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		Abstract

		The fees of experts (financial advisors, lawyers, accountants) are a substantial fraction of bankruptcy costs. Scholars have considered how best to reduce these costs, but have not considered how they should be allocated among creditors. The allocation issue is important because creditors can spend redistributionally (to violate or uphold absolute priority) and productively (to increase the value of the bankrupt firm). An efficient bankruptcy cost allocation scheme should discourage redistributional and encourage productive creditor spending.    

We consider the desirability of various allocation schemes in a model in which senior and junior creditors can engage in both types of spending but the bankruptcy court cannot distinguish productive from rent seeking activities. We suppose that the senior claim is at or in the money. This implies that the seniors have an incentive to spend only to defend their position while the juniors have both good and bad incentives: to spend productively on value improvement because they are residual claimants and to spend redistributionally because they are partly or totally out of the money under absolute priority. A good bankruptcy cost allocation scheme thus should induce the seniors to spend more and the juniors to spend less.    

We show: (i) The current US cost allocation system is unsatisfactory because the scheme partially reimburses junior expenses on experts but does not reimburse seniors at all; (ii) Full reimbursement schemes that imposes all costs on one set of parties, such as seniors, juniors or the government, are dominated by partial reimbursement schemes, because these can be better tailored to encourage the right and discourage the wrong kind of spending; and (iii) A cost allocation scheme that approaches first best and is implementable would delegate the issue of expert cost reimbursement to the debtor in possession. The incentive of Chapter 11 debtors to survive would induce them partly to reimburse senior spending but not to reimburse junior spending. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Welch,  Ivo and Bris,  Arturo and Schwartz,  Alan, Who Should Pay for Bankruptcy Costs? (February 17, 2004).  Available at SSRN: https://ssrn.com/abstract=401300
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	

	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Ivo Welch (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of California, Los Angeles (UCLA)  ( email )

			

			
			
				
				
				
					110 Westwood Plaza
C519
Los Angeles, CA  90095-1481
United States
310-825-2508 (Phone)

				

				
			

			
				
				
					HOME PAGE: http://www.ivo-welch.info
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Arturo Bris

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				IMD International  ( email )

			

			
			
				
				
				
					Ch. de Bellerive 23
P.O. Box 915
CH-1001 Lausanne
Switzerland

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				European Corporate Governance Institute (ECGI) 

			

			
			
				
				
				
					c/o the Royal Academies of Belgium
Rue Ducale 1 Hertogsstraat
1000 Brussels
Belgium

				

				
			

			
				
				
					HOME PAGE: http://www.ecgi.org
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Yale University - International Center for Finance  ( email )

			

			
			
				
				
				
					Box 208200
New Haven, CT  06520
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Alan Schwartz

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
					
					
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Yale Law School  ( email )

			

			
			
				
				
				
					P.O. Box 208215
New Haven, CT  06520-8215
United States
203-432-4030 (Phone)
203-432-8260 (Fax)

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    1,267

			

		
		
		
			Abstract Views

			   11,907

		

		
		 
		
			Rank

			   29,788

		

		
	


	
		
            
            	        1 Citations
		

	

	
		
			
				       12 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Yale Law School, Law, Economics & Public Policy Research Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Yale Law School, Law, Economics & Public Policy Research Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            6,384

                                    

                                    
                                        PAPERS

                                              492

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Susan Rose-Ackerman at Yale Law School, George L. Priest at Yale University - Law School

                                    

                                
                            

                        

                    

                
	
                    Bankruptcy, Reorganization & Creditors eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Bankruptcy, Reorganization & Creditors eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,442

                                    

                                    
                                        PAPERS

                                            5,362

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Barry E. Adler at New York University School of Law

                                    

                                
                            

                        

                    

                


            

            
                
                

                	
                    Law & Economics eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Law & Economics eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                              490

                                    

                                    
                                        PAPERS

                                           14,556

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Ronald J. Gilson at Stanford Law School, A. Mitchell Polinsky at Stanford Law School

                                    

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Debt Enforcement Around the World

                        
                            By
                                
                                
                                    
                                    Simeon Djankov, 
                                    
                                
                                    
                                    Oliver Hart, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Debt Enforcement Around the World

                        
                            By
                                
                                
                                    
                                    Simeon Djankov, 
                                    
                                
                                    
                                    Oliver Hart, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        The Costs of Bankruptcy

                        
                            By
                                
                                
                                    
                                    Arturo Bris, 
                                    
                                
                                    
                                    Ivo Welch, ...
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Valuation of Bankrupt Firms

                            
                                By
                                    
                                    
                                        
                                        Stuart C. Gilson, 
                                        
                                    
                                        
                                        Edith S. Hotchkiss, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Information Problems, Conflicts of Interest and Asset Stripping: Chapter 11's Failure in the Case of Eastern Airlines

                            
                                By
                                    
                                    
                                        
                                        Lawrence A. Weiss
                                         and 
                                    
                                        
                                        Karen H. Wruck
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            A New Approach to Corporate Reorganizations

                            
                                By
                                    
                                    
                                        
                                        Lucian A. Bebchuk
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Asset Efficiency and Reallocation Decisions of Bankrupt Firms

                            
                                By
                                    
                                    
                                        
                                        Vojislav Maksimovic
                                         and 
                                    
                                        
                                        Gordon M. Phillips
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Bankruptcy Around the World: Explanations of its Relative Use

                            
                                By
                                    
                                    
                                        
                                        Stijn Claessens
                                         and 
                                    
                                        
                                        Leora F. Klapper
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Do Bankruptcy Codes Matter? A Study of Defaults in France, Germany and the UK

                            
                                By
                                    
                                    
                                        
                                        Sergei Davydenko
                                         and 
                                    
                                        
                                        Julian R. Franks
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Vulture Investors and the Market for Control of Distressed Firms

                            
                                By
                                    
                                    
                                        
                                        Edith S. Hotchkiss
                                         and 
                                    
                                        
                                        Robert M. Mooradian
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.111 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		

		
		
		
		
		
		
		
		
		
		
	

