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It comes as no surprise that there is an ongo-
ing debate about the proper role of creditors 
within the chapter 11 process, especially after 

the publication of the Final Report from the ABI 
Commission to Study the Reform of Chapter 11 in 
December 2014.1 As an experienced distressed-debt 
investor, my view is that hedge fund involvement 
in the chapter 11 process provides much-needed 
accountability and an alignment of economic inter-
ests that maximizes value for all stakeholders. 
 Taking a step back, the role of management 
changed significantly in 1978 with the introduction 
of the innovative and new concept of a “debtor in 
possession” (DIP). This model allowed management 
to remain in place and exercise broad discretion to 
manage a company’s affairs. However, management 
reports to a pre-petition board of directors that gener-
ally represents the interests of out-of-the money equi-

ty. This means that critical decisions regarding case 
administration and the company’s future are made by 
individuals who may have little or no financial stake in 
the reorganized entity, which can lead to management 
entrenchment and mistrust by the ultimate owners of 
the company because of the misalignment between the 
interests of management (and their professionals) and 
actual stakeholders. In this context, hedge funds — 
often the ultimate owners — are uniquely equipped 
to take on the valuable role of providing a check and 
balance with respect to the DIP, both during the bank-
ruptcy and after the company emerges. 
 Critics of the role played by creditors in provid-
ing management oversight argue that creditor over-
reach and the need of financial creditors to “cash 
out” their investments leads to rushed cases through 
363 sales, pre-packaged plans or, worse yet, liqui-
dations.2 The argument is that management can no 
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Chart 1: Total Filings and Liabilities* of Companies Filing for Chapter 11 Protection vs. Recession  
Periods in the U.S., 1989-2013 (3Q)
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longer manage the chapter 11 process to maximize value for 
all stakeholders because creditors unduly limit or influence 
management’s behavior during the chapter 11 process. 
 However, it is too simplistic to base important public 
policy decisions about creditors’ rights on anecdotal exam-
ples of creditor overreach, unless the goal is to entrench 
management for all purposes for all cases and to end credi-
tor involvement entirely. Recent data clearly refutes these 
types of negative perceptions about creditor participation in 
bankruptcy and reveals them as misperceptions — beliefs 
without factual basis.
 One of the most common misperceptions about the suc-
cess of the chapter 11 process is that the increase in secured 
lending and the development of robust secondary markets for 
distressed debt have resulted in value-destructive 363 sales or 
liquidations. However, the data does not support either con-
clusion. Liquidations of companies have remained relatively 
constant over the years at approximately 10 percent of all 
large cases.3 In addition, there has been no noticeable uptick 
in 363 sales over the last 10 years despite popular perception 
(perhaps informed by the Chrysler and GM bankruptcies),4 
which means that almost 90 percent of all large companies 
that file for bankruptcy successfully emerge from bankrupt-
cy — an incredibly impressive statistic.5 

 A related — but equally misplaced — observation is that 
the rise of secondary trading has resulted in shorter bankrupt-
cies in which companies lack the time and flexibility to take 
advantage of the tools of the bankruptcy process. The argu-
ment is that financial incentives for traders create a short-term 
view that is not aligned with the company’s long-term needs. 
The average time in bankruptcy for large companies for over 
20 years has been approximately 17 months; again, there 
has been no noticeable change since the Bankruptcy Abuse 
Prevention and Consumer Protection Act of 2005 (BAPCPA).6
 Nor is there reason to believe that large companies that 
might benefit from a financial restructuring are avoiding 
bankruptcy more because of BAPCPA or the role played 
by more sophisticated financial creditors in the bankruptcy 
process. Some commentators have focused on bankruptcy 
filings as an indicator of the health of the bankruptcy sys-
tem, pointing out that the overall number of chapter 11 fil-
ings has declined since 1991. Putting aside whether this is a 
fair way to measure “success,” large company filings totaled 
51 in 1991 with $81 billion of liabilities, 169 in 2001 with 
$228 billion of liabilities and 234 in 2009 with $603 billion 
of liabilities (all recessionary periods).7 The evidence shows 
that the Bankruptcy Code has proven itself to be flexible 
enough to accommodate the large numbers of sizable busi-
nesses that are in need of rehabilitation during the inevitable 
bust of an economic cycle. There is simply no evidence that 
suggests that management teams are avoiding using the tools 

3 On average, approximately 9.3 percent of all chapter 11 filings of public firms with assets greater than 
$100 million converted to chapter 7 liquidation since 1995, compared to approximately 8.3 percent on 
average for all such filings since 1988. Edward I. Altman, “The Role of Distressed-Debt Markets, Hedge 
Funds and Recent Trends in Bankruptcy on the Outcomes of Chapter 11 Reorganizations,” ABI Law 
Review (Volume 22, No. 1), Winter 2014 (Figure 7), available at lawreview.abi.org.

4 On average, approximately 8.2 percent of all chapter 11 filings for all public companies were acquired in 
the last 10 years, compared to approximately 10 percent on average for all such filings since 1985. See 
Altman, supra n.3 (Figure 6).

5 Even accounting for liquidating chapter 11s, which may or may not count as “successful” depending on 
the circumstances, successful reorganizations would average more than 70 percent of all chapter 11 fil-
ings of public firms of assets greater than $100 million. See Altman, supra n.3 (Figure 7).

6 See Altman, supra n.3 (Figure 6) (“If we analyze the trend since the new Bankruptcy Code was put in 
place in late 2005 (2006-2013), we do observe a small reduction (perhaps one month) in the time [spent] 
in bankruptcy, except in 2008 and 2011.”).

7 See NYU Salomon Center Bankruptcy Filings Database for total filings and liabilities of companies filing 
for bankruptcy.
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Chart 2: Historical Default and Recovery Rates (at Default) vs. Recession Periods in the U.S. 
High-Yield Bond Market, 1988-2013 (2Q)
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of bankruptcy by reorganizing outside of bankruptcy. From 
1991-2013, pre-packs averaged 11 percent of all public firm 
bankruptcies; over the more recent period of 2006-13, pre-
packs comprised 13 percent of the total.8 
 What then explains the inevitable ebb and flow of creditor 
recoveries and the extent to which the chapter 11 process has 
been used by companies in financial distress? Chart 1 on p. 42 
shows total filings and liabilities of companies between 1989-
2013 vs. recessionary periods. Chart 2 on p. 43 shows histori-
cal default and recovery rates between 1989-2013 vs. reces-
sionary periods. These charts show that economic cycles drive 
bankruptcy filings and recovery rates. As James Carville aptly 
put it, “It’s the economy, stupid.”9 Business conditions — not 
creditor preferences in the Code — drive bankruptcy results. 
 When viewed in this context, chapter 11, guided by the 
judges and professionals who lead the process, has proven 
itself to be a remarkably flexible tool that has responded 
over time to changes in the economy. How creditors fare in 
the bankruptcy process is not the result of a flawed process 
or preferences in favor of special interests (whether they be 
secured lenders, vendors or otherwise), but rather the natural 
ebb and flow of the economy and of industries undergoing 
fundamental changes. Management teams do not avoid filing 
for bankruptcy or wait too long because of the expense or 
loss of control and increased oversight. Rather, bankruptcy 
filings (both in size and number) follow economic cycles!
 In fact, as an active distressed-debt investor, my own expe-
rience is consistent with the data: The active participation by 
hedge funds in the bankruptcy process has facilitated its effec-
tiveness and maximized value for the benefit of all stakehold-
ers, including creditors, shareholders and employees. Hedge 
funds provide working capital to allow companies to have 
breathing space to restructure and exit financing to allow them 

to grow upon a successful reorganization. In addition, hedge 
funds often play active roles on post-effective-date boards of 
directors and become long-term stakeholders, roles that further 
align them with the overall interests of the enterprise. This 
benefits all stakeholders, including employees and the broader 
communities in which these companies operate. 
 Hedge funds are sophisticated parties that are well versed 
in the bankruptcy process. When I become involved in a 
bankruptcy case, the debtor and other creditor constituen-
cies gain a knowledgeable counterpart with whom they can 
engage. This, more often than not, leads to a more successful 
case. My personal experience in the Lehman Brothers case is 
a prime example of this — where the concentration of signif-
icant amounts of debt in the hands of a much smaller group 
of creditors (namely, hedge funds) and activist strategies to 
influence the process enabled a global compromise of the 
case. In this way, active capital markets in bankruptcy that 
allow for the accumulation of claims create a more efficient 
and value-maximizing process to the benefit of all parties in 
interest and the economy as a whole. 
 This is not to say that the debate over the right balance 
between creditor oversight and management discretion is not 
a fair one. However, as the ultimate economic stakeholders, 
the role of creditors in the bankruptcy process is here to stay, 
and this involvement should be embraced as a necessary and 
important part of the chapter 11 process. Recognition and 
the acceptance of the important role hedge fund participation 
plays in ensuring management accountability only serves to 
improve the efficiency of chapter 11 practice and strengthen 
the partnership between management and their stakeholders. 
 Experience, history and data demonstrate that the U.S. 
continues to have the strongest — and most value-maximiz-
ing — corporate rehabilitative statute in the world. Decisions 
about altering the careful balance that has developed since 
1978 among the stakeholders in the process must not be 
driven by misunderstandings of the facts or the opportunistic 
goals of particular constituencies.  abi
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8 See Altman, supra n.3 (Figure 6) (“So, the numbers do not support the contention by some commenta-
tors that the Chapter 11 mechanism is either permanently, or even temporarily, ‘dead’ due to the incred-
ible amounts of liquidity to refinance struggling entities since 2010 or to the popular increase in out-of-
court distressed exchanges since 2008.”).

9 See http://en.wikipedia.org/wiki/It’s_the_economy,_stupid (last visited Jan. 8, 2015).

Copyright 2015 
American Bankruptcy Institute. 
Please contact ABI at (703) 739-0800 for reprint permission.


