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In the complex world of corporate finance, understanding the dynamics between
different stakeholders is crucial for assessing a company's stability and
financial health. Among these stakeholders, shareholders and bondholders
often have divergent interests, especially during challenging times faced by
a firm. When a company experiences financial distress or other adverse
conditions, the potential for agency problems—conflicts of interest arising
from differing objectives—becomes more pronounced. This article explores how
agency problems can develop between shareholders and bondholders during such
periods, the mechanisms through which these conflicts manifest, and
strategies to mitigate their impact.

Understanding Shareholders and Bondholders:
Roles and Interests

Before delving into how agency problems develop, it’s essential to understand
the fundamental roles and interests of shareholders and bondholders.

Shareholders

- Own equity in the company.

- Benefit from increases in the firm's value through stock appreciation and
dividends.

- Typically have voting rights and influence over corporate decisions.

- Their primary concern is maximizing the firm's profitability and stock
price.

Bondholders

- Provide debt financing through bonds.

- Are creditors, not owners.

- Receive fixed interest payments and repayment of principal at maturity.
- Focus on the firm's ability to meet debt obligations and avoid default.

Key Differentiator: Shareholders are residual claimants, meaning they get



paid after bondholders in the event of liquidation. This difference in claim
hierarchy can lead to conflicting incentives, especially during financial
distress.

How Agency Problems Develop During Firm
Distress

Agency problems between shareholders and bondholders intensify when a firm
faces financial difficulties or is experiencing adverse economic conditions.
Several factors contribute to this development:

1. Risk-Shifting Behavior (Asset Substitution)

- Shareholders may prefer riskier projects once the firm is in trouble
because they stand to benefit from upside potential.

- Bondholders, on the other hand, prefer safer projects to ensure debt
repayment.

- Example: Shareholders might push for high-risk, high-reward strategies that
could jeopardize bondholders' claims.

2. Incentive to Engage in Incentive-Compromising
Actions

- Shareholders might undertake actions that benefit their equity interests at
the expense of bondholders.

- Examples include:

- Diverting company resources to risky ventures.

- Excessive debt issuance to fund share buybacks or dividends.

- Engaging in risky asset sales that could impair debt repayment capacity.

3. Distress and Default Risk

- As the firm’s financial health deteriorates, bondholders become more
vigilant.

- Shareholders might attempt to influence management to take actions that
increase the likelihood of default or restructuring, potentially to reduce
debt burdens or extract value.

4. Information Asymmetry and Moral Hazard

- Shareholders may have more information about the firm’s true financial
condition.

- This asymmetry can lead to actions that are not transparent, increasing the
risk for bondholders.



- Moral hazard arises when shareholders take undue risks knowing that
bondholders bear the downside in case of failure.

Mechanisms Through Which Agency Problems
Manifest

Agency problems between shareholders and bondholders manifest through various
mechanisms, especially during periods of distress:

1. Risk-Taking and Asset Substitution

- Shareholders may push for riskier projects or investments to maximize
potential returns.

- This behavior increases the probability of default but offers higher upside
for shareholders if successful.

2. Debt Overhang and Underinvestment

- When a firm is heavily leveraged, bondholders may be reluctant to finance
new projects because the benefits mainly accrue to shareholders.

- Shareholders may withhold investment, fearing that increased risk or debt
will not benefit them directly.

3. Dividend Policy and Asset Divestment

- During distress, shareholders might prefer to pay dividends or sell assets
to extract value before creditors can intervene.

- This can leave bondholders with less collateral or increased risk of
default.

4. Restructuring and Default Strategies

- Shareholders may prefer to push for debt restructuring or bankruptcy
proceedings that favor equity recovery.

- Bondholders may oppose such strategies if they threaten debt repayment or
reduce recovery rates.

Impacts of Agency Problems During Firm Distress

The development of agency problems can have significant consequences:

- Reduced Firm Value: Conflicts can lead to suboptimal decision-making,



impairing the firm's long-term value.

- Higher Cost of Debt: Increased perceived risk results in higher interest
rates or difficulty in issuing new debt.

- Bankruptcy and Default Risks: Agency conflicts can push firms toward
insolvency if not managed effectively.

- Erosion of Stakeholder Trust: Persistent conflicts undermine confidence
among investors and creditors.

Strategies to Mitigate Agency Problems Between
Shareholders and Bondholders

Addressing agency conflicts requires a combination of contractual
arrangements, corporate governance practices, and transparent communication.

1. Covenants and Contractual Protections

- Debt agreements often include covenants that restrict risky activities.

- Examples include limitations on additional borrowing, dividend payments, or
asset sales.

- These covenants align incentives by limiting shareholder actions that could
harm bondholders.

2. Subordination and Priority Clauses

- Structuring debt with subordination clauses can clarify claims hierarchy.
- Senior debt holders have priority over junior debt or equity claims,
reducing conflicts.

3. Monitoring and Covenants Enforcement

- Bondholders may include monitoring rights or require regular financial
disclosures.
- Active oversight discourages risky behavior.

4. Financial Restructuring and Negotiation

- When distress occurs, negotiated restructuring agreements can align
interests.
- Conversion of debt to equity or debt forgiveness can be part of solutions.

5. Corporate Governance and Transparency

- Strong governance practices ensure management acts in the best interests of
all stakeholders.



- Transparent reporting mitigates information asymmetry.

Conclusion: Navigating Agency Problems During
Firm Challenges

Agency problems between shareholders and bondholders are an inherent aspect
of corporate finance, particularly amplified during periods of financial
distress. Recognizing how these conflicts develop—through risk-shifting,
asset substitution, and strategic default—is essential for both investors and
management. Effective mitigation strategies, including contractual
protections, transparent governance, and proactive negotiations, are vital to
minimizing these conflicts' adverse effects. By understanding and managing
agency problems, firms can better navigate challenging times, safeguard
stakeholder interests, and work towards long-term stability and value
creation.

Final Thoughts

Managing agency problems requires a balanced approach that aligns incentives
and fosters transparency. Stakeholders must collaborate to develop structures
that reduce conflicts and promote prudent decision-making, especially when
facing adversity. In doing so, firms can maintain their financial health,
protect creditor rights, and ensure sustainable growth even during turbulent
periods.

Frequently Asked Questions

What are agency problems between shareholders and
bondholders during a firm's financial distress?

These problems arise when shareholders and bondholders have conflicting
interests, especially when the firm is experiencing financial distress,

leading shareholders to pursue risky strategies that may jeopardize
bondholders' returns.

How does financial distress increase the potential
for agency conflicts between shareholders and
bondholders?

Financial distress heightens agency conflicts because shareholders might
prefer riskier projects to maximize their equity value, potentially at the
expense of bondholders who face higher default risks and reduced recovery
prospects.



In what ways can shareholders' pursuit of risky
investments harm bondholders during tough financial
periods?

Shareholders may favor risky projects or dividend payouts that increase the
firm's volatility or deplete assets, thereby increasing the likelihood of
default and decreasing bondholders' expected recoveries.

How does the possibility of default influence agency
problems between shareholders and bondholders?

The threat of default creates a misalignment of incentives, as shareholders
might take on riskier projects to maximize equity value, knowing that
bondholders bear the loss if the firm fails to meet debt obligations.

What role do covenant violations or lax debt
agreements play in developing agency problems during
financial distress?

Weak or violated debt covenants can allow shareholders to undertake riskier
activities or withdrawal of assets, exacerbating conflicts and increasing the
likelihood of bondholder losses.

How can bondholders mitigate agency problems when a
firm is experiencing financial difficulties?

Bondholders can include protective covenants, require collateral, or
negotiate debt restructuring terms to limit risky behavior by shareholders
and safeguard their interests during distress.

What are the potential consequences of unresolved
agency problems between shareholders and bondholders
in a distressed firm?

Unresolved conflicts can lead to increased default risk, inefficient resource
allocation, legal disputes, or bankruptcy, ultimately harming both parties
and the firm's long-term viability.

How does the firm's governance structure influence
the development of agency problems between
shareholders and bondholders during distress?

Strong governance with effective monitoring and aligned incentives can reduce
agency conflicts by ensuring that decisions taken during distress consider
the interests of both shareholders and bondholders.



Additional Resources
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In the complex world of corporate finance, the relationship between
shareholders and bondholders forms a fundamental axis that influences a
firm's strategic decisions, risk profile, and overall financial health. While
both parties are stakeholders with vested interests in the firm's success,
their objectives often diverge, especially during periods of financial
distress or adverse economic conditions. This divergence can give rise to
agency problems—conflicts of interest that, if left unmanaged, may threaten
the firm's stability and value creation.

This article explores how agency problems develop between shareholders and
bondholders when a firm is experiencing difficulties. We will analyze the
underlying causes, mechanisms of conflict, and potential solutions to
mitigate such conflicts, providing a comprehensive understanding suitable for
academic review or detailed industry analysis.

Understanding Agency Problems in Corporate
Finance

Agency problems arise when the interests of principals (owners/shareholders)
and agents (managers or other stakeholders like bondholders) diverge, leading
to suboptimal outcomes. In the context of debt and equity holders, these
conflicts are rooted in differing risk preferences, time horizons, and
incentives.

- Shareholders, as residual claimants, benefit from risky projects that could
enhance equity value, even if they increase the firm's likelihood of default.
- Bondholders, as fixed-income investors, prefer safer, less risky projects
that ensure repayment and minimize default risk.

When a firm is financially healthy, these divergent interests are often
manageable. However, during distress, the potential for conflict intensifies,
revealing the core of agency issues between shareholders and bondholders.

Development of Agency Problems During Financial
Distress



1. Risk-Shifting (Asset Substitution) Problem

One of the most prominent agency conflicts materializes through risk-
shifting, where shareholders may pursue overly risky projects after the firm
experiences trouble. Since shareholders' residual claims grow only after debt
obligations are met, they have an incentive to favor high-risk projects that
could substantially increase their payoff if successful, even if these
projects threaten the bondholders’ security.

Mechanism:

- When the firm is close to or in default, shareholders may prefer to
undertake riskier ventures, betting on the possibility of a high payoff.

- If successful, equity holders benefit disproportionately; if unsuccessful,
bondholders bear the brunt of losses through default or restructuring.

Implications:

- Increased probability of default, as risky projects elevate the chances of
default.

- Diminished bondholders' expected recovery, which can lead to higher
required yields and further financial strain.

2. Wealth Transfer and Moral Hazard

In distressed conditions, shareholders may also engage in behaviors that
transfer wealth from bondholders, such as:

- Asset stripping: Extracting value through dividends or asset sales before
bankruptcy.

- Management entrenchment: Using the firm's distress to entrench management,
which may pursue strategies not aligned with bondholders' interests.

These actions create moral hazard, where shareholders, knowing they may not
bear the full cost of risky decisions, are incentivized to take actions
detrimental to debt holders.

3. Covenants and Their Limitations

Debt contracts often include covenants intended to restrict risky activities.
However:

- Covenant violations or waivers can occur, weakening protections.

- Covenants may be circumvented or become ineffective during severe distress.
- The cost of enforcing covenants can be high, and their presence may not
fully prevent risky behavior.



As a result, bondholders face ongoing uncertainty and potential losses,
especially if shareholders exploit contractual gaps.

Factors Amplifying Agency Problems During
Distress

Several factors exacerbate agency conflicts during financial downturns:

- Leverage Level: Higher debt levels increase the potential for conflict, as
creditors become more sensitive to risky projects.

- Information Asymmetry: Shareholders often have better information about the
firm's prospects, enabling them to pursue riskier strategies without
immediate detection.

- Incentive Structures: Management incentives, such as bonuses tied to stock
price or performance metrics, can encourage risky behavior during distress.

- Market Conditions: Volatile markets can heighten uncertainty, making
monitoring and enforcement more challenging.

Consequences of Agency Problems Between
Shareholders and Bondholders

The conflict between these two stakeholders can lead to several adverse
outcomes:

- Increased Cost of Debt: Bondholders demand higher yields to compensate for
risk, raising the firm's borrowing costs.

- Underinvestment or Overinvestment: Firms may underinvest in positive NPV
projects due to bondholders’ fears or overinvest in risky projects to
maximize equity value.

- Financial Distress and Bankruptcy: Unmanaged conflicts heighten the risk of
default, restructuring, or bankruptcy, which can erode stakeholder value.

- Reduced Firm Value: Prolonged conflicts and inefficient risk management can
diminish overall firm value.

Mitigating Agency Problems: Mechanisms and



Strategies

Given the significant implications of these conflicts, various mechanisms
have been developed to align interests:

1. Debt Covenants and Contractual Protections

- Restrictive covenants limit risky activities, such as new debt issuance or
asset sales.

- Performance covenants tie debt repayment to certain financial metrics.

- Monitoring and enforcement by lenders to ensure compliance.

2. Debt Seniority and Security Interests

- Secured debt offers bondholders collateral, reducing agency conflicts.
- Senior debt prioritizes bondholders' claims, incentivizing prudent lending.

3. Convertible Bonds and Hybrid Instruments

- Instruments that can convert into equity may align incentives, reducing
risk-shifting.

4. Shareholder- Bondholder Agreements

- Contractual provisions, such as covenant-lite arrangements or performance
triggers, can mitigate conflicts.

5. Corporate Governance and Monitoring

- Active oversight by independent boards and credit rating agencies.
- Transparency and timely disclosure reduce asymmetric information.

6. Restructuring and Bankruptcy Procedures

- Clear legal frameworks facilitate orderly resolution, minimizing value loss
during distress.



Case Studies and Empirical Evidence

Real-world instances illustrate the development and impact of these
conflicts:

- The 2008 financial crisis highlighted risk-shifting behaviors by firms
facing liquidity crises.

- The restructuring of Lehman Brothers and other financial institutions
showcased how agency conflicts played a role in bankruptcy proceedings.

- Empirical research indicates that firms with high leverage and weak
covenant protections exhibit more pronounced shareholder-bondholder conflicts
during distress.



