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ABSTRACT

THREE ESSAYS ON FINANCIAL DISTRESS
AND CORPORATE CONTROL

Matthias Kahl

Gary Gorton and George J. Mailath

This dissertation analyzes several aspects of financial distress and corporate control.
The first chapter argues that the central problem facing creditors during financial
distress is to distinguish between economically viable firms and firms that should be
liquidated. The incentives of creditors to generate information about a distressed
firm’s prospects and the effects of this information production on the firm'’s invest-
ment policy are explored. The resulting theory of dynamic liquidation can explain the
long-term nature of financial distress solely as the result of socially valuable optimal
dynamic learning strategies of creditors, without appealing to bargaining inefficien-
cies among many creditors or inefficiencies arising from the design of bankruptcy
law. The paper discusses implications for the costs of financial distress and bank-
ruptcy law and also contrasts the informational role of debt and dividend payments.

The second chapter (co-authored by Gary Gorton) may explain the role that rich in-
vestors play in the acquisition of distressed firms. More generally, it contrasts the
corporate governance roles of rich individuals and institutional investors (financial

intermediaries), exploring the question of the identity of the principal in publicly-



owned corporations. Institutional investors are run by professional managers and
hence, in contrast to a rich investor, face their own agency problems. We show that
the rich investor may deploy his scarce agency cost-free capital to acquire blocks in
firms only in situations in which agency conflicts are likely to be severe, for instance
during financial distress. Institutional investors play a corporate governance role as
permanent blockholders. We show that the identity of a firm’s principal can change
over time and differ across states. Moreover, identical firms with and without block-
holders can coexist.

The third chapter describes the history of 110 financially distressed firms for twelve
to sixteen years following the onset of financial distress. While liquidations are rela-
tively rare, many firms are acquired within a few years after becoming financially
distressed. The performance of the surviving firms improves over time, and the num-
ber of firms reporting negative operating income declines dramatically within a few

years after the onset of financial distress.

vi



TABLE OF CONTENTS

Chapter 1: Dynamic Liquidation, Adjustment of Capital Structure,

and the Costs of Financial Distress
1. Introduction
2. The Model
2.1. Overview
2.2. States, Projects, and Payoffs
2.3. Liquidation Opportunities
2.4. Information
2.5. Managerial Compensation
2.6. Debt and Equity
2.7. Objective Functions
2.8. Discussion
2.9. Summary of Notation

3. The Trade-Off Between Optimal Investment and
Optimal Liquidation

4. Immediate Liquidation, Controlled Liquidation or
Realization of Growth Opportunities

4.1. Immediate Liquidation, Short-Run Project or
Long-Run Project?

4.2. Uncertain Recovery and Controlled Liquidation

4.3. The Timing of Cash Flows

vii

11

11

12

14

15

16

17

18

19

23

23

31

32

36

39



4.4. Implications for the Costs and Benefits of
Financial Distress

4.5. Implications for Bankruptcy Law

4.6. Implications for the Debate on Workouts
vs. Chapter 11

5. Capital Structure Adjustment, Investment, and
Liquidation Policies

5.1. Post-Restructuring Capital Structure, Investment,
and Liquidation Policies

5.2. The Informational Role of Debt and Dividends
5.3. Empirical Implications

6. Conclusion

7. Appendix

7.1. Proofs

7.2. An additional lemma

7.3. Figures and Tables

viii

43

45

46

47

48

51

52

53

55

55

65



Chapter 2: Rich Investors, Institutional Investors, and 70
Corporate Control (joint with Gary Gorton)

I. Introduction 71
II. The Model 78
II.A. Overview 78
IL..B. Detailed Assumptions 80
II.C. Discussion of Assumptions 85
ITI. Analysis 87
III. A. Restructuring by Date 0 Blockholders 88
III.B. The Rich Investor’s Behavior at Date 1 If 91
He Does Not Become A Date 0 Blockholder
II.C. The Rich Investor’s Choice: Blockholding at 97
Date 0 or Date 1?7
II.D. The Firms’ Date 0 Financing Choice 101
IV. Price Formation for Date 1 Shares 107
IV.A. The Extended Model 108
IV B. Discussion of the Assumptions 110
IV.C. Price Formation in the Date 1 Stock Market 110
V. Conclusion 113

VI. Appendix 115

ix



Chapter 3: Long-Run Performance and Corporate Control
Events in Financially Distressed Firms:
An Empirical Investigation
[ Introduction
[I. Sample Selection
124
[I. Corporate Control Events and Liquidations
[V. Performance
IV.A. Absolute Performance (Not Industry-Adjusted)
[V.B. Industry-Adjusted Performance

V. Conclusion

150

Bibliography

117

118

130

141

141

147

153



LIST OF TABLES

Table 1: Decisions

Table 2: Notation

Table 3: Notation. Frequently Used Symbols

Table 4: Sample Description at Onset of Financial Distress
Table 4b: Total Assets at Onset of Financial Distress
Table 4c: Net Sales at Onset of Financial Distress
Table S: Industry Classification

Table 6: Control Events and Liquidations

Table 7: Control Events in More Detail

Table 8: Status of Firms Throughout Time

Table 9: Control Events in more Detail

Table 10: Median Operating Sales Margins

Table 11: Number and Percentage of Firms with Operating Losses

Table 12: Operating Sales Margins Over Time

Table 13: Median Industry-Adjusted Operating Sales Margins

66

69

115

127

128

128

129

133

135

138

140

142

144

147

148

Table 14: Number/Percentage of Firms Underperforming Industry Median 149



LIST OF FIGURES

Figure 1: Time Line

Figure 2a: Payoff Structure Without Investment

Figure 2b: Payoff Structure With Investment Projects

Figure 3: Coexistence of Firms With and Without Date 0 Blockholder
Figure 4: Corporate Control Events And Liquidations

Figure 5: Status of Firms Throughout Time

Figure 6: Median Operating Sales Margin

Figure 7: Percentage and Number of Firms with Operating Losses

xii

65

67

68

116

134

139

143

145



CHAPTER 1:

DYNAMIC LIQUIDATION, ADJUSTMENT OF CAPITAL
STRUCTURE, AND THE COSTS OF FINANCIAL DISTRESS



1. Introduction

The central problem facing creditors during financial distress is to distinguish between
economically viable firms and firms that are not viable and hence should be liquidated.
This paper explores the incentives of creditors to actively generate information about a
distressed firm’s prospects before they make a liquidation decision. Unlike the existing
literature, this paper investigates the effects of this information production on the firm’s
investment policy. The resulting theory of dynamic liquidation generates implications
for the costs of financial distress and bankruptcy law. In particular, several stylized facts
documenting the long-term nature of financial distress that have been interpreted by the
previous literature as consequences of bargaining inefficiencies or a suboptimal design
of bankruptcy law are explained solely as the result of the socially valuable optimal
learning strategies of creditors who are uncertain about a firm’s prospects.

The paper considers the situation after a firm has defaulted on its debt obligations.
The firm is run by a manager who is privately informed about the prospects of the
firm but will never liquidate the firm voluntarily. Creditors do not know whether the
firm is economically viable or not. The traditional static view of liquidation (Bulow
and Shoven (1978)) assumes that creditors have to make immediate liquidation deci-
sions. Once they decide to continue, there is no subsequent liquidation opportunity

and hence learning about the firm'’s prospects is irrelevant. In contrast to this view,

(33



the interpretation of liquidation as a dynamic process recognizes that creditors do not
have to make immediate. once-and-for-all liquidation decisions. Instead, they may post-
pone the liquidation decision and wait for more information about the firm'’s prospects.
When creditors receive another liquidation opportunity later!, they can make a better
informed liquidation decision.

In such a dynamic environment. an efficient resolution of distress should have two
goals. The first goal is to continue viable (efficient) firms and liquidate not viable ones.
This requires learning about the financially distressed firm’'s economic viability. The
second goal is to help a viable firm to recover as quickly as possible from its financial
distress so that it can take advantage of its profitable investment opportunities ( “realize
its growth opportunities™). This paper makes the point that these two goals are in
conflict, and this trade-off between learning (which allows optimal liquidation decisions)
and the realization of growth opportunities influences the behavior of creditors and gives
rise to a distinction between two strategies creditors can follow.

One strategy allows a quick and full recovery of the viable firm and enables it to
realize its growth opportunities. However, this also means that creditors are not able
to learn to distinguish between viable and not viable firms in time, and hence they
make inefficient liquidation decisions. The other strategy allows creditors to learn more
and hence make better liquidation decisions but prolongs the effects of distress on the

viable firm’s investment policy. This latter strategy which emphasizes learning I call

'One way for creditors to keep an intervention opportunity is to ask for short-term debt repayments.
If the firm fails to recover, it will reenter distress and hence creditors receive another opportunity to
liquidate the firm.



a controlled liquidation. As will become clear, a firm that is the object of a controlled
liquidation has to make high short-term payments, invests little, and is likely to perform
poorly and to reenter distress.

A controlled liquidation can be the optimal strategy for the creditors, and this may
explain the long-term consequences of financial distress. It is attractive to creditors
because it preserves their opportunity to participate in a recovery of the firm and receive
the full face value of their debt claims rather than only the liquidation value. At the
same time. it preserves the opportunity of limiting the downside risk if assets lose value
since the creditors learn enough to make an informed liquidation decision (in particular,
they liquidate before a dramatic loss in asset values) when the firm fails to recover and
reenters financial distress.

However. while a controlled liquidation leads to efficient liquidation decisions, it re-
duces the efficiency of the distressed firm’s investment policy. An important idea in this
paper is that there is a trade-off between optimal investment and optimal liquidation.
Indicators of a firm'’s prospects are useful for the creditors’ liquidation decision only if
they are received in the short-run, i.e. before assets may have lost dramatically in value.
Hence, creditors may choose to learn about the firm'’s viability by observing its ability to
make a short-term payment. The firm’s inability to make this payment reveals negative
news about the firm’s viability and may induce creditors to liquidate early enough to
prevent a further, more dramatic loss in asset values.

The desire of creditors to generate information about the firm affects the firm's

investment strategy, and the firm’s investment strategy in turn affects the ability of



creditors to generate information about the firm. In particular, the firm's managers
have an incentive to enhance their ability to make the short-term payment and hence
avoid a liquidation by following a myopic investment strategy that preserves cash by
forgoing long-term projects. Furthermore, the information content of the firm'’s inability
to make the short-term payment is affected by management’s investment strategy. While
short-term results are informative about long-term profitability, the informativeness
of short-term results depends on the strategy followed by the viable firm. Suppose
that a not viable firm is not able to generate high enough short-term profits to make
the payment but the viable firm is able to do this. If it is known that the viable
firm focuses on making the short-term payment - perhaps by preserving cash and not
investing in profitable long-run projects - and the creditors observe that a firm cannot
make the payment. they can be very confident that the firm is not viable and hence
should be liquidated. However, if the viable firm does not focus on making the short-
term payment but instead concentrates on long-term projects, it is more difficult for
the creditors to interpret the inability to make the short-term payment. Then. even
a viable firm may generate poor short-term results because it may have invested the
firm’s resources in long-run projects. This inference problem is important as long as
creditors cannot observe managerial project choice. To summarize. creditors can make
more informed liquidation decisions if the viable firm forgoes long-term projects even if
these are profitable.

In the model, creditors can affect management's ability and incentives to invest in

profitable long-term projects by providing new funding, by the choice of managerial
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compensation and by the level of short-term payments the firm is required to make.
For simplicity, the model assumes that the creditors have all the bargaining power in
the debt restructuring. Since the creditors effectively become the residual claimants
of the firm’s profits in the restructuring, they tend to make decisions that - given
their information- maximize firm value. They immediately liquidate firms that have
very poor recovery prospects. They allow firms with potentially very attractive growth
opportunities (i.e.. growth opportunities that are very attractive if the firm is viable)
to quickly recover from distress and enable them to realize their growth opportunities.
Creditors may engage in a controlled liquidation if there is sufficient uncertainty about
a firm’s recovery prospects and a correct liquidation decision is very important. The
latter will be the case if the assets of a not viable firm can lose dramatically in value if
such a firm continues its operations. The paper also analyzes how the timing of project
cash flows affects the interaction between management and creditors.

The theory of dynamic liquidation has implications for the interpretation of certain
stylized facts about financially distressed firms. In particular, financial distress is often
a long-term process and has an impact on the capital structure, investment policies,
and performance of many firms even after they emerge from debt restructurings. James
(1995) finds that many firms increase their investment expenditures by only very lit-
tle in the first two years after a restructuring. Hotchkiss (1995) shows that in each
of the first five years after emerging from bankruptcy, roughly 40% of all firms have
negative operating profits. According to Gilson (1995), 75% of firms that complete

debt restructurings emerge with a leverage ratio that is higher than industry median



and most are still significantly more highly levered than before the onset of distress.
Most strikingly, between 25% and 33% of all distressed firms reenter financial distress
within a few years after completing a restructuring. These findings are puzzling to a
theoretical literature that has viewed the liquidation decision as static (see for instance
Bulow and Shoven (1978) and White (1989)). Some of these observations have been
interpreted as the consequences of free-rider problems among creditors. Alternatively.
Hotchkiss (1995) has suggested that US bankruptcy law allows entrenched management
to continue the operations of not viable firms against their creditors’ will which could
explain poor postbankruptcy performance and the large number of repeated restructur-
ings. This paper shows that all the observations about the long-term nature of financial
distress mentioned above can be explained solely as results of creditors’ socially valuable
optimal dynamic learning strategies in the presence of substantial uncertainty about a
firm’s viability.

The paper relates two widely discussed inefficiencies that can occur during financial
distress: investment distortions and inefficient liquidation decisions. It suggests that
efficient liquidation decisions can be implemented although management is initially bet-
ter informed about the firm’s prospects than the creditors, but not willing to liquidate
the firm and still in control of investment decisions. On the other hand. the firm will
suffer from substantial inefficiencies during financial distress in form of inefficient in-
vestment decisions or inefficient liquidation decisions even when creditors have strong
incentives to make decisions that maximize firm value and there are no other imped-

iments to an efficient resolution of distress than managerial liquidation aversion and






