in its attempts te iis
distressed debt investments to try to influencedboa management decisions between 11-25% of rife ti
can be classified as an inactive distressed debsiar.See supranote 50 and accompanying text.

" Seeinfra Appendix A, Question 12. Respondents were askedentify all strategies for trying to
influence change at a troubled company throughr tisitressed debt investments. Twenty-nine firms
indicated that they try to influence assets actjois and dispositions or operational decisionsfi@ds
indicated that they try to influence managemensgenel or the filing of a bankruptcy or adminisat
case; 22 firms indicated that they try to influermsard composition; 20 firms indicated that they tw
influence management compensation; one firm indet#tat they use all strategies; and 23 firms aidid
that they do not use any of the strategies.

2 Seeinfra Appendix A, Question 14.

3 One of the firms that indicated it uses its distesl debt investments to try to acquire a contilli
ownership interest in the company between 26-50%hetime can be classified as an inactive distekss
debt investorSee supraote 50 and accompanying text.



86 ABI LAW REVIEW [Vol. 16: 69

Similar to the predicted success rate for influrgaompany change discussed
above, approximately one-half of the distressedt defpondents indicating that
they attempt to acquire an ownership interest e@dbmpany also stated that they
are successful in these attempts at least 50%eotitie’* A breakdown of the
distressed debt respondents' attempts to acquidetheir success in acquiring, an
ownership interest in the company is set forthabl€ 4.

Table 4: Attempts to Acquire and Success Rate

ql4 How often does your firm invest in a company's DD to try to acquire the company or controlling
ownership * q15 How often is your firm successful in acquiring at least a controlling ownership posit ion
Crosstabulation

Count

q15 How often is your firm successful in acquiring at leas
controlling ownership position
6 Do not use
4 More investments
1 1-10% | 2 11-25%| than 50% for such
of the time| of the time | of the time| 5 Never purposes. Total
ql14 How often does 1 1-10% of the time 4 0 0 6 0 10
your firm invest in a 2 11-25% of the tim 0 1 3 0 0 4
acg:l]ﬁﬁe‘”t{‘z CDO%‘;;% tgr 3 26-50% of the tim 0 1 1 0 0 2
f ; 4 More than 50% of
controlling ownership the time 0 0 9 0 0 9
5 Never 0 0 0 8 27 35
Total 4 2 13 14 27 60

This set of questions also asked respondents tatifigetheir approach to
management and board personnel after an acquisiibie results of this question
suggest that respondents first prefer to work witisting management and second
to replace certain key members of management isetegcumstance$.Table 5
sets forth the respondents' answers to the questitmw often (on average) does
your firm seek to obtain control of the board afedtors of a company in which it
acquires an ownership interest through distresebtlidvestments?"

" SeeAppendix A, Question 15ee alsdnfra Table 8 (reporting cross-tabulations for 26 resjeons
indicating willingness to use their distressed deitlings to acquire ownership interest in company)

5 Table 4 includes only 60 distressed debt respdadeerause four firms that responded to Question 14
did not respond to Question 15. One of the firna thdicated it is successful in its attempts tquae a
controlling ownership interest in the company betwd1-25% of the time can be classified as aniireact
distressed debt invest@ee supranote 50 and accompanying text.

7 Seeinfra Appendix A, Question 17. Respondents were askédetttify all strategies used with respect
to management of a company acquired through désidedebt investments. Thirty-six firms indicatedtth
they seek to work with existing management; 30 siimdicated that they replace certain key membérs o
management; and 18 firms indicated that they eitbplace management in its entirety or take a haffds
approach to management.
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Table 5: Attempts to Acquire Control of Board of@&tors’

Frequency (Valid %) (Valid N = 63)
1-10% of the time 7 (11.1%)
11-25% of the time 6 (9.5%)
26-50% of the time 4 (6.3%)
More than 50% of the tim¢ 10 (15.9%)
Never 36 (57.1%)

D. Basic Demographics

The last set of questions asked about the resptsideasic demographic
information’® The majority of the respondents indicating theatamn of their firms,
56 firms (74.7%), are U.S.-based firms, with 9 8rfi2%) being located in the
United Kingdom and 10 firms (13.3%) being locatdsewhere? Likewise, the
largest percentage of the respondents (36.6%) tewvesmarily in U.S.-based
companies, with 2.8% investing only in U.K.-basednpanies and 31% investing
in both U.S.- and U.K.-based comparifiéslotably, 35 (44.9%) of the respondents
identified themselves as hedge funds, 33 (42.3%itifled themselves as private
equity firms, three (3.8%) identified themselvesvasature capitalists, one (1.3%)
identified itself as a bank and six (7.7%) ideetifia different characterizatiéh.

The survey also gathered information about themeséd value of the assets
managed by the respondents and the average yeadnue of the companies in
which the respondents inv&3iThe results of these questions are set forth bieTa
6.

" Seeinfra Appendix A, Question 18. Sixty-three of the dissex$ debt respondents (76.8%) responded to
this question while 19 firms (23.2%) did not pravid response.

8 Seeinfra Appendix A, Questions 23, 24, 25.

" Seventy-five of the distressed debt responderit¥9) responded to this question while seven firms
(8.5%) did not provide a response.

8 seventy-one of the distressed debt respondent§%éresponded to this question while 11 firms
(13.4%) did not provide a response.

81 Seventy-eight of the distressed debt respond@8td %) responded to this question while four firms
(4.9%) did not provide a response.

8 gSeeinfra Appendix A, Questions 21, 22. With respect to Qoesl, 71 of the distressed debt
respondents (86.6%) responded to this questionevitil firms (13.4%) did not provide a response. With
respect to Question 22, 54 of the distressed dedmondents (65.9%) responded to this question 2ile
firms (34.1%) did not provide a response.
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Frequency (Valid %)
for Estimated Value of

Frequency (Valid %)
for Average Yearly

Assets Managed by Revenue of Companies
Firm (Valid N = 71) in Which Firms Invest
(Valid N = 54)
Less than $50 million | 10 (14.1%) 9 (16.7%)

$50-499 million

22 (31%)

21 (38.9%)

$500-999 million

10 (14.1%)

15 (27.7%)

More than $1 billion

29 (40.8%)

9 (16.7%)

IV. ANALYSIS OF DATA

The data provide insight into the investment pcagiand strategies of some
distressed debt investors. | exercise cautioreimetplizing the data for the entire
sample because of potential response bias anddhlespecific nature of many
investment decisions. Nevertheless, reported uasiings involving distressed
debt investors and an industry study regarding store' expectations for the
distressed debt market in 2007 suggest that ttee atat meaningful and generally
representative of many distressed debt inve&tors.

Notably, only 82 of the 340 respondents (24%) iatid some experience with
distressed debt investing. This percentage sugdieat distressed debt investing
continues to be a specialized investment stratbgy is not pursued by most
institutional investor§! This percentage also is consistent with the axgsti

8 Seechapter 11 cases discussed in Parts V.B. and Waner,supranote 31, at Part Il (case studies of
Allied Holdings, Inc., Kmart Corporation, Schefekac plc and Jarvis plc restructuringsge alsoNorth
American Distressed Debt Market Outlook 20DEBTWIRE (Jan. 2007) (on file with author) [hereinafter
Distressed Debt Market OutlopKThe Distressed Debt Market Outlockurveyed 106 hedge funds and
proprietary trading desks via telephone interviawllovember 2008d. at 1. The interviews focused on the
respondents’ expectations for the distressed dabitanin 20071d. The Distressed Debt Market Outlook
survey overlaps with the survey discussed here griiynon the loan-to-own issue. For example, the
Distressed Debt Market Outlockirvey reports that approximately 5-10% of respatslinclude a loan-to-
own strategy in their core investment practices #rat approximately 35% of respondents pursue this
strategy on an exceptional badi. at 20. Moreover, 40% of the remaining responderdicated that they
do not "seek equity control via a 'loan to ownatggy," but "are interested in acquiring non-cdntro
positions via debt-for-equity swapsd. TheDistressed Debt Market Outloskirvey, however, does report a
higher percentage of respondents, approximately,52#ding directly to companiedd. at 10. This
difference may relate to the financial conditiortld company borrower. The survey discussed hereséul
on direct lending to "troubled companies," whert@sDistressed Debt Market Outlodurvey does not
qualify the question in this respect.

84 SeeHendersonsupranote 30, at 1568 & n.127 ("While the market foe tthebt and trade claims of
distressed firms is growing, it remains a small ponent of traditional debt and equity markets, &nd
inhabited largely by firms that specialize in ttyipe of investing.").
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literature that places the number of U.S.-basedredised debt investors at
approximately 170 firm&

A. Activist Investor Profiles

The data clearly show that some distressed debsiaxs are activist investors.
They are using their positions in a troubled conyfsadebt, rather than (or perhaps
in addition to) the company's equity, to try tolilence change at or to acquire the
company?® This finding in and of itself is not new or novéINevertheless, the
details concerning the practices and strategiesctovist investors included in the
data provide new information that furthers our ustinding of these investors and
our analysis of their impact on corporate restnics.

For example, the data provide information about Hpecific investment
strategies and target companies of distressed wmefatstors. This type of
information is not generally available for mosttoéssed debt investors because of
the proprietary nature of the information and inges desire to keep the
information confidentia!® The survey results offer some insight into theemft
closed practices of distressed debt investors.

The data are generally descriptive in nature, beir tutility is enhanced with
cross-tabulation$. Using cross-tabulations, two investor profiles evgenerated—
one of an investor that uses its distressed ddbinys to try to influence change at
a company and one of an investor that uses itseds#d debt holdings to try to
acquire the compariy.These profiles are not intended to predict fuinxestment

% SeeALTMAN & SWANSON, supra note 51, at 3 (listing some strategies used bgethk70 or so
institutional investors, including: traditional @age buy-and-hold and arbitrage plays, direct legdio
distressed companies, active-control elementsigioiiavesting, emerging equity purchases, and eggrity
plays while the firms are going through reorganaratn bankruptcy).

° Distressed debt investors may pursue investmemttegies in a company's debt and equity
simultaneously.See Donna Klinger, Here Be Dragons NACUBO Bus. OFFICER Apr. 2002, at 33
(explaining"distressed arbitrage" as investing thiavblves purchasing publicly traded bonds of bapkru
companies and selling their common stock short").

87 See, e.g.L'HABITANT, supranote 24 (discussing distressed debt investmentipes of hedge funds);
ROSENBERG supranote 26 (discussing early instances of distressdd idhvestor activism); Hotchkiss &
Mooradian,supranote 9 (providing empirical support for activientiencies of distressed debt investors);
see alsdGoldschmidsupranote 9, at 204 (detailing distressed debt invastalvement in chapter 11 cases
in 2001-2002).

8 SeeFrederick TungConfirmation and Claims Trading0 Nw. U. L. REv. 1684, 1738 & n.261 (1996)
(explaining "market for distressed securities imptetely private” and information regarding trartgats in
this market is "strictly confidential"); Charles Bigg, Can Private Equity Build a Public FaceN.Y.
TIMES, Dec. 24, 2006, at 1 ("'Secrecy gives you acaegsivate information. It lets you bid on companies
before the competition is aware they are for s8kcrecy is part of how this industry works.") (jog
Professor Henry T. Hugsee also supraotes 5-7.

89 see supranote 53 (discussing SPSS analytical tools).

% The investor profile set forth in Table 7 is basercross-tabulations of the responses to Quegtion
with those to Questions 1, 2, 3, 5, 7, 8, 9, 10,112 16, 21, 22, 23 provided by the 36 distreselot
respondents indicating that they use their distestebt holdings to try to influence board and rganzent
decisions at the company at least 1% of the tirhe. ifivestor profile set forth in Table 8 is basedcooss-
tabulations of the responses to Question 14 witkeho Questions 1, 2, 3, 5, 7, 8, 9, 10, 15, 1622, 23
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activity. Rather, the profiles provide a snapslietv of the characteristics of each
type of investor based on the survey responseseseliprofiles are set forth in

Tables 7 and 8.

Table 7: Profile of Investor Using Debt to Influefic

Response with Highest Response with| Valid N
Frequency (Valid %) Second Highest
Frequency (Valid
%)
Percentage off 1-10% of assets (37.1%) 11-25% of ass&s
Assets Invested (31.4%)
in 2006
Percentage off 1-10% of assets (37.1%) 11-25% of ass&sS
Assets Invested (22.9%)
in 2007
Anticipated Increase InvestmentNo Change 34
Investment in| (58.8%) (38.2%)
2008
Primary Exchange Debt for Sale Debt Before 34
Investment Equity (61.8%) Maturity or
Practice Redemption
(17.6%)
Investment 13-18 months (32.3%) 10-12 month31
Horizon for (22.6%)
Selling Debt
Investment 13-18 months (25.8%) 10-12 month31
Horizon for (16.1%)
Converting
Debt to Equity
Preferred Type | Senior Secured BankHigh-Yield Bonds| 32
of Debt Debt (31.3%) (25%)
Multiple Yes, 1-10% of the timeYes, 26-50% of 35
Tranche (34.3%) the time (31.4%)
Investments
Preferred Operational Strategy Management N/A
Decisions to| (72.2%); Personnel (58.3%
Influence Asset Bankruptcy Filing

provided by the 26 distressed debt respondentsdtidg that they invest in distressed debt todradquire
the company or a controlling ownership intereghimcompany at least 1% of the time.

1 Of these 36 firms, the average assets under mareagefor the firms indicating that they invested

between 1-10% of their assets in distressed debstments in 2006 and 2007 is between $2-5.2 iidlind
$3-7.3 billion, respectively.
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Acquisitions/Dispositions (58.3%)

(72.2%)
Success in More than 50% of the16-50% of the 33
Influencing time (54.5%) time (24.2%)
Coordinate Yes, 11-25% of the timeYes, 26-50% of 32
Efforts with | (28.1%) the time (21.9%)
Others
U.S. or U.K.|U.S. (52.8%) Both U.S. and36
Investments U.K. (36.1%)
Value of Assets More than $1 billion $100-249 million| 34
Managed by | (41.2%) (20.6%)
Firm
Annual $100-249 million| More than  $1] 29
Revenue of| (24.1%) billion (20.7%);
Target $500-749 million
Companies (20.7%)

Table 8: Profile of Investor Using Debt to Acquire

Response  with| Response with| Valid N
Highest Second Highest
Frequency (Valid | Frequency  (Valid
%) %)
Percentage off 1-10% of assets11-25% of assets25
Assets Invested in (36%) (24%)
2006
Percentage off 1-10% of assetsNone (16%) 25
Assets Invested in (48%)
2007
Anticipated Increase No Change (38.5%) 26
Investment in | Investment
2008 (53.8%)
Primary Exchange Debt for Sale Debt Before 25
Investment Equity (68%) Maturity or
Practice Redemption (20%)
Investment 13-18 monthg 3-6 months (19%); | 21
Horizon for | (23.8%) 10-12 months (19%)
Selling Debt

2 Of these 26 firms, the average assets under mareagefor the firms indicating that they invested
between 1-10% of their assets in distressed debstiments in 2006 and 2007 is between $2.7-6.0rbill
and $3-7.2 billion, respectively.
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Investment 13-18 monthg 25-36 monthg 23
Horizon for | (26.1%) (21.7%)
Converting Debt
to Equity
Preferred Type of | Senior Secured High-Yield  Bonds| 24
Debt Bank Debt| (20.8%);
(37.5%) Mezzanine Loans
(20.8%)
Multiple Tranche | Yes, 1-10% of the Yes, 26-50% of the 26
Investments time (34.6%) time (26.9%)
Success in More than 50% of Never (24%) 25
Acquiring the time (52%)
Company
Coordinate Yes, 11-25% of Yes, 26-50% of the 24
Efforts with | the time (29.2%) | time (25%)
Others
US. or UK. |U.S. (61.5%) Both U.S. and U.K.26
Investments (19.2%)
Value of Assets| More than $1 $250-499 million| 26
Managed by | billion (42.3%) (19.2%)
Firm
Annual Revenue| $100-249 million| $500-749 million| 22
of Target | (27.3%) (18.2%);
Companies $50-99 million
(18.2%)

These investor profiles indicate that activist idissed debt investors intend to
continue their investments in distressed debt aat or increased levels in 2008.
Consequently, the debate regarding the value dlitorecontrol in chapter 11 cases
is likely to continue. | discuss my general obations regarding the data and the
implications in the chapter 11 context below.

B. General Observations

| draw three key inferences from the data. Fitsg practices of activist
distressed debt investors may lead to potentiaflicts among creditors in the
chapter 11 context. Second, activist distresséd ideestors seek to exert control
over the company, placing the company's board aadagement in a difficult
position. Finally, the number of investors thatuadly seek to acquire a controlling
ownership interest in the debtor—either throughrtdestressed debt holdings or
direct loans—is relatively small. These investdrswever, possess the financial
resources to influence the restructuring market.
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1. Potential Conflicts Among Investors

Distressed debt investors with different investmstrategies but the same
investment target may lead to potential conflictsoag creditors. For example, 36
of the distressed debt respondents indicated tiet tise their distressed debt
holdings to influence board and management dedsiore., they are activist
investors’® These respondents further indicated a willingrtesase one or more
means to exert influence, including replacing membef the board and
management team. If, as is likely, more than orestor holds the distressed debt
of the same company, a conflict in approach maylpde either from being
successful and, in the process, may damage thearoyfip

Examples of possible conflicts among investorsudelone investor wanting to
sell the business to a third party and one investonting to acquire the company
through a debt for equity exchange. As the datavsi22 of the distressed debt
respondents pursue a sale of or payment on theasdetiteir primary investment
objective while 32 of the distressed debt respotsd@ursue a debt for equity
exchangé? Alternatively, two different investors holding tvaifferent tranches of
debt may want to implement a debt for equity exgeaimvolving only its tranche
of debt®® Both investors cannot win.

The restructurings of American Remanufacturers, dmel FiberMark, Inc. are
two examples of this type of conflict among invesfd In American
Remanufacturers, the debtor's senior secured leadelr two of its junior
debtholders disagreed on the appropriate restiogtyrath for the debtor. The
senior secured lender wanted to extend post-petftitancing to the debtor and

% See supréart IV.C.

% SeeGoldschmid,supra note 9, at 204 (identifying 24 chapter 11 casesndu2001-2002 involving
distressed debt investors, with 20 of these casedving more than one distressed debt investor).

% See supr#art IV.B.

% This type of conflict between distressed debt sitwes developed in the restructuring of Vantico u@ro
S.A., a European-based global epoxy resin proddter.distressed debt investors held different trasof
Vantico's debt and each favored a restructuring pieat would convert its tranche of debt into eguit
leaving the other tranche of debt in plaGze Goldschmid,supra note 9, at 262 (describing Vantico
conflict).

" The Adelphia Communications Corp. consolidatechtdrall case is another good example of this type
of conflict. Adelphia and its subsidiaries filed fchapter 11 protection in 2002. The Adelphia debfided
four different plans of reorganization, with thé&urth amended plan, filed in November 2005, pramps
sale of substantially all of their assets to Timar#ér NY Cable LLC.SeeDebtors' Mot. Pursuant to
Sections 105, 363, 365 and 1146(c) of the Banky@imde, at 4-13n re Adelphia Commc'ns Corp., No.
02-41729(REG), slip op. (Bankr. S.D.N.Y. May 26, @pMisputes among the debtors' various creditdr an
equity holder groups, however, prevented the delftom pursuing any of these plaiSee id. see alsdn
re Adelphia Commc'ns Corp., 359 B.R. 54, 58-59 (BaixkD.N.Y. 2006) (detailing certain aspects of
intercreditor disputes). The intercreditor disputietayed the debtors' chapter 11 cases for overyears
and delayed the sale of the debtors' assets to Wereer for almost one year. The debtors ultimaselyght
and received bankruptcy court approval of the safgarate and apart from a plan of reorganizaticluire
2006. Seeln re Adelphia Commc'ns Corp., No. 02-41729, slip op.nBaS.D.N.Y. June 28, 2006). The
bankruptcy court confirmed the debtors' fifth ptafrreorganization on January 5, 20&&e In reAdelphia
Commc'ns Corp., No. 02-41729, slip op. (Bankr. 8.¥. Jan 5, 2007).
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then credit bid this position in a quick sale of tdebto® The two junior
debtholders wanted to serve as the debtor's ptitibpelenders and pursue a
standalone restructuring plan for the deBtdarhe delay and expense created by the
creditor dispute forced the debtor into a chaptéguidation®

Likewise, in FiberMark, a dispute over post-confition control of the debtor
developed among three distressed debt investorsirdapd to the creditors'
committee. According to the examiner's reportdfile the case, this intercreditor
dispute delayed the debtor's plan confirmation mauiliced the value available to
pay unsecured creditors by $60 millidh.The parties ultimately settled their
dispute. Under the settlement, two of the inveswwold their debt to the third
investor, thereby ceding control of the reorganidebitor to the third investot

In addition, the activist investor profiles settfoabove report investor practices
that may lead to conflicts of interest for the iidual investor. For example, the
profiles suggest that these investors are diversifinvesting only a percentage of
their assets under management in distressed" ek, the extent these investors
are investing in equity positions that include #guity of their distressed debt
issuers, a potential conflict of interest existattimay impact how they try to
influence management decisid’$The majority of these investors also frequently
invest in more than one tranche of the companylst.ffe Again, this muilti-
investment approach may lead to potential confiidtgnterest. The investor may
choose to influence or acquire the company in anmathat benefits one tranche of
the company's debt, to the potential detrimenttbéis. Although the investor does

% SeeMot. for an Order Pursuant to Sections 361, 36336t of the Bankruptcy Code (1) Authorizing
the Debtors to Obtain Postpetition Financing, (2ithrizing the Use of Cash Collateral, (3) Authimig
Repayment of Certain Prepetition Secured Debt, Gfnting Liens and Superpriority Administrative
Expense Status, (5) Providing Adequate Protectiuh(6) Scheduling and Approving the Form and Method
of Notice of Final Hr'gJn re Am. Remfr.s, Inc., No. 05-20022(PJW), slip op7aBankr. D. Del. Nov. 7,
2007).

% SeeObjection of DDJ Capital Management, LLC and Arpportunity Master Fund Ltd. to the
Debtors' Mot. for an Order Pursuant to Sections 3638, and 364 of the Bankruptcy Code (1) Authorizing
the Debtors to Obtain Postpetition Financing, (2ithrizing the Use of Cash Collateral, (3) Authiomig
Repayment of Certain Prepetition Secured Debt, Gfnting Liens and Superpriority Administrative
Expense Status, (5) Providing Adequate Protectiuh(6) Scheduling and Approving the Form and Method
of Notice of Final Hr'gjn re Am. Remfr.s, Inc., No. 05-20022(PJW), slip op.1iBa D. Del. Nov. 9, 2007).

190 seeln re Am. Remfr.s, Inc., No. 05-20022(PJW), slip op. fBa D. Del. Nov. 17, 2007) (converting
chapter 11 cases to chapter 7 cases);alsdavid Peress & Thomas C. Prinzhoigntraditional Lenders
and the Impact of Loan-to-Own Strategies on thdrRetsiring Process25 Av. BANKR. INST. J 48, 57-58
(Apr. 2006) ("After four days of confusing disputedbout definitions of third parties, priming and
subordination, the company lawyers informed thertcthat the company had run out of cash and coegert
to a chapter 7 petition.").

101 SeeReport of Harvey R. Miller, as Examindn re FiberMark, Inc., No. 04-10463, slip op. at 12
(Bankr. D. Vt. Aug. 16, 2005).

192 5eeDisclosure Statement with Respect to Am. JoinhRfReorg. Under Chapter 1ih, re FiberMark,
Inc., No. 04-10463, slip op. at 53-56 (Bankr. D. Nov. 1, 2005).

103 5ee suprdPart V.A.

104 See supranote 86 (discussing investment practice of disedsrbitrage).

195 5ee suprdPart V.A.
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not owe any duty to other holders of the compadglst, these potential conflicts
must be factored into any discussion of creditartia in chapter 11 casé¥.

2. Pursuit of Control

The data show that distressed debt investors dliagmMio exert control over a
debtor to achieve their investment objectives. sTdantrol may be directed at one
or more management and board decisions or the reareag and board members
themselves. Twenty-four of the distressed delgaedents indicated a willingness
to replace members of the management t€afwenty-two of the distressed debt
respondents indicated a willingness to replace neesnbf the board’® Moreover,
33 of the distressed debt respondents estimatethlest are successful in their
efforts to influence change at the company at l&#sbf the time®®

The expressed willingness of certain of the diskdsdebt respondents to use
their debt for control purposes reflects growingditor control in chapter 11 cases.
Examples of creditor control in chapter 11 casedude the cases of Allied
Holdings, Inc., Bally's Total Fitness, Inc., GraniBroadcasting, Inc., Kmart
Corporation, Radnor Holding Corp. and Werner *€on each of these cases,
distressed debt investors used their contractudlstatutory rights to influence the
direction of the debtor's chapter 11 case. Inehoé these cases—Granite
Broadcasting, Radnor and Werner—the investor aasethe debtor's post-petition
lender and used its debt position to acquire thxoder its assetS?

1% Creditors generally do not owe fiduciary dutietber creditors. Nevertheless, they may be sulbject
liability for wrongful or overreaching conduct unmdether theories such as lender liability, equitabl
subordination and recharacterizati@ee, e.g.Douglas Baird & Robert Rasmussddebt as a Lever of
Corporate Control: The Prime Directiyd5 U.CIN. L. REV. 921, 939-40 (2007). In addition, controlling
creditors have faced, but defeated, claims unddeepening insolvency theorfee, e.g.ln re Radnor
Holdings Corp., 353 B.R. 820 (Bankr. D. Del. 200@gjecting deepening insolvency claim against
distressed debt investor).

07 5ee suprdPart IV.C.1.

108 Id

109 |d

110 5ee, e.g.Radnor Holdings 353 B.R. at 829-30 (citing tBadnor case); Disclosure Statement with
Respect to Joint Prepackaged Chapter 11 Plan aofjReiaation of Bally Total Fitness Holding Corp.|&
Affiliated Debtors,In re Bally Total Fitness of Greater N.Y., Inc., No. 02395-brl, slip op. at 20-49
(Bankr. S.D.N.Y. June 27, 2007) (describiBglly case); John. R. EmshwilleControversy, by the
Truckload WALL ST. J., May 2, 2007, at A4 (describirdlied case); Ben FidlerJudge to Rule on Granite
Plan, DAILY DEAL, May 2, 2007 (describing Granite Broadcasting cagéhael Roknick,Werner Sale a
Done Deal; Jobs Safe Under Terms of S&IERALD, June 11, 2007 (citing td&/ernercase);Kmart Exits
Chapter 11, Names New Chairma®Hi. TRIB., May 7, 2003, at 5 (citing timart case);see alsdStephen
M. Brecher, et al.;Alternative" Investment Managers and Bankruptckie Brave New World of Chapter
11, J. PRIVATE EQuUITY, Mar. 22, 2007, at 47(5) (listing other examplesdidtressed debt investors'
involvement in chapter 11 cases, including Ormatp@mation, Foamex Corporation and Crescent Jewelers

11 See supranote 110 and accompany tesee alsoGoldschmid,supranote 9, at 252-54 (listing 22
chapter 11 cases in which distressed debt inveptorsded at least partial debtor in possessioarfiing
and indicating whether this financing was conveiitgd long-term investments or ownership interests
company); David A. Skeel, JrThe Past, Present and Future of Debtor-in-Possessimancing 25
CARDOZOL. REV. 1905, 1929-32 (2004) (discussing potential abimskgn-to-own transactions).
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An activist investor creates potential issues far tlebtor's management and
board. In theory, in each of the foregoing chaftkrcases, the course of action
proposed by the distressed debt investor was inbést interest of the debtor's
estate. Otherwise, the debtor's management andl lama the bankruptcy court
would not have approved the propo%al.In reality, however, the debtor's
management and board may have been backed intmer cahe investor might be
the debtor's only or best financing source or tivestor might have teamed up with
other stakeholders. The bankruptcy court, in taright be presented a consensual
deal and have no cause to look for alternatiVes.

For example, in Allied Holdings, the distressed tdelvestor, which held a
majority of the debtor's outstanding debt, struckleal with the debtor's labor
union™* The investor and the labor union then presentegbimt plan of
reorganization to the debtor. Although the debtaranagement team and board
requested and received an extension of time frenbémkruptcy court to review the
proposed plan, query whether they really had ahgraneaningful choicE?

12 gee, e.gln re Cenargo Int'l, PLC, 294 B.R. 571, 599 n.32 (S.[¥.N2003) ("There is no question that
a debtor in possession is a fiduciary, like a okt trustee, for the estate, creditors and sbitets.")
(citations omitted); Rutheford B. Campbell, Jr. aDidristopher W. FrostManagers' Fiduciary Duties in
Financially Distressed Corporations: Chaos in Detaw (and Elsewhere)32 J.CORP. L. 491, 493 & nn.
85-87 (2007) ("[W]hen the company enters bankruptny is operating under Chapter 11, the casesdnold
suggest that the obligation [of the debtor's mameag#] is to maximize the total interests of creditand
shareholders as a whole.8ge alsall U.S.C. § 1129(a)(3) (2006) (requiring debtargfan proponent) to
propose plan in good faith); Richmond Leasing CoCapital Bank, 762 F.2d 1303, 1312 (5th Cir. 1985)
("Even for a sale odll the debtor's assets, a considerably more raditiahethat the modification of a lease,
those courts that have permitted such a sale ugd&83(b) read the section as requiring only that th
bankruptcy court consider whether there is an eemeryg whether other buyers have been solicited, and
whether the sale is in the best interests of ttae%) (emphasis in original).

13 The debtor (or other party in interest) must abtsankruptcy court approval to sell the debtorsetss
under section 363(b) of the Bankruptcy Code ordoficm a plan of reorganization under section 1929
the Bankruptcy Code. The bankruptcy court thus thasability to assess the proposed transaction and
determine whether it satisfies the requirementghef Bankruptcy Code and applicable case law. The
bankruptcy court's determination, however, typicalbased on the information provided by the debta
other parties in interest, which may not providecanplete picture of the proposed transaction and
surrounding circumstanceSeeHarvey R. Miller & Shai Y. Waismaroes Chapter 11 Reorganization
Remain a Viable Option for Distressed Businessethfo Twenty-First Century?78AmM. BANKR. L.J. 153,

189 (2004) ("Once the [consensual] plan is presintBe bankruptcy court is without means to
independently assess the plan's feasibility andrcomee the weight of the combined creditors and
submerged debtors appearing before it urging awmafion."); Frost,supra note 20, at 114 ("[T]he
bankruptcy judge can only act on information amah$actions that are presented to her.").

114 Disclosure Statement for Second Amended Joint BfaReorganization of Allied Holdings, Inc. &
Affiliated Debtors Proposed by the Debtors, Yucai@athe Teamsters Nat'l| Auto. Transp. Indus.
Negotiating Comm. at 14-15, 34-3B,re Allied Holdings, Inc., No. 05-12515, slip op. (Bank.D. Ga.
Mar. 2, 2007) (discussing Allied Disclosure Statethen

15 Allied Management Asks for More Time to Review ipac®lan TEAMSTER NEws (Int'l Bhd. of
Teamsters), Feb. 14, 200ayailable at http://www.teamster.org/07news/hn_070214 1.aspui(tiy a
hearing today in U.S. Bankruptcy Court, Allied Hiolgs' management requested more time for its bimard
review a reorganization plan filed by the YucaipasCthat would protect Teamster members' pensions,
health and welfare benefits and preserve the wooitract.").
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In a separate article, | posit that this shift awer from a debtor's management

to its creditors is creating a more managementrakuéstructuring process
Management no longer is leading the corporateuetstring process; rather, it is
assuming a secondary role in which it largely resisoand often accommodates
creditors' demands. This shift in power may elmbénagency costs by placing
management decisions in the hands of the truedirasbwners" of the company/.
It may further impair the rights of junior credisoand shareholders, however, which
may still hold an interest in the company. If mgement's duties are owed to a
constituent other than the controlling creditor neagement may be unable to satisfy
its fiduciary duties in a management-neutral restming process$'®

3. Distressed Debt Investors and Loaning to Own

For purposes of analyzing the data, | consider bo#ct lending to a troubled
company and the purchasing of the company's deletpotential loan-to-own
scenarios, if the investor lends or buys the debit e intention of pursuing an
ownership interest in the company. According ® dlata, 26 of the distressed debt
respondents invest in distressed debt for thisgaepand 21 loan money directly to
the company with a view towards acquiring an ownigrstake:'® Fourteen of the
distressed debt respondents engage in both acguisitategies.

More investors appear to use their distressed idgbstments for influence at
the company rather than for acquisition purpdée$hese data, however, do not
lessen the importance of the loan-to-own investragategy**

Of those distressed debt respondents that indi¢agedhey invest in distressed
debt or extend loans in order to acquire a comigplbwnership interest in the

116 SeeHarner,supranote 31, at Part IV.C (discussing development ahagement-neutral restructuring
process). Management neutrality and creditor cobrdare, in most cases, synonymous. | use the term
management neutrality, however, to focus on managésnloss of control and the resulting consequence
for the company and its stakeholders.

17 See id. see alsdDouglas G. Baird & Thomas H. Jacks@argaining After the Fall and the Contours
of the Absolute Priority Rujéb5 U.CHI. L. REv. 738, 775 (1988) ("[T]he law of corporate reorgations
should focus on identifying the residual owner,ifing agency problems in representing the residuaier,
and making sure that the residual owner has coatred the negotiations that the firm must make &hiis
restructuring."); Lynn M. LoPuckiThe Myth of the Residual Owner: An Empirical Sti88/WasH. U. L.Q.
1341, 1343-47 (2004) (discussing concept of resiolwaer in bankruptcy and difficulty in identifyingue
residual owner).

18 Harner,supranote 31, at Part IV.C.4 (discussing potential botsf for management in trying to fulfill
fiduciary duties in management-neutral restructuprocess).

119 see supraPart IV.C. Some distressed debt investors ackrayelethis investment strateg$eelim
Parker,May 24 Vote Set on Plan by Polym&HeE POST AND COURIER, Apr. 18, 2002 (noting that CSFB
Global was selected to manage $500 million for @amada Pension Plan Investment Board and that "the
board said CSFB Global 'will invest in distressedwsities, usually debt, with the ultimate goakeofuiring
control of companies requiring reorganization™).

1205ee suprdart IV.C.

121 As discussed above, actual case reports evideisteessed debt investors pursuing loan-to-own
strategiesSee supranote 110 (naming instances where creditors gagmedrol in bankrupt chapter 11
corporations by investing in them).
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company, 11 report assets under management in exoés$l billion'?
Consequently, these investors have the resourcesirsme multiple transactions
and acquire portfolio companies through loan-to-@ivategies?®

C. Implications in Chapter 11

The data suggest good and bad news for finandialybled companies. The
good news is that some investors, including someesiors with significant
resources, are willing to invest in the distresdellt market. An active distressed
debt market can lead to a lower cost of capitapfuentially troubled companié¥'
For example, the existence of a readily availakiestrategy may make institutions
more willing to lend to potentially troubled compesi Competition in the
distressed lending market may reduce the costnaintiing, including debtor in
possession financing® It also introduces an additional source of finagcfor
troubled companies, i.e., hedge funds, privatetgedinims and other nontraditional
lenders.

The bad news, however, is that this capital ofmmes at a price: the company
loses control of the restructuring process. Airvattdistressed debt investor may
not physically replace the management team, Hikelty will replace management
as the company's decision-maker on key restrugtussues This shift in control
changes the dynamics in a chapter 11 case and m&ytavthe disadvantage of the
company and its junior creditors and sharehold&rse potential impact of this shift
in control on the chapter 11 process is discusstmib

1. Intercreditor Disputes
As discussed above, the data suggest that bothneki@nd internal conflicts

may arise from the investment strategies of adtidistressed debt investors.
External conflicts include disputes among creditoegarding the appropriate

12 5ee suprdart IV.D. (asking questions about respondentitiiemographic information).

123 seeGoldschmid,supranote 9, at 202-03 (noting two well-known distressiebt investors, Oaktree
Capital Management and Cerberus Capital Manageroentrol approximately $25 billion and $10 billion
in assets, respectively).

124|1n general, the cost of debt and equity finandimgeases as a company becomes financially troubled
See, e.g.Israel Shaked & Allen Michelalue & Cents: Valuing the Financially Distressenink, 18 Am.
BANKR. INST. J. 34 (Apr. 1999) (discussing costs of capitaldmtressed companies). An active distressed
debt market does not eliminate this increase i, tng it can mitigate the increase by, among othigigs,
providing financing alternatives.

125 5ee, e.g.Kim Moore, EaglePicher DIP to Be Reworke@REDIT INv. NEwS, Nov. 23, 2005, at 1(2)
(explaining that "[c]Jompetitive pricing helped Goldn Sachs snap up EaglePicher's exit financingen t
first place" and quoting EaglePicher's CFO as sgyiih is a competitive landscape . . . . We gotfar best
pricing").

126 See suprdPart IV.C. (referring to survey discussed heré tumcentrates on the investment strategies
of distressed debt investors, and whether theythesie distressed debt holdings try to "influencatsband
management decisions and whether they invest tredied debt to try to acquire a controlling owhigrs
interest in the issuing company").
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restructuring plan for the debtor. Internal cartfliinclude an investor's decision to
pursue a restructuring plan that benefits onesoiivestments in the debtor to the
detriment of investments in other tranches of thlator's debt and equity’

Creditor conflict can exist in a debtor-controllegstructuring process as well;
however, in a creditor-controlled process, the iling creditor likely is a party to
the dispute and the party influencing the debtarsl perhaps the creditors'
committee's view of the disput&.For these types of reasons, creditor disputes in a
creditor-controlled process may be more intenseraoce costly because, among
other things, the non-controlling creditor likelyust fight harder to be heard. In
fact, the non-controlling creditor may need to é&seathe dispute to formal filings
with the bankruptcy court because the court mayhieeonly available unbiased
party to mitigate the disputé’

2. Role of the Committee

Often, a controlling creditor obtains a seat on #tatutory committee of
unsecured creditors. In theory, members of thalimes' committee act as
fiduciaries for all unsecured creditdfS.In practice, members of the creditors'
committee may act as fiduciaries, but they alsoaiobtvaluable information
regarding the debtor and its restructuring proeess a useful platform to further
their own investment agend&8.

In most chapter 11 cases, the United States tragtgeints five to nine of the
debtor's largest unsecured creditors to the cretlitommittee® To be considered
for a committee appointment, a creditor completes'Caeditors Committee
Acceptance Form," which asks the creditor to idgntie nature and amount of its

127 5ee suprdeart V.B.1. (discussing potential conflicts thatynarise among investors).

128 5ee infraPart V.C.2 (discussing interplay between statutomrpmittees and distressed debt investors).

129 yse the term "unbiased" here to mean a partyishaot influenced by or pursuing the same coofse
action as the controlling creditor.

130 see, e.glIn re Fas Mart Convenience Stores, 265 B.R. 427, 438KB4&.D. Va. 2001) ("Members of
the committee also have another duty—a fiduciarty da all creditors represented by the committee.")
(citations omitted)in re Firstplus Fin., 254 B.R. 888, 894 (Bankr. N.D. T2000) ("In a Chapter 11 case,
an Unsecured Creditors' Committee is appointedhiey @ffice of the United States Trustee and owes a
fiduciary duty to act on behalf of all unsecuredditors.").

131 5ee, e.g.Carl A. Eklund & Lynn W. Robertghe Problem With Creditors' Committees in Chapter 1
How to Manage the Inherent Conflicts Without LosEunction 5 AM. BANKR. INST. L. ReEv. 129, 129-30
(1997) (noting creditor's "acceptance of an acpegticipatory role in a bankruptcy proceeding tlyiou
service on a committee is most likely motivated dach committee member's interest in obtaining the
maximum possible return on its claim").

132 11 U.S.C. § 1102(a)(1) (2006) (providing "the WditStates trustee shall appoint a committee of
creditors holding unsecured claims and may appaditional committees of creditors or of equityséy
holders"); 11 U.S.C. § 1102(b)(1) (2006) (providiageditors' committee "shall ordinarily consist toe
persons, willing to serve, that hold the sevendatglaims against the debtor of the kinds repteseon
such committee"). For a general discussion of theétion of a creditors' committesgeGreg M. Zipes &
Lisa L. LambertCreditors' Committee Formation Dynamics: Issuethimm Real World77 Avi. BANKR. L.J.

229 (2003) (listing some United States trustee idenations in forming creditors’ committees: side o
interest creditor has, fiduciary duty entailed By on committee, and diversifying types of creditsuch
as contingent, disputed, and partially securedndaireditors).
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claim against the debtor and whether the creditoepresented by counsel, part of
anad hoccommittee or an officer or director (or relatecatoofficer or director) of
the debtor®® The form generally does not ask the creditor alitsubther claims
against the debtor or its intentions with respedht debtor. These types of issues,
if known, can be raised with the United Statesté®sor the bankruptcy court
Nevertheless, in many cases, these issues are mithlenown or not raised.

An appointment to the creditors' committee can eobathe controlling
creditor's involvement in the debtor's restructyfiii The creditor can recommend
and vote on professionals to serve as the comrsitteensel and financial advisors.
It typically receives non-public information regarg the debtor and its
restructuring process. It also has an opportunigevelop a relationship with other
members of the committee through committee meetiagd deliberations.
Consequently, even if a controlling creditor latethdraws from the committee or
abstains from certain votes, serving on the conemigrovides the creditor with an
opportunity to further its investment agenda.

Consider the distressed debt investor that holdsd#btor's unsecured bonds
and obtains a seat on the creditors' committeehidfinvestor desires to pursue a
debt-for-equity exchange, it can try to enlist tugport of the committee and the
committee's counsel. The investor's negotiatingitiom with the debtor is
substantially increased if the investor has theettpof the committee. The debtor
no longer can negotiate with the threat of a cotemiveto.

Not every distressed debt investor appointed toctieglitors' committee will
abuse its position or endorse a restructuring eotirat maximizes only its return.
Nevertheless, the potential for abuse exists arst teiconsideretf® The presence
of a distressed debt investor on the creditors'moittee may further eliminate the
number of unbiased parties involved in the restmireg and may lead to additional
creditor disputes.

133 The questions typically included on the Credit@smmittee Acceptance Form are reproduced at
Appendix C. Examples of the form are available @p:Hwww.usdoj.gov/ust/ (forms available on some
divisions' pages.g, www.usdoj.gov/ust/r02/manhattan/fags.htm).

134 See, e.g.Burke GappmayeRrotecting the Insolvent: How a Creditor's Comngt@an Prevent Its
Constituents from Misusing a Debtor's Nonpublioinfation and Preserve Chapter 11 Reorganizations
2006 UrAH L. Rev. 439, 445-46 (2006) (explaining "courts have cstesitly refused to allow creditors to
serve on the committee if they have a conflictreéiiest that would give rise to a breach of theindiary
duties") (citing applicable case law).

1% SeeZipes & Lambertsupranote 132, at 231 ("Congress . . . allowed comestt® 'consult with the
trustee or debtor concerning the administratiorthef case, to evaluate the debtor's financial dgaland
current financial condition so the committee caaleate . . . viability and . . . prospects for amlto
negotiate plan terms, and . . . seek appointment ofrustee or examiner.") (citations omitteshe alsall
U.S.C. § 1103(c) (2006) (describing powers andegutif creditors' committee).

1% The FiberMark case discusseslipraPart V.B.1 is just one example of questionablelitoe conduct
leading to conflict among creditors' committee'smbers. Supra notes 101-02 and accompanying text
(highlighting $60 million reduction in value avdile to unsecured creditors resulting from powenggite
between three distressed debt investossg Michael P. Richman & Jonathan E. Aberm#&@reditors'
Committees Under the Microscope: Recent DevelommElighlight Hazards of Self-Dealing26 Aw.
BANKR. INST. J. 22passim(Sept. 2007) (discussing apparent self-dealingrbgitors' committee members
in chapter 11 cases of FiberMark, Galey & Lord, safldCom).
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3. Management Turnover

Based on the data and actual case reports, thévémrent of distressed debt
investors in the chapter 11 process may increaseagesnent turnover, either
before or in connection with the chapter 11 ¢d5€he data suggest that distressed
debt investors are flexible in their approach tonagement. In some situations,
they are willing to work with existing managememtdain others they work to
replace at least key members of the management't8aknreasonable inference
from the data is that investors keep managers wkeowdlling to pursue the
investors' objectives and replace managers whodare

Management turnover, in and of itself, is not needély a bad thing.
Management may be ineffective or even malfeasRefplacing management under
these types of circumstances may benefit all ofittgtor's stakeholders. Replacing
management simply because it does not agree withnwestor's vision for the
company, however, may or may not benefit all paffieThe implications of the
latter scenario depend on the facts of the padiazthapter 11 restructuring.

4. Impact on Junior Creditors and Shareholders

Junior creditors and shareholders typically rec@inly cents on the dollar, or
perhaps nothing, in a chapter 11 case. This résaltbyproduct of most debtors'
poor financial condition and the absolute prionitfe. The absolute priority rule
requires that, unless otherwise agreed by the ®ldkethe claim, each class of
claims must be paid in full before any junior cladsclaims or equity interests
receives any distributiotf’

The presence of an activist distressed debt inv@stine chapter 11 case may,
if possible, worsen the plight of junior creditoasd shareholders. An activist
investor maximizes either its return on the debtt®rownership interest in the
reorganized company by reducing or even eliminatthgfributions to junior

137 see suprdart IV.C.2 (discussing use of influence by dissel debt investors to replace key members
of managementkee alstHendersonsupranote 30, at 1595-96 (concluding, based on an ecapstudy of
firms during 1992-2003, 60% of CEOs were replaceddne of insolvency, with 70% being replaced by
firm outsiders).

1% See supranote 76 and accompanying text (discussing suresylis regarding investors' approaches to
entrenched management).

139 SeeHarner,supranote 31, at Part IV.B.1 (discussing examples ohag@ment turnover relating to
disagreements between executive and distressedimetstor and simple preference of distressed debt
investors).

140 SeeDoUGLAS G. BAIRD, THE ELEMENTS OFBANKRUPTCY 81-86 (4th ed. 2006) (explaining absolute
priority rule); see als@Jason Brege, Noté&n Efficiency Model of Section 363(b) Sa@2 VA. L. REV. 1639,
1655 (2006) ("In the vast majority of reorganizatpthe senior secured creditors will receive $icpmt
payment while most junior unsecured creditors retleive only a small return on each dollar theycaved.
Finally, equity holders will probably end up witho rrecovery or ownership stake in the reorganized
company.").
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creditors and shareholdéf$.Every cent or share not distributed to these junio
classes benefits the activist investor.

In a debtor-controlled restructuring, the debtgidglly does not have a bias
towards senior creditors. In fact, if a bias exist often runs in favor of
shareholder&’? A shareholder bias can either help or hurt creslitdt can force a
debtor to identify a restructuring plan that maxes returns to all senior claim
classes in order to allow a distribution to shatééis. Alternatively, it can cause
the debtor to delay the case in pursuit of a plat ts not feasible. Unlike the
controlling-creditor scenario, however, the debvrely has incentive to minimize
distributions to junior creditors and shareholders.

5. Restructuring Timeline

Time is money, and an activist distressed debtsitorevants to maximize the
return on its investment in the debtdt.For this reason, activist investors
frequently prefer prepackaged or pre-arranged ehdt cases or quicker free-fall
chapter 11 cases. Quicker restructurings alscemstiit the typical investment
horizon of 10-18 months of most activist investdts.

Quicker restructurings are not necessarily badlédtors. Again, it depends on
the particular circumstances of the debtor's resiring. For example, a stand-
alone restructuring that is negotiated before thapter 11 filing, or the quick
going-concern sale that preserves value by praggrttie debtor's customers,
personnel and goodwill, may be in the best interesthe debtot?> Nevertheless,
these same restructuring options may work to thetods and its stakeholders'

141 SeeDuhigg, supra note 88, at 1 ("Distressed-debt investors get psidshouldering aside other
stakeholders and gambling that faltering compac#&sbe rehabilitated."see alsoNVestbrook,supranote
22, at 843-44 (discussing "incentive problem" ieinérin actions taken by secured creditors whereiloh s
creditors may "want to liquidate a debtor quickbyrhaximize the value of their security interestgreif
delayed liquidation or reorganization might be lie best interests of other stakeholdeBYt see Private
Debt, supranote 1, at 1245-48 (suggesting secured creditrsot necessarily have a liquidation bias and
"can promote their own economic well-being by magzing the value of the business").

142 SeeFrost, supra note 20, at 122 (“The continued participation afnagers in the running of the
corporation creates a bias in favor of reorgaroratShareholders and managers of insolvent companie
have every reason to desire an attempt at reor@omzregardless of the efficiency of such an apteth

143 See, e.g.Private Debt,supra note 1, at 1245 (explaining "[p]rivate lenders amet charitable
institutions. They will act to maximize their raté return when they engineer the appointment oRO@r
otherwise exercise their influence'yee alsoStanfield Capital Partners Names Robert Paine asidse
Portfolio Manager BUSINESSWIRE, Apr. 8, 2002 (explaining investment goal of Steldf Capital LLC as
follows: "In each of its investment areas, fromdeged loans, high yield bonds, and mezzanine tebt
investment grade delind investments in the distresseéna, Stanfield seeks out inefficient credit mesrke
with the goalof achieving attractive returns while avoiding uadisk").

144 See suprdPart IV.B (discussing survey results showing invesit horizon as key aspect of distressed
debt investor's investment practices, with 10-18th®as most common investment horizon).

145 See generallyConrad B. DubersteiQut-of-Court Workoutsl AM. BANKR. INST. L. REv. 347, 365
(1993) ("'Since the prepackaged plan is negotibefdrethe Chapter 11 case starts, it can take advaofage
all the benefits available under the Code withbetdetriments of a prolonged and expensive prongedi.

") (quoting Marc S. Kirschner et aPrepackaged Bankruptcy Plans: The Deleveraging Bddhe '90s in
the Wake of OID and Tax Concer24 STONHALL L. REV. 643, 663 (1991)) (emphasis in original).
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detriment if the terms of the restructuring are wetl researched, based on overly-
optimistic and rushed forecasts or not properlyaceor marketed'®

D. An Appropriate Role for Distressed Debt Investor

Distressed debt investors do have financial ressusnd, in some instances,
operational expertise that may benefit a debtoestructuring efforts?’
Consequently, | am hesitant to conclude that theylsl have no role in chapter 11
cases. The investment strategies of distressedmadstors, and activist investors
in particular, however, can impact negatively atdeg viability and the ultimate
return to the debtor's creditors and sharehoff&réccordingly, defining an
appropriate role for distressed debt investorhéndhapter 11 process is a delicate
balance.

The incentives and goals of distressed debt investee a good starting point
for analyzing an appropriate role for these invessio chapter 11. Distressed debt
investors want to maximize the return on their Btwgent in the debtdf? They
have their own investors (typically, limited pantsieto whom they owe fiduciary
and contractual duties—duties that translate iettirgg the greatest return possible
on the distressed debt investm&ftThe compensation of most managers of

146 SeeLynn M. LoPucki & Joseph W. DohertyWhy Are Delaware and New York Bankruptcy
Reorganizations Failing?55 VAND. L. ReEv. 1933, 1972-73 (2002) (concluding based on engdidata,
"prepackaged reorganizations are more prone toréathan nonprepackaged", but suggesting failureis
related to speed of proceedings); Allen Michel etGthapter 22s: Lessons of Two-Time Bankruptcies
FINANCIER, 10, 10 (Summer/Autumn 1999) (suggesting speed caayribute to chapter 11 failures and
noting "[s]ince firms emerging from Chapter 11 duyctypically were prepackaged bankruptcies, the
sizeable number of two-time filers emerging withivo months (i.e. 6 of 23 firms, or 26%) may sigtiedt
pre-packs do not represent a long-term solutiorilorg firms").

147 The Kmart chapter 11 case is an example of valeation.See, e.g.David M. Berkowitz,Kmart: A
Case for the Bankruptcy History Book$®DGEFUNDJ., Jan. 2006 (noting common stock issued to certai
pre-petition creditors under Kmart's chapter 1Irganization plan "skyrocketed in value — up 65%rove
three months, 92% over six months and 543% for&manth holding period.")see alsaViark Berman &

Jo Ann BrightonWill the Sunlight of Disclosure Chill Hedge Fundg® Av. BANKR. INST. J. 24, 24 (May
2007) (noting "hedge funds can be particularly ulséf the restructuring context because they are no
constrained to make only a single type of investnaewd [are] not bound by banking regulations, which
make them much more nimble than traditional leriglers

148 5, e.9g.ROSENBERG supranote 26, at 32, 89-91, 99 (noting blocking tactitsulture investors can
delay restructuring process and citing case exajigee alsoKit. R. Roane Hedging Their DebtsU.S.
NEws & WORLD REP., Apr. 10, 2006, at 38-39 (discussiRtperMark chapter 11 case and noting it cost
creditors "about $60 million over the course ofesemonths").

149 5ee supranote 143 (discussing primary goal of distressdat ttwestors).

150 SeeGoldschmid supranote 9, at 213 (noting hedge funds are under conhptassure to report high
rates of return to their investors). Most funds aneictured as limited partnershifSee, e.g.Edward
Pekarek,Pruning the Hedge: Who is the "Client" and Whom $ae Adviser Advise?l2 FORDHAM J.
CORP. & FIN. L. 913, 916-17 n.22 (2007) (noting most hedgel$uare structured as limited partnerships);
Hotel California and Other Possible Longer Term8hling Blocks for Hedge FundBNFOVEST21 NEWS,
Apr. 11, 2007. General partners of a limited paghip generally owe fiduciary duties to the limited
partners.SeeUNIF. LTD. P'SHP ACT § 408(a) (2001); RvISED UNIF. LTD. P'SHP ACT § 403 (1976) (as
amended)see also In reAdelphia Commc'ns Corp., 322 B.R. 509, 530 (BaB8kD.N.Y. 2005) (discussing
fiduciary duties of general partner in limited pemtship under Delaware law).
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distressed debt investors also is tied to the amaminthe return on the
investment® The strategies of activist investors are not ssirgy in light of these
factors. As one distressed debt respondent iraticah the survey, it pursues
whatever investment strategy that will "maximizerisk adjusted returrt>®

The law should not penalize distressed debt invedtr pursuing, within the
bounds of the law, what is in the best interestshefr partners. The law must
account for this reality, however, when addresshey involvement of distressed
debt investors in chapter 11 cases. What is irbte interests of the distressed
debt investor may or may not be in the best intered the debtor and its
stakeholders generally? The chapter 11 process needs to provide an olbgecti
unbiased mechanism to evaluate this issue andndegmwhether the interests of
the debtor and the investor are in fact alighéd.

Unfortunately, under the existing regime, a cotlitigl or activist distressed
debt investor may taint the evaluation process. a#tivist investor may have
significant influence over one or both of the detdod the creditors' committee.
These entities are the two parties charged initseihstance with evaluating the
conduct of, or a restructuring plan influenced aydistressed debt investor in a
chapter 11 cas&® The bankruptcy court ultimately is and should ieolved in the
evaluation process, but it may not have the backgta@r information necessary to
understand the dynamics of and fully assess that&ih*® The challenge is to find
a mechanism to evaluate effectively the involvenwrdistressed debt investors in
the chapter 11 process.

Eliminating—either directly or indirectly throughsglosure and other formal
regulations—the involvement of distressed debt stwes in chapter 11 is an
extreme and overbroad solution. It may resolveesaithe immediate concerns
regarding creditor control in chapter 11 becaussedhcreditors with the financial
incentives or statutory or contractual rights tdluence the debtor may not

151 5ee, e.g.Willa E. Gibson|s Hedge Fund Regulation Necessary3 Temp. L. REv. 681, 684 (2000)
("The fund manager's compensation is based ondtfermance of the fund and ordinarily ranges frem t
to twenty percent of the fund's profit.").

%2 This response was provided in connection with @oie$ to the surveySeenfra Appendix A.

%3 See e.g., Private Detgupranote 1, at 1245-46 (recognizing potential cordlict interests of lender
and debtor). Professors Baird and Rasmussen ac&dge/that the interests of the controlling credibary
not align with those of the debtor. Neverthelelssytassert that in most instances, the senior tendhch is
the focus of their discussion, will pursue a coudeaction that benefits junior creditors as weélk
discussed below, at least with respect to distdedsét investors, | suggest that the opportunityctnflict
and self-dealing is more prevalent and requiresesiotervention.

1% For the meaning of unbiased as used heresupranote 129.

1%5Seell1 U.S.C. §§ 1103, 1107 (2006) (listing dutiesmfditors' committee and explaining rights, duties
of debtors in possession in chapter 11 caseg)also supraotes 112, 135.

16 Seel1 U.S.C. §§ 363(b), 1129 (2006) (requiring bapkey court approval of transactions out of the
ordinary course of business and of any proposed @iaeorganization in chapter 1¥ee also supraote
113 (discussing restraints on role of bankruptayro
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participate in the chapter 11 process. But it aisy eliminate distressed debt
investors as a restructuring resource for troubtedpanies®’

Allowing the markets to define the role of distedslebt investors in corporate
restructurings is an attractive, but also ultimatahsatisfying, solution. The two
primary problems with relying solely on the markate that the markets may not
be fully informed and the markets provide littleot@ction against creditor self-
dealing™® For example, an activist investor that desiresatguire a troubled
company through a debt-for-equity exchange or athechanism has the incentive
to perform the necessary due diligence. Othersitove in the market may not be so
motivated and the information may not otherwise &wailable. The activist
investor's proposed transaction thus may not bquadely tested by the market.
Likewise, other investors and creditors have neatife or efficient means to
challenge potentially overreaching provisions ideld in a lending or acquisition
agreement by an activist investdt.Rather, the markets can complement nicely

57 In the context of the dispute regarding the apiim of the disclosure requirements of Bankruptcy
Rule 2019 to distressed debt investors, the invesasserted that such requirements would chill the
investors' active participation in bankruptcy caseseBerman & Brighton,supra note 147, at 64-65
(describing circumstances surrounding disputéNarthwest Airlines where court held that hedge funds
must abide by the same disclosure rules as alfoihgolved in bankruptcy proceedingsge alscsupra
note 7(noting one bankruptcy court required distressdat @evestors, as members afl hoccommittee, to
make 2019 disclosuresNonetheless, nine of the 11 distressed debt inksesttiimately did file the
disclosures required by the bankruptcy coBgeBerman & Brightonsupranote 147, at 63 ("[O]n March
21, 2007, thead hoccommittee filed a further amended Rule 2019 Stat#nm which nine members of the
ad hoccommittee provided information regarding their @eggte holdings of their holdings of Northwest
Airlines shares . . . ."). Accordingly, the chilljreffect of any regulation may depend on the extérthe
regulation and the interests at stake.

158 Existing scholarship thoroughly evaluates the oflthe markets in the corporate restructuring gssc
See, e.g.David A. Skeel, Jr.Markets, Courts and the Brave New World of Banlayftheory 1993 WSs.

L. Rev. 465, 479-81 (1993) (recognizing while options rapph retains chapter 11 benefit of potential
reorganization, exercise of options only works émfectly efficient market); Charles J. Talithe Future of
Chapter 1144 S.CL. Rev. 791, 812-16 (1993) (discussing debate betweedrisite in support of option
scheme during bankruptcy and theorists supportowgtdntervention and chapter 11). In the conteixt o
distressed debt investors, | suggest that the rsark@n complement but should not replace statutory
regulation of bankruptcy transactions.

159 As one commentator has noted, "(1) markets daveok perfectly, and (2) transaction costs do eXist.
Tabb,supranote 158, at 813. Consequently, the market mayamat most likely would not, have access to
the non-public information likely available to tlkstressed debt investor. Non-public informationthis
context could include information about both thdtde and the investor's holdings, investment sgiate
and the likeCf. John C. Coffee, Jr. & William A. KleirBondholder Coercion: The Problem of Constrained
Choice in Debt Tender Offers and Recapitalizatj@&U. GiI. L. Rev. 1207, 1218-20 (1991) (discussing
non-public nature of information in the contextpofblic bondholders and proposed recapitalizatiohsig,
supra note 88, at 1736-40 (discussing non-public natfrenformation in bankruptcy claims trading
context).See generally supnaote 88 (discussing secrecy generally prevaledisimessed debt market).

%0 |ndeed, other creditors and market participantyy mat be aware of the facts underlying the
questionable conducSee supraote 159 (discussing lack of public informationdistressed debt trading
market). To the extent that the conduct is knowrgreditor may have standing to seek an appropriate
remedy.See supranote 106 (discussing potential causes of acti@inagdistressed debt investors engaging
in wrongful or overreaching conduct). In the bamkoy context, a creditor most likely would havenstiag
under section 1109(b) of the Bankruptcy Co8eell U.S.C. § 1109(b) (2006) ("A party in interest,
including . . . a creditor, . . . may raise and nagpear and be heard on any issue in a case umder t
chapter.").
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laws tailored to address balance in the debtorittredelationship, such as the
Bankruptcy Code.

Amending the Bankruptcy Code to create new (or Bohaxisting) checks on
creditor self-dealing is the better solution. Thigproach would seek to create a
workable role for distressed debt investors in téstructuring process. It also
would update relevant provisions of the BankrupBnde to reflect the changing
dynamics of the debtor-creditor relationship. Aorttugh analysis of potential
changes to the Bankruptcy Code is beyond the sobfigs article. Nevertheless,
these changes might include:

e adding restrictions to who can serve on a creditors
committee!®

» identifying additional duties for creditors' comte#s and
consequences for breaching those ddffes:

» identifying additional duties for debtors in posses and
consequences for breaching those ddfiés;

» specifying additional grounds for designating adite's vote
on a chapter 11 plan under section 1126(e) or slifating a
creditor's claims under section 510 of the Banlayode'®* and

* restricting the circumstances under which creditcas be
reimbursed for expenses incurred in connection thiéhchapter 11
case under section 503(b) of the Bankruptcy Cttle.

In addition, as further discussed below, rathen tinging to rework the role of
creditors' committees, these committees could bplaced by an estate
representative that acts as a fiduciary for thekhagpicy estate and stakeholders
generally'®°

181 See11 U.S.C. § 1102 (2006) (explaining existing reguients for service on creditors' and equity
holders' committees)see also suprarote 133 and accompanying text (discussing Credi@mmittee
Acceptance Form).

1256611 U.S.C. § 1103 (20086) (listing existing powers dnties of committees).

1835611 U.S.C. § 1107 (2006) (listing existing powensl duties of debtors in possession).

184 5eel1 U.S.C. § 1126(e) (2006) (providing existingwgrds for designating vote on chapter 11 plan);
11 U.S.C. § 510 (2006) (providing existing grouridis subordinating a creditor's claim in the bankeyp
case). Under the existing regime, courts geneiaiy reluctant to use section 1126(e) to addresgedll
creditor misconductSeeln re Adelphia Commc'ns Corp., 359 B.R. 54, 65 (BankR.R.Y. 2006) (denying
motion to designate creditors' votes on plan ofganization and noting "imposing the disqualificatirule
sought here in the absence of a clearer statutorgse law foundation would be too much of a jumput
seeIn re Allegheny Intl, 118 B.R. 282, 289-93, 319-20 (BanwW.D. Pa. 1990) (holding creditor
misconduct may warrant designation under secti@6(e)).

185 5eell U.S.C. § 503(b) (2006) (granting administraiv@ense status to "the actual, necessary costs
and expenses of preserving the estata")e Romano, 52 B.R. 590, 593 (Bankr. M.D. Fla. 1988a¢oning
prior court approval is required for creditor tolleot reasonable fees and expenses under section
503(b)(3)(B)); see alsoAllied Disclosure Statemensupra note 114, at 45 (explaining distressed debt
investor would receive allowed substantial conttitou claim under section 503(b) of Bankruptcy Cdale
its fees and expenses incurred in connection wgtparticipation in debtor's chapter 11 case).

%6 See infraPart VI.
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Distressed debt investors have a role to play irpaate restructurings.
Expecting distressed debt investors to act firsthim best interests of the debtor,
however, is potentially unreasonable. Lawmakemikhacknowledge this reality
and amend the Bankruptcy Code to provide bettemrtoal in the debtor-creditor
relationship.

CONCLUSION. THE NEED FORBALANCE IN CHAPTER11

Distressed debt investors are actively pursuingestments in troubled
companies, including chapter 11 debtors. The dataw that some of these
investors are willing to use their investments fiea change at or to acquire the
company. Moreover, these activist investors hdnee financial resources to be
successful and, in fact, report being successftlieir efforts. Their primary goal is
to maximize the return on their investments forlteaefit of their own partneré’

On the other hand, the primary goals of the chafiterprocess are the
rehabilitation of the debtor and the maximizatidnreturns to all of the debtor's
creditors:® These dual goals guide a debtor's restructurifgytefand encourage
the debtor to maximize the value of its bankrupstate through the financial and
perhaps operational reorganization of its businesglebtor cannot always satisfy
both goals, and in those instances, a liquidatiothe debtor focusing solely on
maximizing returns to creditors follow® Nevertheless, a debtor typically does
and, under the existing regime, should try to raoize first. A debtor's attempts to
satisfy both goals of the chapter 11 process maway not further the primary goal
of the distressed debt investor.

An activist distressed debt investor that assumestral of the debtor's
restructuring process may thwart the debtor's gtteno reorganize its business or
to maximize returns to all creditors. As discusabdve, the investor might favor a
quick sale of the debtor or a larger distributioronly one class of creditot. In
theory, the debtor and the creditors’ committeeukshde able to evaluate the
investors' objectives and prevent the investor fpaursuing a course of action that
is detrimental to the debtor's reorganization f5f In practice, however, the
debtor and the creditors' committee may be unablenavilling to assume these
responsibilities because of, among other thing®ck of negotiating leverage, a
relationship or shared business plan with the itore®r, with respect to
management, the desire to remain empldyed.

167 See supranote 143 (discussing primary goal of distressédat ttwvestors).

188 See supranote 21 (discussing primary goals of chapter 11).

189 SeeFrost,supranote 20, at 105 ("The problem is that meeting lwftthese goals is impossible when
liquidation is the choice that maximizes the vadfithe business assets.").

19 5ee suprdarts V.B.1, V.C.5.

1 See suprdart V.B.2.

"25ee id.
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This unbalanced situation is not necessarily thdt faf the distressed debt
investor!” The investor has no duty to act on behalf of tektor's other creditors
or shareholders, but does have a duty to act itéiseinterests of its own partners.
The challenge then is to create a more balancegngldield in bankruptcy to
provide an effective check on investors' activitigsl a meaningful fiduciary to
protect the interests of the debtor's estate.

As discussed above, lawmakers could amend the Bardyr Code to enhance
the duties and incentives of the existing chapliefiduciaries—i.e., the debtor and
the creditors' committe€? They also could change the fiduciary balance aptér
11, however, by replacing all statutory committedth an estate representative.
The estate representative could be a fiduciarygethto protect and act in the best
interests of the bankruptcy estate.

The Bankruptcy Code could explicitly set forth thaies and responsibilities of
the estate representative. For example, the Batdyr\Code could direct the estate
representative to fulfill its fiduciary duties toe bankruptcy estate by working with
the debtor to maximize the value of the estatest fily exploring the debtor's
reorganization opportunities; second by explorirgpeg-concern or orderly sale of
the debtor; and finally by exploring the liquidatiaof the debtor under either
chapter 11 or chapter 7 of the Bankruptcy CBd@he estate representative could

173 Absent bad faith, overreaching or other wrongfuhduct, a distressed debt investor should be free t
pursue transactions in the best interests of ittpes.See supraote 106 (discussing potential causes of
action against distressed debt investors engagingangful or overreaching conduct).

1" See suprdart V.D.

175 As discussed above, in theory, a debtor in possessould act in the best interests of the bartksup
estate and all creditors and shareholdgessupranote 112. Nevertheless, in practice, it oftenificdlt for
a debtor in possession (or any party in interesfuding a creditors' committee or controlling éted to
maintain this balanced approach. | propose aneestpresentative as a safeguard for this balant@asma
means to help the debtor in possession achievetrmicauring that is in the best interests of akesholders.
SeeWestbrooksupranote 22, at 826 (discussing need for neutrality meutral manager in "a system [such
as that in the United States] that encourages Hr&enhto decide on the appropriate combinatiorectieed
credit, unsecured credit, and equity financingegach business"see also supraotes 22, 23.

176 The bankruptcy estate is defined by section 54thefBankruptcy Code and includes, among other
things, "all legal or equitable interests of thdtde in property as of the commencement of the .tdse
U.S.C. § 541(a) (2006). A chapter 11 debtor in pssi®n uses property of the bankruptcy estate ¢oatp
its business and make distributions to creditoid strareholders. Thus, creditors and shareholdees da
interest in the bankruptcy estate. The estate septative would be charged to protect and maxirtiiee
value of this collective interest in the estatethis respect, the estate representative's dutetdvbe similar
to those of a chapter 7 trusteégeell U.S.C. § 704 (2006) (discussing duties of odragt trustee);
Westbrook supranote 22, at n.119 (explaining "the case law hag ionposed on a trustee in bankruptcy
fiduciary duties to all those interested in theagsy).

17 specific statutory duties would reduce disputes ldigation regarding the appropriate role of atage
representative and provide the representative guttlance in balancing the often competing interasis
chapter 11 case. Similar guidelines could be inp@jed into the Bankruptcy Code for the debtor in
possession as welbee supranote 163. The United Kingdom provides this typestftutory guidance, on a
limited basis, to administrators in administratiemsler the Insolvency Acgeelnsolvency Act, 1986, c. 45,
sched. B1, T 3(1amended b¥nterprise Act, 2002, c. 40, sched. 16 (U.K.)

[A]ldministrator of a company must perform his fuoos with the objective of—(a)
rescuing the company as a going concern, or (bjedicly a better result for the



