
Senior Lender Monitoring and Bankruptcy Inefficiencies

Senior Lender Control in Bankruptcy

• Firms increasingly enter bankruptcy having pledged virtually all their assets to senior 

lenders (Hotchkiss et al., 2023)

• The level of secured debt increases the sales of going concern businesses, increases 

asset sales and liquidations (Gilson et al., 2021;Ayotte and Morrison, 2009)

• DIP financing further strengthens creditor influence, it is over-collateralized and 

spreads high despite near-zero risk (Triantis,2020; Eckbo et al., 2023)

Question: How does senior lender control change as firms approach 

bankruptcy?
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Overview 

• Within-firm changes in lenders’ monitoring behaviors and control 

rights prior to bankruptcy

• First evidence on how senior lender pre-bankruptcy monitoring 

behaviors affect bankruptcy outcome

• Recovery rate for senior lenders (↑) and junior lenders (↓)

• Fire sale in bankruptcy (↑) 

• Inter-creditor conflicts (↑) 

• Collateral value as the key mechanism driving changes in lender 

behavior

Covenant Change (Intensive) & Bankruptcy Outcome

Covenant Change (Extensive) & Bankruptcy Outcome

Conclusion

Data (Bankruptcy & Loan)

Bankruptcy & Loan Data

• UCLA-LoPucki Bankruptcy Data (290 firms) 

• Bloomberg Law: Debt recovery rate by instrument, 363 fire sale, inter-

creditor opposition on DIP loan

• Corporate filings 10-K, 10-Q, 8-K 

• Event-level: Loan paths of all loans outstanding 5 years before the bankruptcy 

(Origination, Restatement, Amendment, Waiver, Forbearance, Termination)

• Quarterly-level: Financial covenants (Types, Thresholds)

• Bank’s monitoring behaviors change as firms get more distressed

• Why? Monitoring and renegotiation are costly

• How? On the extensive margin, changes in covenant types; on the intensive 

margin, relaxation of existing covenant thresholds

• Exercise of conventional control rights (violation detection and renegotiation) is 

not valued as much

• Senior creditors are protected, junior creditors face lower recovery
• Less information is transmitted to the market due to changes in delegated monitoring

• The bankruptcy process becomes more inefficient

• When collateral liquidation value is high, changes in monitoring 

behavior are more likely 
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Figure 1: Number and Type of Covenants in Event time

Figure 2: Breakdown of the Type of Covenants in Event time

Groups based on the history of covenants:

• Always: Always had the general debt-related covenant

• Shift-Other: Shifted away from general debt-related covenant to other covenants

• Shift-Spring: Shifted away from general debt-related covenant to springing covenants

• Shift-None: Shifted away from general debt-related covenant to no covenants

• Never: Never had general debt-related covenant

Mechanism: Collateral vs. Debt Outstanding

Table 2: Bankruptcy Outcome by 

Covenant Value Change 

Classification of Financial Covenant

• General debt-related 

• All debt ratio (debt to EBITDA, capitalization, asset ratio), Coverage ratio covenant 
(interest, fixed charge, debt service coverage)

• 76 percent of loans with maintenance covenants have leverage ratio in 2018 
(Brauning, Ivashina, and Ozdagli, 2022)

• Other covenants
• Cash flow (EBITDA, net income), Secured debt (senior secured debt ratio, first lien 

debt ratio), Collateral (collateral coverage ratio, asset coverage ratio, loan-to-value 
ratio), Liquidity (liquidity, availability, cash, current ratio), Net worth (net worth, 
tangible net worth)

• Springing covenant
• Triggered only if the borrower’s line of credit is used beyond a contractually 

determined threshold

Table 1: Bankruptcy Outcome by Covenant Structure

Figure 3: Covenant Value Change for Always Groups

• The absence of general covenants (Never group) or their replacement 

with conditional mechanisms like springing covenants (Shift-Spring 

group) lead to:

• Disproportionately lower recovery for junior and unsecured creditors 

• More fire sales in bankruptcy and more objections from other parties

• More relaxation of general debt-related covenants leads to:

• Disproportionately lower recovery for junior and unsecured creditors 

• Q: How about the intensive value change?

• A: Look at the covenant threshold change of the Always Group 
                                       (Always had the general debt-related covenant)  

• Liquidation value serves as the 

minimum recovery amount

• Intuition: “Obviously, a fully 

collateralized lender is 

immunized from borrower 

performance and has no 

incentive to monitor” (Rajan and 

Winton, 1995)

• Hypothesis: Debt amount 

relative to liquidation value 

dictates the marginal benefit of 

monitoring

Result: Fully collateralized lenders are more likely to shift away from 

general debt-related covenants, especially to springing covenants
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