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The Federal Bankruptcy Code allows shareholders of 
distressed firms to extract value from deviations from 
the absolute priority rule (”APR”); i.e., to retain some 
value even when creditors are not fully satisfied. Under 
Chapter 11, the most common shareholder tactic to 
retain value is drag out the automatic stay.

In this article, I analyze the negative ex ante effects 
resulting from ex post deviations from the APR. Such 
deviations have an adverse effect on ex ante management 
decisions made prior to the onset of financial distress, 
including investments, dividend distributions, and 
leverage. I will show that APR deviations aggravate this 
moral hazard.

For example, the possibility of deviating from the APR 
increases shareholders’ (and incentivized managers’) 
bias toward riskier investments (Jensen and Meckling 
(1976), Green (1984)), leading them to choose a riskier 
project over a safer one even if the risky project offers 
a lower expected NPV. I will show that the ex post 
deviations from the APR strengthen this distortion.

The intuition behind this is that deviations from the APR 
increase shareholder value at the expense of creditors in 
distressed times, which increases the bias toward risky 
projects. Moreover, the risk of APR deviations results in 
increased credit spreads to compensate creditors from 
the possible value transfer which, in turn, exacerbates 
the preference for risky projects.

While the model I propose focuses on the moral hazard 
for investment decisions based on expected deviations 
from the APR, the model also works for dividend 
payment and leverage decisions.

This article is organized as follows. Section 1 presents 
the framework of analysis. Section 2 analyzes ex ante 
behavior and share value in a regime without deviations 
from the APR. Section 3 analyzes behavior and share 
value allowing for deviations from the APR. Section 4 
discusses the generality of the model’s results. Section 
5 concludes.

1 –  The Model

Consider the following sequence of events.  At  time 
t = 0,  a company borrows D > 0.  At time t = 1, the 
shareholders choose between two projects: one is 
”safe” and the other ”risky”. Finally, at time t = 2, the 
firm’s final output, W, is realized and divided between 
creditors and shareholders.

1.1  The Initial Debt Contract

I assume, for simplicity, that all participants are risk-
neutral. Let i be the interest rate set by the participants 
at t = 0 for the entirety of the debt contract; i.e., at  
t = 2 the company will owe  D(1 + i) to its creditors.  
Let i₀ denote the risk-free interest rate.  I assume  that 
potential creditors compete to offer the interest rate i 
most favorable to shareholders, subject to i₀.

1.2  The Management Decision

I assume that shareholders make their investment 
decision at t = 1 and that the choice project is not 
verifiable, so that it cannot be specified in the debt 
contract.

If the shareholders choose the safe project, then the 
final output, W , will be S  >  D (1 + i₀). If they choose the 
risky project, then the final output, W , is θR, where R is 
the positive expected return and θ is a random variable 
with expected value equal to 1.  Let θ be distributed 
continuously with positive density throughout the 
interval (0, θ), where θ > 1. At t = 1, the shareholders 
observe R, but the value θ is realized at t = 2.

Given the information available at t = 0, the parties 
know S but only the distribution of R. Since the risky 
project may offer a higher or lower expected return 
than the safe one, we let R be distributed continuously 
with positive density throughout (0, R), where  
R > S. The moral hazard problem is that at t = 1, the 
shareholders may choose the risky project even if  
R < S.
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1.3  The Final Period

The final output, W, is realized at t = 2 and is divided 
between creditors and shareholders. I assume that 
deviations from the APR are possible only under 
Chapter 11.

Under Chapter 11, the shareholders will be able to 
recover some value independently of the magnitude 
of W. Specifically, if W < D(1+i), by filing for Chapter 
11, the shareholders will be able to get αW, where  
α > 0. Moreover, by availing themselves of protection, 
they will be able to obtain more than their legal right 
if the firm is close to insolvency, i.e., if W exceeds 
D(1 + i) by an amount that is sufficiently small. For  
simplicity,  I assume that  the shareholders will always  
be able to get at least αW even if their legal entitlement  
W − D(1 + i) is less than that. That is, if  
0 < W − D (1 + i) < αW , shareholders will get  
max[W − D (1 + i), αW ], and creditors will receive  
min[D (1 + i), (1 − αW ].

1.4  The Equity Value

Let V₀ be the ex ante value  of the equity.  I assume 
that creditors cannot be ”cheated” by Chapter 11, i.e., 
that creditors will always capture an expected return 
i₀. Therefore, whether V₀ will be higher in or out of 
bankruptcy depends on which regime leads to more 
efficient investment decisions.

Let V₀∗ denote the first-bet value for V₀. Then,

V₀∗ = [Pr(R ≤ S)]S + [Pr(R > S)]E[R|R > S] − D (1 + i₀). (1)

As I will show, this value of V₀ cannot be achieved either 
in or out of bankruptcy.

2 – No Deviations from the Absolute Priority Rule
I start with a regime where Chapter 11 is not available 
and value is distributed according to the APR. I will 
analyze the outcome of this regime in the three 
subsections below.

2.1  The Shareholders’ Choice Given an Interest 
Rate

In a regime without Chapter 11 and where the APR 
is strictly adhered to, at t = 1, given i, and once the 
shareholders observe R, they will choose the risky 
project if and only if:

Eθmax[θR − D(1 + i), 0] ≥ max[S − D(1 + i), 0].          (2)

Let RN (i) denote the smallest nonnegative value of R 
that equates the left- and right- hand sides of (2).  The 
shareholders will choose the risky project if and only if 
R ≥ RN (i).

Using Jensen’s inequality and the convexity of the 
max function in (2), we can show that if a risky project 
with R = S does not always lead to insolvency, i.e.,  
θS > D(1 + i), then the left-hand side of (2) is always 
greater than its right-hand side for R = S. Furthermore, if  
D(1 + i) ≥ S, then the right-hand side of (2) equals 0, and  
RN (i) = 0. It follows that,  for any given i,

RN (i) < S

Inequality (3) implies that the shareholders may 
choose the risky project inefficiently, i.e., even if R < 
S. This result is the familiar moral hazard problem (see, 
e.g., Jensen and Meckling (1976)) and tells us that 
shareholders may choose inefficiently because they 
have more to gain from a favorable outcome than they 
have to lose from an unfavorable one.

2.2  The Equilibrium Interest rate

Let iN be the interest rate set by the parties at t = 0 and 
let FN (i) be the expected creditors’ recovery, in both 
cases under the no Chapter 11 (i.e., no deviations from 
the APR) regime. This expected recovery must satisfy:

FN (i) = Pr[R < RN (i)]min[D (1 + i),s]
+ Pr[R ≥ RN (i)]ER{Eθmin[D (1 + i), θR]|R ≥ RN (i)}

Let’s assume that there exists some i that satisfies the 
creditors’ constraint, FN (i) ≥ D (1 + i₀), and provides 
shareholders with a positive expected value.1 In a 
competitive market for debt, the equilibrium interest 
rate, iN , will satisfy:

FN (iN ) = D(1 + i0).

Note that my assumption that there exists such an 
iN that leaves shareholders with a positive expected 
value implies that this iN allows some positive 
probability of solvency. Therefore, iN satisfies  
D(1 + iN ) < θR, or iN < (θR/D) − 1.

2.3  The Initial Value

Let V₀N be the ex ante value of the equity under the 
no-reorganization regime. Eq.(5) implies that, in this 
scenario, the creditors capture an expected return i₀. 
Therefore,

V₀N = Pr[R < RN (iN )]S 
+ Pr[R ≥ RN (iN )[E[R|R ≥ RN (iN )] − D(1 + i₀).      (6)

Note that, since RN (iN ) < S (see Eq. (3)), the V₀N in 
Eq. (6) falls short of the first-bet value V₀∗ in Eq. (1), 
Specifically, V₀N is lower than V₀∗ by the difference: 
Pr[RN (iN ) ≤ R < S]E[S − R|RN (iN ) < S].
1 If the moral hazard problem is sufficiently severe, such i might not exist. In 
such a case, the moral hazard problem would prevent the firm from borrowing 
an amount D

(3)

(4)

(5)
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3 – Allowing for Deviations from the Absolute 
Priority Rule
I now apply the same three steps to a bankruptcy regime 
where Chapter 11 is available and deviations from the 
APR can occur. Accordingly, I start with the question of 
how stockholders will choose between projects given 
an interest rate.

3.1  The Shareholders’ Choice Given an Interest 
Rate

Consider the choice of a project at t = 1 when 
reorganization is allowed. Given i, once the shareholders 
observe R, they will choose the risky project if and only 
if:

Eθmax[θR − D (1 + i), αθR] ≥ max[S − D (1 + i), αS].  (7)

Let RR(i) denote the unique value of R that turns (7) 
into an equality. There always exists such a value. The 
shareholders will choose the risky project if and only if  
R ≥ RD(i). 

We can now compare the project choices at  
t = 1 under the two regimes for any given i. As 
the following proposition indicates, for any given  
i ≤ [S(1 − α)/D] − 1, the availability of Chapter 11 makes 
the shareholders more likely to choose the risky project.2

Proposition 1. RR(i) < RN (i), for any i ≤ [S (1 − α)/D] − 1.

The intuition of this result is that, under both regimes, 
shareholders have an inefficient incentive to invest in 
risky projects. The availability of Chapter 11, however, 
increases this incentive (given an interest rate) because 
it increase the attractiveness of a risky project for 
shareholders. (Proof available from the author).

3.2  The Equilibrium Interest Rate

Let iR be the interest rate set by the parties at t = 0 under 
the reorganization regime.  Let FR(i) be the expected 
payment to creditors for any given i under this regime. 
This payment must satisfy:

FR(i) = Pr[R < RR(i)]min[D(1 + i), S(1 − α)] 
+ Pr[R ≥ RR(i)]ER{Eθmin[D(1 + i), θR(1 − α)]|R ≥ RR(i)}.      

Let us assume that there exists some i that satisfies 
the creditors’ individual rationality constraint,  
FR(i) ≥ D(1 + i0).3  In the competitive debt market, iR will 
satisfy:

FR(iR) = D(1 + i0)
2 Under this condition concerning i, only the risky project, but not the safe 
project, may lead to corporate reorganization.
3 Again, if the moral hazard problem is sufficiently severe, such an i might not 
exist, in which case the moral hazard problem would prevent the firm from 
borrowing the amount D.

Let us also assume that S (1 −α)/d is large enough to 
ensure that the creditors’ constraint can be satisfied by 
some i ≤ [S (1−α)/D]−1, so that iR ≤ [S (1−α)/D−1. This 
assumption implies that iR is small enough that the safe 
project will not lead to bankruptcy (only a risky project 
will).

Proposition 2. The equilibrium interest rate is higher 
under the reorganization regime  with APR deviations 
allowed than under the no-reorganization regime:

 iR > iN .

The intuition is that allowing for deviations from the 
APR while maintaining the interest rate iN would hurt 
creditors for two reasons. First, shareholders would be 
more inclined to choose a risky project (Proposition 
1). Second, creditors would expect to get  a smaller 
fraction of the final output in the event of insolvency. 
(Proof available from the author).

3.3  The Initial Value

Let us now consider the initial equity value under the 
reorganization regime and compare it to the value 
under the no-reorganization regime. Let V0

R denote the 
ex ante value of the equity under the reorganization 
regime. We know, from Eq. (9), that creditors capture 
an expected return i0 and, therefore:

V R = Pr[R < RR(iR)]S + Pr[R ≥ RR(iR)]E[R|RR(iR)] 
 − D(1 + i0).

Note that, since RR(iR) < S  (see Eq.(8)), V0
R in Eq. (10) 

falls short of the first-best value V0
∗ in Eq. (1) by the 

difference Pr[RR(iR) ≤ R ≤ S]E[S − R|RR(iR) ≤ R ≤ S].

As before, the initial value depends upon the expected 
investment decisions given the equilibrium interest rate. 
Therefore, to compare V0

R and V0
N , we must begin with 

a comparison of RR(iR) and RN (iN ).

Proposition 3. The likelihood that a risky project will be 
chosen is greater under the reorganization regime than 
under the no-reorganization regime: RR(iR) < RN (iN ).

The intuition is that the availability of Chapter 11 
aggravates the moral hazard problem for two reasons. 
First, with Chapter 11 shareholders are more inclined to 
choose the risky project because reorganization shifts 
more downside risk from shareholders to creditors. 
Second, the equilibrium interest rate is higher when 
reorganization is available, which further reduces the 
attractiveness of the safe project relative to the risky 
one (proof available from the author).

The result that the moral hazard problem is more 
severe under Chapter eleven leads us to the following 
conclusion.

(8)

(9)

(10)
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Proposition 4. The initial equity value is lower under the 
reorganization regime than under the no-reorganization 
regime by the difference:

Pr[RR(iR) ≤ R < 
RN (iN )]E[S − R|RR(iR) ≤ R < RN (iN )]

The shareholders bear the cost of any inefficient behavior 
because the creditors take the ex post shareholder 
opportunism into account ex ante.

4 – Conclusion
This article has analyzed how deviations from the 
APR have  an adverse ex ante effect  on management 
decisions. Such deviations exacerbate the problems of 
asset substitution, asset dilution, and claims dilution.

To determine whether deviations from the APR are 
overall undesirable, it would be necessary to compare 
the magnitude of their negative effects, which this article 
analyzes, with the magnitude of their positive effects.

Although the positive effects of deviations from the 
APR have been analyzed in the academic literature, no 
quantification of the net effect has been performed to 
date. I hope that this article will provide the basis for 
further research to determine, at very least, whether 
the net effect of deviations from the APR is positive or 
negative.
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