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PREPACKS AS A
MECHANISM FOR
RESOLVING FINANCIAL
DISTRESS: THE EVIDENCE

repacked bankruptcies, or “prepacks,”
are considered a hybrid form of dis-
tressed restructuring because they share
certain characteristics with both of the
widely used alternatives for reorganizing distressed
companies—out-of-court restructurings (OCRs) and
traditional Chapter 11 reorganizations. Prepacks are
similar to OCRs in that creditors and the debtor agree
to the major terms of the reorganization outside of
the court. Prepacks are similar to traditional Chapter
11 filings in that the reorganization occurs under
court supervision, confirmation of the plan requires
approval by two-thirds in amount and one-half in
number by each class of claimholder, and all
claimholders must exchange their old securities in
accordance with the terms of the plan. In a prepack,
the Chapter 11 bankruptcy petition and a plan of
reorganization are filed simultaneously with the
court.

In a 1991 article in this journal, John McConnell
and Henri Servaes laid out a number of hypotheses
as to why distressed firms might use prepackaged
bankruptcies to reorganize.! At the time of their
article, however, prepacks were still relatively un-
common and these authors were limited to an
“anecdotal” discussion of four cases to make their
points. With the passage of time and the growth in
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the number of prepacks, we have been able to
assemble data for a substantial sample of prepacks.

Our study of prepacks complements a growing
literature on the outcomes of various forms of
distressed reorganization. A significant concern in
this literature is whether the various reorganization
procedures are efficient. Inefficient reorganization
procedures can result in excessively high direct costs
or sub-optimal financing and investment decisions
by firms. The most efficient organization procedure
is the one that creates the greatest value for the firm,
net of all costs. Although efficiency cannot be
observed directly, we provide evidence on a number
of indirect measures of efficiency—for instance, the
time required to reorganize, the cost of reorganizing,
and the recovery rates by creditors.

Where the data are available, we compare
prepacks to OCRs and traditional Chapter 11s. We
find that on most dimensions considered, prepacks
lie between the two alternative means of reorganiz-
ing financially distressed firms. For example, prepacks
have higher costs of reorganizing (as a fraction of
assets) than OCRs, but lower costs than conventional
bankruptcies. These findings buttress the idea that
prepacks are a hybrid form of reorganization that
contain some aspects of both OCRs and traditional
Chapter 11s.

*This article summarizes the findings of, and draws heavily on, our earlier
paper, “An Empirical Analysis of Prepackaged Bankruptcies,” Journal of Financial
Economics 40 (1996), 135-162.
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1. John J. McConnell and Henri Servaes, 1991, “The Economics of Pre-
Packaged Bankruptey,” Journal of Applied Corporate Finance 4, 93-97.
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PREPACK SAMPLE

Our sample consists of 49 financially distressed
firms that filed prepacks over the period 1986
through June 1993. Crystal Oil, which filed a prepack
in 1986, is widely regarded as the first prepack of a
large firm. Following Crystal Oil, the next two
prepacks in our sample occurred in 1989 with
combined assets of $1.7 billion. In the years there-
after, four took place in 1990 with combined assets
of $3.6 billion, 13 in 1991 with assets of $5.2 billion,
17 in 1992 with assets of $11.2 billion, and 12 took
place through the first six months of 1993 (the cut-
off point of our study) with total assets exceeding
$5.5 billion. In 1993, moreover, 12 (or over 50%) of
the 22 publicly-traded firms with assets exceeding
$100 million that filed for Chapter 11 filed a prepack
(using our definition of the term). In 1994, eleven of
29 (or 38% of) such firms filed a prepack.?

PRE-VOTED AND POST-VOTED PREPACKS

Our sample includes two types of prepacks—
“pre-voted” and “post-voted” prepacks.’ In a pre-
voted prepack, claimholders vote on the plan of
reorganization before the Chapter 11 bankruptcy
petition is filed with the court. The bankruptcy
petition and the voting results are then filed along
with a plan of reorganization. Absent improper
disclosure or voting irregularities, the pre-filing vote
is binding upon all claimholders. In a post-voted
prepack, the bankruptcy petition and the plan of
reorganization are filed simultaneously, but prior to
a formal vote by claimholders. A vote is then
conducted under the jurisdiction of the court. In our
sample of prepacks, 32 are pre-voted and 17 are
post-voted. All 49 of these firms eventually reorga-
nized and emerged from Chapter 11.

As might be anticipated, pre-voted prepacks
require less time in Chapter 11 than post-voted
prepacks. It turns out that pre-voted and post-voted
prepacks differ in other ways as well. In particular,

pre-voted prepacks involve larger firms, involve a
longer time for pre-filing negotiations, incur lower
proportional fees, provide a higher recovery rate for
creditors, have greater dollar percentage deviations
from absolute priority, and provide for lower post-
reorganization equity ownership for creditors.

PREPACKS AND REORGANIZATION
EFFICIENCY

We now turn to our proxy measures of reorga-
nization efficiency. To put our investigation in
context, we compare measures for our proxies for
efficiency with similar statistics generated for OCRs
and traditional Chapter 11 reorganizations as re-
ported in other studies.*

Time to Reorganize. To determine the time
required to reorganize using a prepack, we begin
with the first date on which we could identify any
public indication that the firm had begun negotia-
tions with creditors. We end with the date on which
the plan of reorganization is confirmed by the court.
We split this interval into two components: the time
spent in pre-filing negotiations and the time spent in
Chapter 11.

Overall, total reorganization time is shortest for
OCRs and longest for traditional Chapter 11s. How-
ever, the data suggest that different methods of
distressed restructuring involve trade-offs between
time negotiating outside of court and time spent in
Chapter 11. For example, as shown in Table 1, more
time is devoted to pre-filing negotiations in pre-
voted than in post-voted prepacks—20.0 months
versus 14.9 months—but more time is spent under
court supervision in post-voted than in pre-voted
prepacks—6.0 months versus 1.9 months. On aver-
age, however, the two alternatives require the same
amount of time from start to finish—about 22
months.> Thus, the total length of time required to
complete the reorganization by a prepack does not
appear to be affected by whether the final vote on
the plan occurs out of court or in court.

2. Information on firms filing for Chapter 11 is taken from 7he 1994 Bankruptcy
Yearbook and Almanac, and The 1995 Bankruptcy Yearbook and Almanac, New
Generation Research, Inc.

3. We use the terms pre- and post-voted prepacks in lieu of the terms used
inthe legal literature, i.e., pre-solicited and pre-negotiated prepacks. To us, at least,
our terms are more intuitive.

4. Our comparison data for OCRs and traditional Chapter 11s are taken from
the following studies: 1) Lawrence A. Weiss, 1990, “Bankruptcy Resolution: Direct
Costs and Violations of Priority of Claims,” Journal of Financial Economics27, 285-
314; 2) Stuart C. Gilson, Kose John, and Larry H.P. Lang, 1990, “Troubled Debt
Restructurings: An Empirical Study of Private Reorganization of Firms in Default,”

Journal of Financial Economics, 27, 315-353; 3) Stuart C. Gilson, 1990, “Bank-
ruptey, Boards, Banks, and Bondholders,” Journal of Financial Economics27,355-
387;and 4) Julian R. Franks and Walter N. Torous, 1994, “A Comparison of Financial
Recontracting in Distressed Exchanges and Chapter 11 Reorganizations,” Journal
of Financial Economics 35, 349-370. Specific references are found in the footnotes
to the tables.

5. The statistical significance of the differences between pre-voted and post-
voted prepacks on these dimensions and others are given in our original paper,
“An Empirical Analysis of Prepackaged Bankruptcies,” 19906, Journal of Financial
Economics 40, 135-162.
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Our findings reinforce the suggestion that firms with the lowest degree of distress
reorganize by means of an OCR, firms with an intermediate degree of distress choose
prepacks, and firms in the greatest distress reorganize by means of Chapter 11.

TABLE 1 All Pre-voted Post-voted Out-of-court Traditional
TIME SPENT, COSTS Prepacks! Prepacks? Prepacks3 Restructurings Chapter 11
INCURRED, AND (mean) (mean) (mean) (mean) (mean)
RECOVERY RATES FOR ALL
PREPACKS, PRE-VOTED INITIAL RESTRUCTURING ATTEMPT TO CHAPTER 11 FILING (IN MONTHS)
PREPACKS, POST-VOTED 183 20.0 14.9 ) g.14
PREPACKS, TRADITIONAL : : : n.a. :
CHAPTER 11s, AND OUT- CHAPTER 11 FILING TO CONFIRMATION (IN MONTHS)
OF;T?OUgTT o 3.3 1.9 6.0 na. 23.25
RESTRUCTURING FIRST RESTRUCTURING ATTEMPT TO RESOLUTION OF DISTRESS (IN MONTHS)
21.6 21.9 20.9 15.44 28.54
DOLLAR AMOUNT OF DIRECT RESTRUCTURING COSTS (IN MILLIONS)
$7.05 $8.51 $3.76 $0.804 n.r.
DIRECT RESTRUCTURING COSTS AS A PERCENT OF ASSETS
1.85 1.65 231 0.654 2.80
RECOVERY RATE AS A PERCENT OF CLAIMS (EXCLUDING COMMON EQUITY)
72.9 75.1 69.2 80.17 50.97

n.a. = not applicable; n.r. = not reported

1. Sample size = 49
2. Sample size = 32
3. Sample size = 17

4. Stuart C. Gilson, Kose John, and Larry H.P. Lang, 1990, “Troubled Debt Restructurings: An Empirical Study of Private
Reorganization of Firms in Default,” Journal of Financial Economics 27, 315-353; sample size = 89.

5. Weighted average of Gilson, et al. and Lawrence A. Weiss, 1990, “Bankruptcy Resolution: Direct Costs and Violations of
Priority of Claims,” Journal of Financial Economics 27, 285-314; sample sizes = 126.

6. Weiss; sample size = 37.

7.Julian R. Franks and Walter N. Torous, 1994, “A Comparison of Financial Recontracting in Distressed Exchanges and Chapter
11 Reorganizations,” Journal of Financial Economics 35, 349-370; sample sizes = 45 and 37, respectively.

Comparable data on reorganization time for
OCRs and traditional Chapter 11s also are presented
in Table 1. A comparison between the negotiation
time and time in bankruptcy in prepacks and con-
ventional Chapter 11s supports the observation that
distressed firms trade off time in negotiating out of
court for time spent in Chapter 11. In comparison
with traditional Chapter 11s, more time is devoted to
pre-filing negotiations in a prepack (18.3 months
versus 8.1 months) and less time is spent in court (3.3
months versus 23.2 months). But, from start to finish
the complete process takes less time with a prepack
(21.6 months versus 28.5 months) than with a
traditional Chapter 11. In the case of OCRs, the time
required to complete the process is just over 15
months. Overall, the total time required to complete
a prepack lies near the midpoint between the time
to complete an OCR and the time required for a
traditional Chapter 11.

Direct Costs. We define the direct costs of
reorganizing to include court costs and professional
fees, the bulk of which go to financial advisors. As

shown in Table 1, the direct costs of $8.5 million for
pre-voted prepacks are greater than those of $3.8
million for post-voted prepacks. But, as a percentage
of assets, the direct costs of pre-voted prepacks are
marginally lower than those of post-voted prepacks.
They average 1.65% of assets for pre-voted and
2.31% for post-voted prepacks. As a percentage of
assets, the direct costs of both pre- and post-voted
prepacks lie between the costs of 0.65% for OCRs
and 2.80% for traditional Chapter 11s.

Recovery Rates of Claimholders. The recovery
rate for creditors and preferred stockholders, which
is the total payoff to these classes of claimholders
divided by the amount of their claims, is displayed
in the bottom row of Table 1. The recovery rate for
all classes of creditors and preferred stockholders is
75.1% in pre-voted prepacks and 68.2% in post-voted
prepacks.® These levels compare with the recovery
rates of 80.1% and 50.9% for OCRs and traditional
Chapter 11s, respectively. Thus, on this statistic as
well, both types of prepacks lie between OCRs and
traditional Chapter 11s.

6. The recovery rates for the individual classes can be found in our original
paper cited earlier.
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TABLE 2 All Pre-voted Post-voted Out-of-court Traditional

PERCENTAGE DOLLAR Class Of Claimant Prepacks! Prepacks2 Prepacks3 Restructurings? Chapter 115

DEVIATIONS FROM

ABSOLUTE PRIORITY Secured Creditors -0.61 -0.91 0.09 -3.54 —2.63
Unsecured Creditors -1.42 -1.91 -0.57 —4.39 -0.50
Preferred Stock 0.69 0.47 1.44 -1.39 0.80
Common Stock 1.71 2.59 0.20 9.51 2.28

1. Sample sizes for the various classes = 33, 38, 13, and 38, respectively.

2. Sample sizes for the various classes = 23, 24, 10, and 24, respectively.

3. Sample sizes for the various classes = 10, 14, 3, and 14, respectively.

4. Julian R. Franks and Walter N. Torous, 1994, “A Comparison of Financial Recontracting in Distressed Exchanges and Chapter
11 Reorganizations,” Journal of Financial Economics 35, 349-370. Sample size = 45.

5. Franks and Torous (above reference). Sample size = 37.

The intermediate recovery rate for prepacks,
considered together with their intermediate levels of
direct costs and total reorganization time (which is
likely to capture indirect costs), suggests that the
financial health of a firm plays an important role in
its choice of a reorganization method. That is, our
findings reinforce the suggestion that firms with the
lowest degree of distress reorganize by means of an
OCR, firms with an intermediate degree of distress
choose prepacks, and firms in the greatest distress
reorganize by means of Chapter 11 (or are liquidated
in Chapter 7). Since our data include only prepacks,
we are unable to test this conjecture directly.

Deviations from Absolute Priority. Absolute pri-
ority is upheld in a reorganization when a class of
securities receives a payoff with a market value at
least equal to the face value of its claim before a
junior class receives any distribution. The degree to
which absolute priority is preserved in a reorganiza-
tion is an indicator of the degree to which the terms
of debt contracts are upheld and creditors are pro-
tected from expropriation in the bankruptcy process.

For our sample of prepacks, absolute priority is
upheld in 22% of the cases; priority is upheld for
secured creditors but not for unsecured creditors in
47% of the cases. For the remaining 31% of the firms,
priority is violated for secured creditors. When we
distinguish between pre-and post-voted prepacks,
we find that absolute priority is upheld more fre-
quently in post-voted than in pre-voted prepacks.

In traditional Chapter 11 reorganizations, abso-
lute priority is upheld 22% of the time. Priority is

upheld for secured, but not unsecured creditors 70%
of the time, and priority is violated for secured
creditors just 8% of the time.

Our data indicate that violations of absolute
priority are frequent in prepacks. To determine the
economic significance of these violations, we calcu-
late percentage dollar deviations from absolute pri-
ority as the dollar amount of the deviation divided by
the dollar amount paid to all claimholders in the
reorganization.” As reported in Table 2,® the percent-
age dollar deviations from absolute priority are greater,
onaverage, in pre-voted than in post-voted prepacks.
Nevertheless, in both types of prepacks the percent-
age dollar deviations from absolute priority are quite
small. For example, for secured creditors the per-
centage dollar deviation is —0.91% in pre-voted
prepacks and it is +0.09% in post-voted prepacks. In
comparison, the percentage dollar deviations for
secured creditors are —3.54% and —2.63%, respec-
tively, for OCRs and traditional Chapter 11s.

The positive deviation of 0.20% for common
stockholders in post-voted prepacks is smaller than
the +9.51% and +2.28% positive deviations, respec-
tively, in OCRs and traditional Chapter 11s. The
positive deviation of +2.59% in pre-voted prepack is
about the same as in traditional Chapter 11s and
much smaller than that in OCRs.

One interpretation of these results is that per-
centage dollar deviations are smaller for prepacks
than for other forms of distressed restructurings.
Alternatively, there may be small differences in the
methodology or in the sample period that result in

7. 1f the firm has sufficient value to pay the claim in full, the dollar amount of
the deviation is the amount by which the settlement falls below or above the face
amount of the claim. Otherwise, the dollar deviation is the amount that the
settlement lies above or below the amount the class of claimholders would have
received had priority been upheld.

8. Because both unclassified claims and priority claims suffer no violations of
absolute priority in our prepack sample, we do not report results for these classes
in the table.
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Although the initial announcement of restructuring is bad news for shareholders,
both the filing and confirmation of a prepack are good news. Traditional Chapter 11

filings, by contrast, are bad news.

TABLE 3
POST-REORGANIZATION
STOCK OWNERSHIP IN
PREPACKAGED
BANKRUPTCIES

All Pre-voted Post-voted Out-of-court Traditional
Class Of Claimant Prepacks! Prepacks? Prepacks3 Restructurings* Chapter 115
Secured Creditors 13.9% 14.7% 12.2% n.r. n.r.
Unsecured Creditors 50.6 46.5 58.3 n.r. n.r.
All Creditors 64.5 61.2 70.5 41.9%0 79.2%7
Preferred Stock 1.9 29 0.1 nr. n.r.
Common Stock 21.6 22.8 19.3 n.r. n.r.
New Equity Capital 9.6 10.5 8.0 n.r. n.r.
Other® 2.4 2.6 2.1 n.r. n.r.

n.r. = not reported

1. Sample sizes for the various classes = 18, 38, 45, 14, 41, 9, and 18, respectively.
2. Sample sizes for the various classes = 12, 25, 30, 11, 28, 6, and 11, respectively.
3. Sample sizes for the various classes = 6, 13, 15, 3, 13, 3, and 7, respectively.

4. Julian R. Franks and Walter N. Torous, 1994, “A Comparison of Financial Recontracting in Distressed Exchanges and Chapter
11 Reorganizations,” Journal of Financial Economics 35, 349-370. Sample size = 45.

5. Franks and Torous (above reference). Sample size = 37.

6. Stuart C. Gilson, 1990, “Bankruptcy, Boards, Banks, and Blockholders,” Journal of Financial Economics27,355-387. Sample

size = 50.

7. Gilson (above reference). Sample size = 61.
8. Management, ESOP, or contingent claimholders.

higher deviations in other studies. What does appear
consistently across other studies and our own,
however, is that compliance with absolute priority is
greater when firms end up in court, or when voting
occurs under the auspices of the court. Indeed, for
the 11 firms in our prepack sample that modified the
original reorganization plan while under court su-
pervision, two firms made changes that did not affect
the deviations from priority and the remaining nine
made changes that resulted in smaller deviations
from priority.

Post Reorganization Equity Ownership. Table
3 summarizes post-reorganization equity ownership
for the firms in our sample in comparison with OCRs
and traditional Chapter 11s. Creditors end up with
61.2% of the equity in pre-voted and 70.5% of the
equity in post-voted prepacks. Both these numbers
lie between the 41.9% for OCRs and the 79.2% for
traditional Chapter 11s. In 76% of the prepack cases,
creditors end up with at least 50% of the equity. Thus,
in a typical prepack, control is transferred to credi-
tors. On average, shareholders retain 21.6% of the
equity in the reorganized firms.

Stock Market Reactions. An important measure
of how shareholders fare in a reorganization is the
change in the market value of securities at critical
points during the reorganization. We have stock price
data for 21 of the prepack firms. For these compa-

nies, we calculate the excess stock returns around
three announcements: (1) the initial indication of a
restructuring attempt, (2) the Chapter 11 filing date,
and (3) the confirmation date of the plan.” The av-
erage announcement day excess returns are —3.9%,
+3.2%, and +7.6%, all of which are statistically signifi-
cant. Accordingly, the initial announcement of re-
structuring is bad news, while the prepack filing and
confirmation are good news for shareholders. For
traditional Chapter 11 filings, excess returns on the
first two of these event dates are reported as —6.3%
and —16.7%, both of which are significantly negative.
These results suggest prepacks are good news rela-
tive to traditional Chapter 11s. For OCRs excess re-
turns of —1.6% and +0.7% are reported at the initial
restructuring and resolution dates, respectively.'?
While prepack returns have the same signs as OCRs,
neither of the OCR excess returns is statistically sig-
nificant. Still, prepacks generate market reactions
more similar to OCRs than traditional Chapter 11s.

The reason for the small sample in the stock
price study is that of the 49 firms in our sample, 44
had at least one publicly-traded security, but only
23 had publicly-traded common stock. (Two firms’
publicly traded common stock had ceased trading
by the initial restructuring announcement.) The
largest firm in the sample, Southland Corp., had
total assets of $3.4 billion, but did not have publicly-

9. Details of the market model procedures we followed to calculate abnormal
returns are contained in our original paper cited above.

10. See Gilson, John, and Lang (1990), cited earlier.
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traded common stock; the smallest firm, ARIX Corp.,
had assets of $9.7 million and did have publicly
traded stock. The mean and median book value of
total assets for firms in our sample are $570 million
and $313 million, respectively. Thus, the relative
frequency of firms with privately-held stock should
not be attributed to the small size of the firms. The
disproportionate number of private companies in
our sample is more likely due to the fact that 22 of
the firms underwent a leveraged buyout (LBO)
within the 7-year period prior to the prepack. While
the high number of former LBO firms in our sample
suggests a link between the organizational form of
the firm and the decision to reorganize using a
prepack, we were unable to discover any statistical
difference in any dimension we examined between
those firms that had undergone an LBO and those
that had not.

WHY PREPACK?

All else equal, an efficient reorganization pro-
cess will require a shorter time, have a lower cost,
and will result in higher recovery rates than a less
efficient reorganization process. Furthermore, an
efficient process should result in low deviations from
priority. With the exception of deviations from
priority, the statistics in the tables suggest that OCRs
are the most efficient form of reorganization, fol-
lowed by prepacks, while traditional Chapter 11s are
the least efficient form of distressed restructuring.
Since prepack firms engage in extended pre-filing
negotiations, why do these firms not merely reorga-
nize out of court rather than file a prepack? McConnell
and Servaes suggest three possible reasons. Two of
these reasons relate to solving the holdout and free-
rider problems that can arise in OCRs.!! Our sample
provides some evidence on these points.

HOLDOUTS, CRAM-DOWNS, AND
RECALCITRANT INVESTORS

For an OCR to be successful, significant debt
relief must be achieved. Most OCRs specify that 90%

or 95% of creditors must participate in order for the
planbe implemented. The level of support necessary
for a bankruptcy plan to be confirmed is much lower
and, if confirmed, 100% of creditors must participate.
Furthermore, the court can “cram down” the plan on
especially recalcitrant creditors. Thus, the cram-
down provision under Chapter 11 can resolve even
the most severe holdout problem where either one
powerful creditor or a group of creditors blocks a
reorganization plan that has broad support among
the remaining creditors.'* Although the cram-down
provision has been invoked relatively often for
equityholders in Chapter 11 bankruptcies, the pro-
vision has seldom been used for creditors. However,
for two firms in our sample of 49 prepacks, the
reorganization plan was crammed down on credi-
tors, as well.”® The case of E-II Holdings, Inc.
illustrates how the cram-down provision of the
Bankruptcy Code can be used to solve severe
holdout problems.

E-II was spun off in a 1987 leveraged buyout of
Beatrice Companies. In 1991, E-IT announced that it
would stop paying interest on its bonds. After
extended negotiations with an unofficial creditors’
committee, a plan of reorganization was proposed
that provided debtholders a substantial equity stake
in the firm. However, there was a major disagree-
ment between senior and junior debtholders about
the valuation of the firm. Senior debtholders favored
a relatively conservative estimate of post-emergence
value, which provided them a larger share of the
firm’s equity. Junior debtholders favored a higher
valuation of the firm, which would reduce the
proportion of equity required to pay senior
debtholders in full.

During the restructuring discussions, two inves-
tors who specialize in trading securities in financially
distressed firms (“vulture” investors) took substantial
positions in E-II's two debt issues. Carl Icahn ac-
quired 31% of the junior issue and Leon Black’s
Apollo Advisors acquired 24% of the senior debt
issue and 27% of the junior debt issue. Thus, either
Icahn or Black could effectively block any out-of-
court reorganization.

11. A third reason for firms filing for prepackaged bankruptcy, also discussed
by McConnell and Servaes, relates to the possible loss of tax benefits in an OCR.
See Merton H. Miller, 1991, “Tax Obstacles to Voluntary Corporate Restructuring,”
Journal of Applied Corporate Finance 4, 20-23. For empirical evidence on the tax
motive for prepacks, see Brian L. Betker, 1995, “An Empirical Examination of
Prepackaged Bankruptey,” Financial Management 24, 3-18.

12. Ina cram-down, the court forces a class of creditors to accept the plan even
though the requisite levels of support are not achieved.

13. For eight firms in our sample of prepacks, common equity holders received
nothing under the plan of reorganization. Under the 1978 Bankruptcy Reform Act,
a class which receives no distribution automatically is presumed to reject the plan
and, therefore, does not vote. Accordingly, in these eight firms, the plan was
crammed down on the equity holders.
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In every case where we could obtain data, at least one class of claimholders gave a
higher level of support for a prepackaged plan than for a proposed exchange offer
[with identical terms].

InJune 1992, E-Il announced that an agreement
in principle on a plan of reorganization had been
reached with the creditors’ committee and filed its
plan of reorganization. Although 90.5% in number of
the voting junior debtholders subsequently supported
the plan, clearing the 50% hurdle, only 59.5% in
dollar amount cast favorable votes, thus falling short
of the two-thirds requirement. Later E-IT submitted a
second plan wherein the estimated value of the firm
was increased, thereby improving the apparent re-
covery rate for junior debtholders. The plan also
gave senior debtholders the right to receive payment
in equity rather than debt, thus giving them an option
to maintain control of the firm. But, Icahn did not
support the second plan because it did not give him
a controlling equity position; therefore, the planagain
failed to achieve the required level of support for
confirmation. In the confirmation hearing, however,
the court crammed down the firm’s plan of reorga-
nization on the dissenting junior debtholders, thereby
circumventing the junior debtholders who had held
out against the second plan.

CHAPTER 11 AND FREE-RIDERS

Because all security holders must participate in
any exchange of securities in Chapter 11, a bank-
ruptcy reorganization can help to solve the free-rider
problem that can arise in an OCR. Creditors have an
incentive not to exchange their old securities for new
ones with less favorable terms and, thereby, to “free-
ride” on the concessions granted by other creditors
even though the exchange would benefit all credi-
tors collectively. Because allcreditors must exchange
securities in a Chapter 11 reorganization, bankruptcy
can resolve the free-rider problem by removing the
incentive to free-ride on the concessions of others.

Our sample offers some insights into the way in
which prepacks may provide a low-cost mechanism
for solving the free-rider problem. In nine of the
prepacks in our sample, the firm simultaneously
mailed to creditors both a solicitation for an out-of-
court exchange offer and a ballot for a prepackaged
reorganization. The terms of the out-of-court restruc-

turing and the prepack were identical. In each case,
the firm indicated that the reorganization would be
completed out of court if the exchange offer received
sufficient participation. Because each of these firms
ended up in our prepack sample, the OCR attempt
obviously failed. In each of the four cases where we
could obtain data, at least one class of claimholders
gave a higher level of support for the prepackaged
plan than for the proposed exchange offer. Appar-
ently, the claimholders were more willing to partici-
pate in the prepack, which ensured 100% participa-
tion by claimholders, than in the identical exchange
offer, which did not guarantee 100% participation.

Consider the specific case of Gaylord Container.
Gaylord Acquisition Corp., subsequently Gaylord
Container Corp., was formed in 1986 to acquire
assets in the paper industry. Gaylord made numer-
ous acquisitions between 1986 and 1989. In 1990
Moody’s lowered its rating on the firm’s debt, citing
higher-than-expected operating costs and high debt
levels. Gaylord suspended interest payments on its
subordinated notes in 1991. In 1992, following
negotiations with creditors, Gaylord filed a registra-
tion statement with the SEC for an exchange offer
with a back-up plan for a prepack should the
exchange offer fail. The firm determined that to
restructure successfully, 95% (in amount) of the
subordinated debtholders must tender in the ex-
change offer. When the solicitation period expired,
only 89% of the subordinated debt was tendered;
but, at the same time, holders of 97% of this debt
consented to the prepack. The firm’s CEO con-
cluded, “Clearly, holders of the subordinated debt
opted for the prepackaged plan alternative that
binds 100 percent of the bondholders and, therefore,
treats all holders equally.”**

In sum, prepacks appear to provide a means
of resolving the free-rider problem in reorganiza-
tions of financially distressed firms."

COMMENTARY AND CONCLUSIONS

It is tempting to conclude from our findings that
prepacks offer most (or all) of the advantages of a

14. Quoted from news release by the firm to PR Newswire Association,
September 12, 1992. (From Lexis Conews file.)

15. The LTV bankruptcy case may have exacerbated the holdout and free-rider
problems. In 1986, LTV negotiated an exchange offer with some of its creditors who
received new bonds with market values substantially below the face values.
Subsequently, LTV filed for bankruptcy. In 1990, the court ruled that the
bondholders who had participated in the exchange only could claim the market
value of their claims. Prior to this decision, courts had ruled that claims were

recognized at face value even though they had been issued at a discount inan OCR.
Therefore, the court’s decision in the LTV case increased incentives to holdout and
free-ride making OCRs less attractive. The large increase in the use of prepacks after
1990 is consistent with this observation. However, in 1992 the court reversed the
LTV decision. To date prepacks remain a frequent method of resolving financial
distress. We speculate that the LTV decision spurred the use of prepacks as a
mechanism for resolving the holdout/free-rider problem, and now that they have
become established, they will continue to be used.
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traditional Chapter 11 atlower cost. For example, our
results show that

(1) both the time spent in bankruptcy and the total
time spent in reorganizing the firm are less with a
prepack than with a traditional Chapter 11;

(2) the average direct cost of resolving financial
distress is less in a prepack than in a traditional
Chapter 11;

(3) the recovery rate by creditors is higher in a
prepack than in a traditional Chapter 11;

(4) the incidence of violations of strict absolute
priority is roughly the same as in traditional Chapter
11 bankruptcies; and

(5) the transfer of control to creditors in prepacks
is similar to the transfer of control accomplished in
traditional Chapter 11 reorganizations.

But if these results suggest that prepacks are a
“cheap” substitute for traditional Chapter 11 filings,
there are also good reasons to believe that prepacks
are not an option for many of the firms that end up
in Chapter 11. For example, a large percentage of the
firms that chose a traditional Chapter 11 reorganiza-
tion may simply have lacked the financial resources
necessary to continue operations throughout the
relatively long pre-filing negotiation period (18
months, on average) typical of a prepack.

Alternatively, our findings could also be used to
support the case that prepacks are substitutes for
OCRs in that prepacks offer an inexpensive solution
to holdout and free-rider problems. This reading of
the evidence would suggest that, before the rise of
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prepacks, if the costs of a traditional Chapter 11 were
sufficiently greater than the costs of an OCR, even
hesitant creditors may have been coerced into an
out-of-court restructuring. But, insofar as a prepack
now offers a low-cost mechanism for pressuring all
creditors to participate, the firm may elect a prepack
rather than an OCR.

Our best guess is that both arguments have
some validity. That is, we believe that some firms that
would have chosen an OCR in the past now choose
to reorganize by means of a prepack, while other
firms that would have opted for a traditional Chapter
11 also choose to reorganize with a prepack. Lending
support to this view are our findings that pre-voted
prepacks have outcomes much closer to those of
OCRs while post-voted prepacks look more like
traditional Chapter 11s.

In this sense, the advent of prepacks can be
viewed as providing yet another option for finan-
cially distressed firms. Indeed, our findings can be
interpreted as suggesting that prepacks themselves
add to a range of possible solutions to financial
distress that stretches between OCRs at one extreme
and traditional Chapter 11s at the other. In each case,
the solution reflects the working out of a process in
which creditors and debtors are free to choose the
method of reorganization that provides the greatest
benefit at the lowest cost given their particular
circumstances. It is our hope that the data provided
here will be of use to debtors and creditors con-
fronted with these choices.

m FLIZABETH TASHJIAN

is Associate Professor of Finance at the University of Utah’s
David Eccles School of Business.

106

VOLUME 8 NUMBER 4 ® WINTER 1996



Journal of Applied Corporate Finance (ISSN 1078-1196 [print], ISSN
17456622 [online]) is published quarterly on behalf of Morgan Stanley by
Blackwell Publishing, with offices at 350 Main Street, Malden, MA 02148,
USA, and PO Box 1354, 9600 Garsington Road, Oxford OX4 2XG, UK. Call
US: (800) 835-6770, UK: +44 1865 778315; fax US: (781) 388-8232, UK:
+44 1865 471775, or e-mail: subscrip@bos.blackwellpublishing.com.

Information For Subscribers For new orders, renewals, sample copy re-
quests, claims, changes of address, and all other subscription correspon-
dence, please contact the Customer Service Department at your nearest
Blackwell office.

Subscription Rates for Volume 17 (four issues) Institutional Premium
Rate* The Americas™ $330, Rest of World £201; Commercial Company Pre-
mium Rate, The Americas $440, Rest of World £268; Individual Rate, The
Americas $95, Rest of World £70, €105%; Students**, The Americas $50,
Rest of World £28, €42.

*Includes print plus premium online access to the current and all available
backfiles. Print and online-only rates are also available (see below).

fCustomers in Canada should add 7% GST or provide evidence of entitlement
to exemption

*Customers in the UK should add VAT at 5%; customers in the EU should also
add VAT at 5%, or provide a VAT registration number or evidence of entitle-
ment to exemption

** Students must present a copy of their student ID card to receive this
rate.

For more information about Blackwell Publishing journals, including online ac-
cess information, terms and conditions, and other pricing options, please visit
www.blackwellpublishing.com or contact our customer service department,
tel: (800) 835-6770 or +44 1865 778315 (UK office).

Back Issues Back issues are available from the publisher at the current single-
issue rate.

Mailing Journal of Applied Corporate Finance is mailed Standard Rate. Mail-
ing to rest of world by DHL Smart & Global Mail. Canadian mail is sent by
Canadian publications mail agreement number 40573520. Postmaster
Send all address changes to Journal of Applied Corporate Finance, Blackwell
Publishing Inc., Journals Subscription Department, 350 Main St., Malden, MA
02148-5020.

Journal of Applied Corporate Finance is available online through Synergy,

Blackwell's online journal service which allows you to:

¢ Browse tables of contents and abstracts from over 290 professional,
science, social science, and medical journals

¢ Create your own Personal Homepage from which you can access your
personal subscriptions, set up e-mail table of contents alerts and run
saved searches

¢ Perform detailed searches across our database of titles and save the
search criteria for future use

e Link to and from bibliographic databases such as ISI.

Sign up for free today at http://www.blackwell-synergy.com.

Disclaimer The Publisher, Morgan Stanley, its affiliates, and the Editor cannot
be held responsible for errors or any consequences arising from the use of
information contained in this journal. The views and opinions expressed in this
journal do not necessarily represent those of the Publisher, Morgan Stanley,
its affiliates, and Editor, neither does the publication of advertisements con-
stitute any endorsement by the Publisher, Morgan Stanley, its affiliates, and
Editor of the products advertised. No person should purchase or sell any
security or asset in reliance on any information in this journal.

Morgan Stanley is a full service financial services company active in the securi-
ties, investment management and credit services businesses. Morgan Stanley
may have and may seek to have business relationships with any person or
company named in this journal.

Copyright © 2004 Morgan Stanley. All rights reserved. No part of this publi-
cation may be reproduced, stored or transmitted in whole or part in any form
or by any means without the prior permission in writing from the copyright
holder. Authorization to photocopy items for internal or personal use or for the
internal or personal use of specific clients is granted by the copyright holder
for libraries and other users of the Copyright Clearance Center (CCC), 222
Rosewood Drive, Danvers, MA 01923, USA (www.copyright.com), provided
the appropriate fee is paid directly to the CCC. This consent does not extend
to other kinds of copying, such as copying for general distribution for advertis-
ing or promotional purposes, for creating new collective works or for resale.
Institutions with a paid subscription to this journal may make photocopies for
teaching purposes and academic course-packs free of charge provided such
copies are not resold. For all other permissions inquiries, including requests
to republish material in another work, please contact the Journals Rights and
Permissions Coordinator, Blackwell Publishing, 9600 Garsington Road, Oxford
0X4 2DQ. E-mail: journalsrights@oxon.blackwellpublishing.com.





