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ABSTRACT

T h is  is  a study o f  f in a n c ia l  and s t r a te g ic  fa c to rs  r e la t in g  to  

the  f a i lu r e  and bankruptcy o f 73 f irm s  th a t  went bankrupt from  

1980 to  1986. The c h a r a c te r is t ic s  o f  th e  bankrupt f irm s  were 

compared w ith  those o f  a m atching sample o f  nonbankrupt f irm s .  

On average the  bankrupt f irm s  were weaker than th e  comparison 

f irm s  s ix  years b e fo re  bankruptcy, but th ey  pursued more 

aggress ive  growth s t r a te g ie s .  The firm s  were a p p ro x im ate ly  

e q u a lly  d iv id e d  between fo u r  groups based on f ir m  s a le s  growth 

or d e c lin e  and in d u s try  growth o r  d e c lin e . The ty p ic a l  d e c lin e  

p a tte rn  observed was a s s e t and d ebt growth fo llo w e d  by d e c lin e  

in  p r o f i t a b i l i t y .  Some firm s  d e c lin e d  s lo w ly  over th e  e n t ir e  

study p e rio d  and o th e rs  co lla p s ed  ra p id ly  fo llo w in g  a s h o rt  

expansionary p e r io d . Of th e  73 bankrupt f irm s , 40 firm s  were 

re o rg a n ize d , but o n ly  12 emerged from bankruptcy a t  le a s t  h a lf  

t h e i r  prebankruptcy s iz e .  The o n ly  s ig n if ic a n t  p re d ic to r  o f  

successfu l re o rg a n iz a tio n  was prebankruptcy s iz e .  In  th e  

course o f th e  study bankruptcy p re d ic t io n  models and 

s t a t i s t i c a l  c la s s i f ic a t io n  techniques were e x te n s iv e ly  

review ed. The Altman bankruptcy model was te s te d  and 

r e c a lib r a te d . A new model using on ly  two o f th e  Altman  

v a r ia b le s , re ta in e d  ea rn in g s  as a f r a c t io n  o f t o t a l  assets  and 

th e  m arket va lu e  o f  e q u ity  to  t o t a l  l i a b i l i t i e s  r a t i o ,  proved 

to  be an e q u a lly  pow erfu l p re d ic to r  o f bankruptcy . T h e o re tic a l  

and p r a c t ic a l a p p lic a t io n s  o f th e  re s u lts  are  d iscussed .

— i i i —
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PREFACE

A b r ie f  no te  on th e  o rg a n iz a tio n  o f t h is  d is s e r ta t io n  may 

be h e lp fu l to  th e  re a d e r. The o rg a n iz a tio n  was designed to  

a llo w  th e  p re s e n ta tio n  o f s e ve ra l c o n c e p tu a lly  sep ara te  

approaches to  th e  o v e r a l l  to p ic ,  using a common th e o r e t ic a l  

fo u n d atio n  and d atabase, w ith o u t excess ive  r e p e t i t io n  o f th e  

in tro d u c to ry  m a te r ia l .

The f i r s t  th re e  ch ap te rs  p ro v id e  a gen era l in tro d u c tio n  to  

th e  to p ic  o f  business f a i l u r e .  They a ls o  p resen t the  

th e o r e t ic a l  and m ethodo log ical fo u n d atio n s  f o r  th e  study as a 

whole. C hapter IV  in c lu d e s  a r e p lic a t io n  o f  e a r l i e r  work on a 

bankruptcy p re d ic t io n  model used e x te n s iv e ly  in  t h is  s tu d y . I t  

a ls o  in c lu d e s  a r e la t iv e ly  te c h n ic a l e x p lo ra t io n  o f  some o f  the  

s t a t i s t i c a l  tech n iq u es  used in  th is  s tu d y . C hapter V provides  

bas ic  in fo rm a tio n  on th e  s e le c tio n  o f  the  research  sample and 

th e  c o lle c t io n  o f d a ta  used throughout th e  s tu d y . C hapters V I,  

V I I ,  and V I I I  p re s en t th e  research  designs and f in d in g s  o f the

study r e la te d  to  business d e c lin e  and f a i l u r e .  C hapter IX  is

devoted to  bankruptcy outcomes and re o rg a n iz a t io n . Chapters X 

in te g ra te s  th e  s p e c if ic  research  f in d in g s  o f  th e  e a r l i e r  

chapters  w ith  e s ta b lis h e d  stream s o f  resea rch , and Chapter X I

suggests some p r a c t ic a l  m anagerial a p p lic a t io n s  o f  th e  research

f in d in g s . C hapter X I I  b r ie f ly  o u tl in e s  some p o s s ib le  research  

ex ten s io n s .

- v i
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Appendix A p ro v id es  a b r ie f  d e s c r ip t io n  o f  each o f  the  73 

bankrupt f irm s  in c luded  in  th e  study. Appendix B is  made up o f  

e ig h t  case s tu d ie s , which p ro v id e  more d e ta ile d  in fo rm a tio n  on 

th e  bankruptcy and re o rg a n iz a tio n  o f re p re s e n ta t iv e  f irm s . Two 

cases were s e le c te d  to  e x em p lify  each o f  th e  fo u r  m ajor f a i lu r e  

pathways d escrib ed  in  th e  th e s is .

In  read in g  t h is  document th e  fo llo w in g  in fo rm a tio n  on a 

nom enclature convention  may be u s e fu l, The study focuses on 

th e  behav io r and perform ance o f firm s  in  a s ix  year p erio d  

p r io r  to  b ankruptcy . Year one is  d e fin e d  as th e  year covered  

in  th e  la s t  a v a i la b le  annual re p o rt p r io r  to  bankruptcy, year 

two is  th e  n ex t p r io r  y e a r , and so on back to  year s ix .  

Comparison nonbankrupt f irm s  were matched on year one d a ta , and 

th e  year numbering fo llo w s  th e  same p a tte rn  as fo r  bankrupt 

f irm s .
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C hapter 1

INTRODUCTION 

Chapter In tro d u c tio n

T h is  ch a p te r begins by o u t l in in g  th e  ro le  o f  business  

f a i lu r e  in  business and s t r a te g ic  management rese arch . Th is  is  

fo llo w e d  by a b r ie f  h is to ry  o f  business f a i lu r e  and bankruptcy  

w ith  emphasis on the more re ce n t h is to r y .  C u rren t bankruptcy  

d e f in i t io n s ,  law s, and procedures a re  b r ie f ly  d e s c rib e d . Some 

common e x p la n a tio n s  o f business f a i l u r e  from  th e  f ie ld s  o f  

management and f in a n c e  a re  l i s t e d .  The c h ap te r concludes w ith  

a s ta te  o f  th e  m ajor o b je c t iv e s  o f  th e  s tu d y .

The Role o f Business F a i1ure and Bankruptcy  

in  Business Research

F a ilu r e  and bankruptcy in  business research  are  t re a te d  

much as death  and dying in  m ed ic in e . T h e ir  r e a l i t y  is  no t 

d en ied , b u t th ey  a re  pushed in to  th e  background as vaguely  

d e fin ed  a n tith e s e s  to  h e a lth  o r punishments f o r  those im prudent 

enough not- to  fo l lo w  th e  p re s c r ip t io n s  o f  th e  e x p e rts . Human 

o b itu a r ie s  and a c tu a r ia l  s t a t i s t i c s  a ls o  have t h e i r  

c o u n te rp a rts  in  business, bu t in  both cases th ey  tend to  mask 

th e  harsh r e a l i t i e s ,  ra th e r  than p ro v id e  a b e t te r  understanding
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o f  th e  u n d erly in g  phenomena.

Every s ig n i f ic a n t  o p p o rtu n ity  c a r r ie s  w ith  i t  th e  

p o s s ib i l i t y  o f f a i l u r e .  For businesses th e  most d ram atic  

f a i lu r e  is  b ankruptcy , bu t more fre q u e n tly  th e  f a i l u r e  takes  

th e  form  o f slow d e c lin e  and u lt im a te  d isappearance. In  th e  

co n te x t o f  l i f e  c y c le s , bankruptcy is  the  e q u iv a le n t o f  v io le n t  

d ea th , as compared to  some o f th e  more benevo len t end-games, 

such as mergers o r s a le  o f  a s s e ts . A lthough bankruptcy can be 

caused by p u re ly  e x te rn a l fo rc e s , both personal and business  

bankruptcy tend to  c a rry  a moral s tigm a.

Almost a l l  companies a re  a t  le a s t  o c c a s io n a lly  s u b je c t to  

f in a n c ia l  s tre s s , and some in d u s tr ie s  have a h ig h e r in c idence  

o f s tre s s  and f a i lu r e  than o th e rs . In  most cases, companies 

recover in  a r e la t iv e ly  s h o rt t im e , e i th e r  as a r e s u lt  o f  

c y c l ic a l  changes in  th e  business environm ent o r successfu l 

m anagerial a c t io n . However, in  a l im ite d  number o f  cases, 

companies exp erien ce  a d e c lin e , fre q u e n tly  ra p id , th a t  

te rm in a te s  in  business f a i l u r e  and c o rp o ra te  d is s o lu t io n  

through bankruptcy , m erger, o r o th e r  forms o f  l iq u id a t io n ,  

u s u a lly  a t  s u b s ta n t ia l lo ss  to  c re d ito rs  and owners. P u b lic  

e x p la n a tio n s  f o r  business f a i lu r e  u s u a lly  focus on 

environm ental o r macroeconomic fa c to r s , but c lo s e r  o b serv a tio n  

f re q u e n tly  suggests th a t  f o r  e s ta b lis h e d  and h is t o r ic a l ly  

p r o f i ta b le  f irm s , a p rim ary  reason f o r  business f a i l u r e  is  

f a u l t y  m anagerial d e c is io n  making.

- 2 -
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There are  both th e o r e t ic a l and p r a c t ic a l reasons fo r  

studyin g  c o rp o ra te  f a i lu r e  and bankruptcy, reasons much the  

same as those th a t  make th e  study o f  patho logy so u sefu l in  

m edic in e. Many o f  th e  questions and issues th a t  a re  re le v a n t  

could be ra is ed  in  o th e r  c o n te x ts , but th e  c r is is  o f  business  

f a i lu r e  may make p a tte rn s  v is ib le  th a t  would be d i f f i c u l t  to  

d e te c t under more normal c ircum stances. A lte r n a te ly ,  the  

s tre s s fu l dec is io n -m akin g  environm ent may evoke d i f fe r e n t  

responses than those observed under more normal c ircum stances. 

In  e i th e r  case, i f  c e r ta in  p a tte rn s  can be d e te c ted  which 

appear to  have p re d ic ta b ly  n eg ative  e f fe c ts  on co rp o ra te  

s u r v iv a l ,  th a t  would be u sefu l in fo rm a tio n  f o r  managers and 

in v e s to rs , w hether o r  no t they were im m inently faced w ith  

c o rp o ra te  f a i l u r e .

A B r ie f  H is to ry  o f Bankruptcy

Legal procedures f o r  d e a lin g  w ith  in s o lv e n t e s ta te s  o f  

debto rs  date  back a t  le a s t  to  a n c ie n t Roman law . The 

p r in c ip le s  and procedures were given e x te n s iv e  c o d if ic a t io n  

d u rin g  th e  M idd le  Ages, e s p e c ia lly  in  th e  ru le s  promulgated by 

th e  lead in g  c i t y - s t a t e s  f o r  m erchants. Bankruptcy fo r

in d iv id u a ls  had much o f  i t s  o r ig in  in  E ng lish  law , p r im a r ily

a r is in g  from a ttem p ts  to  d e c r im in a liz e  in so lve n cy , and 

consequently to  end th e  p ra c t ic e  o f im prison ing  d eb to rs . In

g e n e ra l, bankruptcy has had two m ajor th ru s ts , one the

- 3 -
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e q u ita b le  d is t r ib u t io n  o f the  d e b to r ’ s a sse ts  among c r e d ito rs ,  

th e  o th e r making p ro v is io n  fo r  r e h a b i l i t a t in g  th e  d e b to r. As 

f a r  back as Roman law, d is t in c t io n s  were drawn between 

in v o lu n ta ry  bankruptcy in i t ia t e d  by c r e d ito rs  and v o lu n ta ry  

bankruptcy in i t i a t e d  by th e  d e b to r. In  both cases, th e  process  

re q u ire d  th e  invo lvem ent o f th e  c i v i l  a u th o r i t ie s .

In  th e  U n ited  S ta te s , bankruptcy has been s u b jec t to  both 

s ta te  and Federa l law, but Federal ju r is d ic t io n  has become 

dom inant. A lthough th e re  had been e a r l i e r  Federa l le g is la t io n ,  

th e  f i r s t  genera l bankruptcy a c t was passed by Congress in  

1898. S ince then  th e re  have been m ajor re v is io n s  in  1934,

1938, and 1978. The Bankruptcy Reform A ct o f 1978 g re a t ly  

f a c i l i t a t e d  c o rp o ra te  re o rg a n iz a tio n s , as w e ll as making major 

changes in  bankruptcy laws r e la t in g  to  l iq u id a t io n s  and laws 

r e la t in g  to  in d iv id u a ls .

Recent h is to ry  o f  Business F a ilu r e  and Bankruptcy

Bankruptcy and o th e r forms o f business f a i lu r e  have 

a t t ra c te d  in creased  a t te n t io n  in  re ce n t y e a rs . Dun & 

B ra d s tre e t has c o lle c te d  and published f a i l u r e  da ta  s ince  1857. 

The f a i lu r e  r a te  reached an a l l - t im e  h igh o f  154 per 10,000  

l i s t e d  f irm s  in  1332, then d ec lin ed  to  an a l l - t im e  low o f 4 per 

10,000 f irm s  in  1945. A f te r  1945 th e  ra te  rose to  64 in  1961 

and f e l l  to  24 in  1978. S ince 1978 th e  r a te  has clim bed  

s te a d ily  through 1986 when the  ra te  was 120 per 10,000 f irm s .
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The in crease  in  s iz e  o f  th e  l i a b i l i t i e s  o f f a i le d  f irm s  and th e  

p ro p o rtio n  o f  la rg e  f irm s  has been even more marked. In  1946 

on ly  0 .6 *  o f  th e  f a i le d  f irm s  had l i a b i l i t i e s  in  excess o f a 

m ill io n  d o l la r s ;  in  1986 i t  was 6 .0 * ,  an in crease  th a t  is  o n ly  

p a r t ly  e x p la in e d  by in f la t io n .  In  a d d it io n  to  economic 

fa c to rs , th e  in c re a s e  s in ce  1978 has undoubtedly been 

in flu e n c e d  by changes in  th e  Bankruptcy Code brought about by

th e  Bankruptcy Reform A ct o f  1978.

In  th e  p a s t, f a i lu r e  ra te s  have d e c lin e d  d u rin g  economic 

upswings, bu t th e  ra te  has r is e n  every  year du rin g  th e  economic 

expansion th a t  began in  1983, an expansion th a t  has been marked 

by i t s  unevenness across in d u s tr ie s , f irm s , and geographic  

se c tio n s  o f th e  c o u n try . I t  is  not c le a r  to  what e x te n t the  

co n tin u in g  h igh  f a i lu r e  ra te  is  due to  tem porary e f f e c t s ,  such 

as th e  e x p o rt- im p o rt im balances, fo re ig n  currency exch an g e-ra te  

f lu c tu a t io n s , and high Federa l d e f ic i t s ,  and to  what e x te n t i t  

r e f le c ts  lo n g -te rm  changes in  th e  n a tio n a l economic s tru c tu re  

and a m aturing  s o c ie ty . Not o n ly  has th e  bankruptcy ra te  

d ra m a tic a lly  in c re a s ed , but th e  s iz e  o f th e  c o rp o ra tio n s

in vo lved  has a ls o  in creased ; bankruptcy is  no lo n g er th e  domain

o f sm all businesses and h ig h -r is k  new f irm s . F o llo w in g  Penn 

C en tra l in  1970, such m ajor f irm s  as W. T . G ran t, B r a n i f f ,

I t e l ,  Wickes , S torage Technology, W h e e lin g -P itts b u rg h , and LTV 

C orp o ra tio n  have undergone bankruptcy. A r e la t iv e ly  new 

phenomenon has been th e  d e lib e r a te  e le c t io n  o f bankruptcy as a 

c o rp o ra te  s t ra te g y , such as th e  M a n v ille  C o rp o ra tio n  and A. H.
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Robins b an k ru p tc ie s  to  l i m i t  t h e i r  product l i a b i l i t y  

o b lig a t io n s , and th e  W h e e lin g -P ittsb u rg h  and C o n tin en ta l 

A ir l in e s  b an k ru p tc ie s  to  g e t r e l i e f  from l i f e - th r e a te n in g  

o b lig a t io n s  to  employees. Although n e ith e r  case ended in  

bankruptcy, C h ry s le r  and In te rn a t io n a l H arv e s te r used th e  

th r e a t  o f  bankruptcy in  d e a lin g  w ith  both in te r n a l and e x te rn a l 

c o n s ti tu e n c i e s .

Some P r in c ip le s  o f Business F a ilu r e  and Bankruptcy

B efore proceeding to  a review  o f  bankruptcy law and 

procedures, an in fo rm a l review  o f  th e  common understandings o f  

c o rp o ra te  f a i l u r e  and bankruptcy may be u s e fu l. The severa l 

le v e ls  o r d e f in i t io n s  o f business f a i l u r e ,  as summarized by 

Altman (1983 : 5 - 7 ) ,  a re : ( i )  economic f a i l u r e — any e n te rp r is e  

f o r  which th e  r a te  o f  re tu rn  is  s ig n i f ic a n t ly  le ss  than th e  

p r e v a il in g  r a te  o f  re tu rn  on s im ila r  investm ents on a 

r is k -a d ju s te d  b a s is , ( i i )  business f a i l u r e — discontinuance o f a 

business which r e s u lts  in  a loss to  c r e d ito r s , whether through  

bankruptcy, n e g o tia te d  s e ttle m e n ts , o r l iq u id a t io n  w ith  unpaid  

c la im s , ( i i i )  in so lven cy— in a b i l i t y  to  meet c u rre n t  

o b lig a t io n s  as a r e s u lt  o f  inadequate cash f lo w , ( i v )  

bankruptcy in so lv e n c y — to ta l  l i a b i l i t i e s  exceed a f a i r  

v a lu a tio n  o f  th e  asse ts  o f th e  f ir m , and (v )  le g a l 

bankruptcy— fo rm al d e c la ra tio n  o f bankruptcy by th e  c o u rts .

Business f a i lu r e  does not n e c e s s a r ily  proceed through the

- 6 -
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le g a l mechanism o f bankruptcy, but th a t  course o f  a c tio n  is  so 

common th a t  f a i lu r e  and bankruptcy have come to  be alm ost 

synonymous in  everyday language. The r o le  o f  bankruptcy has 

been s u c c in c t ly  summarized by Altman (1983: 4 ) ,  a lead ing  

a u th o r ity  on bankruptcy , in  th e  fo llo w in g  words:

" In  any economic system, th e  continuous en tran ce  and e x i t  o f  
p ro d u c tiv e  e n tr ie s  a re  n a tu ra l components. S ince th e re  a re  
costs  to  s o c ie ty  in h e re n t in  th e  f a i lu r e  o f  these  e n t i t i e s ,  
laws and procedures have been e s ta b lis h e d  (1 )  to  p ro te c t th e  
c o n tra c tu a l r ig h ts  o f  in te re s te d  p a r t ie s ,  (2 )  to  provide fo r  
th e  o rd e r ly  l iq u id a t io n  o f unproductive  a s s e ts , and (3 )  when 
deemed d e s ir a b le , to  p rov id e  fo r  a m oratorium  on c e r ta in  
c la im s , to  g ive  th e  debtor tim e  to  become r e h a b i l i ta te d  and
to  emerge from  th e  process as a co n tin u in g  e n t i t y  I f  an
e n t i t y ’ s in t r in s ic  o r economic va lu e  is  g re a te r  than i t s  
c u rre n t l iq u id a t io n  v a lu e , then  from both th e  p u b lic  p o lic y  
and e n t i t y  ownership v ie w p o in ts , th e  f irm  should a ttem pt to
re o rg a n ize  and c o n tin u e ............... The prim ary groups o f
in te re s te d  p a r t ie s  a re  the f i r m ’ s c r e d ito rs  and owners."

Bankruptcy may be e i th e r  v o lu n ta ry — in i t ia t e d  by the  

d eb to r f ir m — o r in v o lu n ta ry — in i t ia t e d  by th e  f i r m ’ s c re d ito r s .  

In  many, i f  no t ifnost, v o lu n ta ry  b a n k ru p tc ies , th e  a c tio n  is  

fo rc e d  by th e  c r e d ito r s ,  so fre q u e n tly  th e  o n ly  th in g  

c o n tro lle d  by th e  d eb to r is  th e  t im in g . Whether v o lu n ta ry  o r  

o th e rw is e , bankruptcy is  not a f in a l  outcome, but on ly  a 

tem porary s ta te  which e v e n tu a lly  leads to  th e  same outcomes as 

those fo r  unsuccessful f irm s  which do not go bankrupt: th e  f ir m  

is  l iq u id a te d , so ld  to  o th e rs , re tu rn s  to  p r o f i t a b i l i t y ,  or 

some com bination o f th e  above. I f  th e  f irm  is  reorgan ized  

under C hapter 11 o f  th e  Bankruptcy code, th e re  is  o fte n  a 

p a r t ia l  l iq u id a t io n  o f assets  w ith  th e  s u rv iv in g  f irm  being  

d im in ished  in  s iz e .  A lthough th e  outcomes may be the  same 

under bankruptcy as in  nonbankruptcy endgames, bankruptcy does
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g re a t ly  a f f e c t  th e  path to  the  f in a l  outcome by t r a n s fe r r in g  

prim ary c o n tro l from  th e  owners to  the  c re d ito rs  and th e  

Bankruptcy C o u rt. Th is  is  a p p ro p r ia te , s in c e  in  a number o f  

d i f f e r e n t  ways bankruptcy can be seen as a management/ownership  

f a i l u r e .  F i r s t ,  th e  f ir m  f a i le d  to  be p r o f i t a b le ,  then  i t  

f a i le d  to  tu rn  around, and f i n a l l y  i t  f a i l e d  in  f in d in g  an 

a s s e t-p re s e rv in g  end game.

The Bankruptcy Code (W ein traub & R esn ick, 1980 and annual 

supplem ents) p ro v id es  a s e t o f  procedures and ru le s  fo r  

bankruptcy and re o rg a n iz a t io n , bu t each case leads to  a unique  

s e ttle m e n t. Bankruptcy occurs when th e  f ir m  has more 

le g it im a te  c la im s  on i t s  assets  than i t  can manage. Once the  

f irm  f i l e s  f o r  bankruptcy, c r e d ito r s  become a c t iv e  p a r t ic ip a n ts  

in  the  f i r m ’ s dec is io n -m ak in g  process under th e  o v e rs ig h t o f a 

Bankruptcy C ourt ju d g e . As w i l l  be discussed in  g re a te r  d e ta i l  

below, th e  c la im a n ts  no t on ly  have d i f f e r e n t  p r i o r i t i e s  in  

t h e i r  c la im s on th e  f i r m ’ s a s s e ts , but th ey  may a ls o  d i f f e r e n t  

e x p e c ta tio n s  w ith  regard  to  th e  va lu e  o f a l t e r n a t iv e  outcomes. 

I f  th e  f irm  is  co m p le te ly  l iq u id a te d , th e  d is t r ib u t io n  o f  th e  

proceeds is  r e la t iv e ly  s t ra ig h t - fo r w a rd . However, i f  a f ir m ,  

or any p a r t  o f  i t ,  is  re o rg a n ize d , th e  n e g o tia tio n s  a re  much 

more complex. In  a d d it io n  to  accounting f o r  c u rre n t assets  and 

l i a b i l i t i e s ,  p rospects  fo r  th e  fu tu re  p r o f i t a b i l i t y  o f  the  

reo rg an ized  f ir m  must be e s tim a te d . Th is  in  tu rn  re q u ire s  

es tim ates  o f  th e  h e a lth  o f  th e  in d u s try , th e  n a tu re  o f  th e  

c o m p e titio n , th e  v a lu e  o f  th e  n o n fin a n c ia l asse ts  o f  th e  f ir m ,
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and th e  q u a l i ty  o f  th e  management, c u rre n t o r to  be re c ru ite d .

The reo rg an ized  f ir m  may emerge from  bankruptcy  

e s s e n t ia l ly  in ta c t  o r alm ost t o t a l l y  tran s fo rm ed . I f  th e  f ir m  

had been e s s e n t ia l ly  sound w ith  o n ly  l im ite d  th re a ts  from  which 

i t  needed s p e c if ic  o r s h o rt-te rm  r e l i e f ,  recovery  may be qu ick  

and com plete. I f  th e  f ir m  had been s u b je c t to  m ajor f in a n c ia l  

o r s t r a te g ic  d e te r io r a t io n , s u b s ta n tia l recovery  may be 

d i f f i c u l t ,  i f  no t im p o ss ib le . As an in te rm e d ia te  case, th e  

bankrupt f ir m  may have v a lu a b le  p a r ts  which a re  worth  

p re s erv in g  a f t e r  m ajor s u rg ery . Even i f  th e  o ld  business is  

not worth c o n tin u in g , th e  c o rp o ra te  s h e ll may have va lu e  fo r  

some new endeavor (N elson , 1 9 8 1 ). The co m p lex ity  o f th e  

re o rg a n iz a tio n  d e c is io n  is  com plicated  by ta x  c o n s id e ra tio n s . 

C o n tin u a tio n  o f  th e  f ir m  may be necessary to  u t i l i z e  

accum ulated ta x  b e n e f its ,  but th e  ta x  code imposes complex 

r e s t r ic t io n s  on th e  use o f  those b e n e f its . No fu r th e r  a ttem p t 

w i l l  be made here  to  cons id er ta x  consequences o f  

re o rg a n iz a t io n , bu t t h e i r  im portance should no t be overlooked .

The re la t io n s h ip s  between p a re n t companies and 

s u b s id ia r ie s  in  bankruptcy a re  complex. A p a re n t f ir m  may go 

bankrupt w ith o u t one o r more o f  i t s  s u b s id ia r ie s  doing th e  

same, o r a s u b s id ia ry  may go bankrupt w ith o u t a f fe c t in g  the  

s ta tu s  o f th e  p a re n t company. The c r i t i c a l  c o n s id e ra tio n s  a re  

th e  e x te n t to  which th e  f in a n c ia l  o b lig a t io n s  o f  th e  p a re n t and
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i t s  s u b s id ia r ie s  a re  kep t s e p a ra te , and th e  f in a n c ia l  

tra n s a c tio n s  between the two are  recorded accord ing  to  standard  

accounting p rocedures . I f  th e  p a re n t f irm  is  ban kru p t, and a 

s u b s id ia ry  is  a v a lu a b le  a s s e t, th e  d is p o s it io n  o f  th a t  asset 

is  s u b je c t to  th e  bankruptcy proceedings, which may lead  to  th e  

s a le  o f th e  s u b s id ia ry  as a u n it  o r i t s  d ism antlem ent and 

l iq u id a t io n .

Causes o f Bankruptcy

I t  has been t r a d i t io n a l  to  as so c ia te  bankruptcy w ith  th re e  

prim ary fa c to r s :  economic rece ss io n , bad management, and 

changing tech n o lo g y . C le a r ly  e i th e r  a genera l recess ion  o r  

more lo c a l iz e d  d e c lin e s  in  th e  economic environm ent may put 

businesses under s tre s s  and in crease  th e  p r o b a b i l i t y  o f  

f a i l u r e .  Environm ental fa c to rs  o th e r than th e  genera l economy 

may be c r i t i c a l ;  new technology may destroy th e  demand f o r  o ld  

products o r s e rv ic e s , and demographic and c u ltu r a l  tren d s  may 

reduce demand. Changes in  governmental re g u la t io n  may a f f e c t  

c o m p e titio n , as in  th e  tra n s p o r ta tio n  and n u c le a r power 

in d u s tr ie s . Y e t th e  o b servatio n  is  the same: under what a re  

g e n e ra lly  s im i la r  c ircum stances, some businesses s u rv iv e  w h ile  

o th e rs  f a i 1.

C o n s is te n t w ith  the  o b serva tio n  th a t  th e  bankruptcy r a te ,  

p r io r  to  1980, had been h ig h ly  c o rre la te d  w ith  business c y c le s , 

th e re  is  a s tro n g  tendency to  a t t r ib u te  bankruptcy to

- 10 -
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macroeconomic fa c to r s . See Altman (19 83 ) fo r  a general 

p re s e n ta tio n  o f  macroeconomic e f fe c ts  on bankruptcy . C le a r ly  

e i th e r  a g en era l recess ion  o r more lo c a liz e d  d e c lin e s  in  th e  

economic environm ent may pu t businesses under s tre s s  and 

in c reas e  th e  p r o b a b i l i t y  o f  f a i lu r e .

In  th e  f in a n c e  l i t e r a t u r e  and common business wisdom, 

bankruptcy is  commonly a t t r ib u te d  to  f in a n c ia l  fa c to rs  such as 

inadequate cash f lo w , excess ive  d e b t, o r lo ss  o f  c r e d ito r  

co n fid en ce . A lthough any o f  these  o r  re la te d  ex p la n a tio n s  may 

be th e  p rox im ate  cause o f b ankruptcy , they would seem to  be 

more symptoms o f  d e c lin e  and impending f a i lu r e  than causes.

I f  economic and te c h n o lo g ic a l fa c to rs  a lon e  a re  

in s u f f ic ie n t  p re d ic to rs  o f s p e c if ic  b an kru p tc ies , is  m anagerial 

dec is io n -m ak in g  the  c r i t i c a l  fa c to r?  The f ie ld s  o f  fin an ce  and 

s tr a te g ic  management tend to  respond to  th is  qu estio n  w ith  

d iv e rg e n t v ie w p o in ts  ( B e t t is ,  1 9 8 3 ). Finance th eo ry  t r e a ts  

m anagerial b eh av io r as an e lem ent o f  unsystem atic r is k ,  which 

cannot be c o n tro lle d  on a f ir m  b a s is , but which can be reduced 

or e lim in a te d  by proper p o r t f o l io  d iv e r s i f ic a t io n .  For 

s t r a te g ic  management, th e  management o f  unsystem atic  r is k  is  

c e n tra l to  th e  d is c ip l in e .  W h ile  th e  management o f  

unsystem atic  r is k  is  o f  c r i t i c a l  im portance, th is  does not 

im ply th a t  a l l  r is k  can be c o n tr o l le d . Bourgeios (1 9 84 ) makes 

th is  p o in t using th e  t r a d i t io n a l  p h ilo s o p h ic a l term ino lo gy o f  

determ inism  and f r e e  w i l l .  Perhaps th e  best balance is  to

- 11 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

recogn ize  th a t  th e re  is  a p lace  fo r  th e  e x e rc is e  o f  m anagerial 

judgment w ith in  a c o n te x t in  which many o f  th e  c o n s tra in ts  are  

beyond th e  d e c is io n  m aker’ s c o n tro l.

Purposes o f th is  Study

Th is  study w i l l  focus d i r e c t ly  on th e  circum stances and 

causes o f co rp o ra te  f a i l u r e .  The prim ary p e rs p e c tiv e  w i l l  be 

th a t  o f s t r a te g ic  management w ith  emphasis on c o rp o ra te  h is to ry  

and b eh av io r. The work w i l l  be d ire c te d  to  th e  f a i lu r e  o f 

e n t ir e  c o rp o ra tio n s  o r o rg a n iz a tio n s , no t component u n its  o r  

p ro d u ct-m arkets . P r io r  work on d e c lin in g  business, 

tu rnarounds, and bankruptcy p re d ic t io n  makes s u b s ta n tia l  

c o n tr ib u tio n s  to  th e  s tu d y , and much o f  th e  emphasis w i l l  be on 

in te g ra t in g  these p e rs p e c tiv e s . Bankruptcy, th e  most d ram atic  

m a n ife s ta tio n  o f  c o rp o ra te  f a i lu r e ,  w i l l  re c e iv e  m ajor 

a t te n t io n , but o th e r  k inds o f co rp o ra te  death  w i l l  be 

considered .

A prim ary th e s is  o f  th is  study is  th a t  business f a i lu r e  is  

a process which can be r e la te d  to  both m anagerial a c t io n  and 

environm ental fo rc e s . I t  is  proposed here th a t  th e  f a i lu r e  

process can proceed over a sm all number o f  p a tte rn s  o r pathways 

which, w h ile  they  have c e r ta in  fe a tu re s  in  common, a re  

co n c e p tu a lly  and p r a c t ic a l ly  d is t in g u is h a b le . The form al 

process o f  le g a l bankruptcy may p lay  a m ajor ro le  in  th e  

process in  some cases, bu t no t a l l .  The pathways th a t  a re
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described  a l l  s t a r t  w ith  the  assumption o f  a business as a 

going concern and proceed to  some d e f in i t iv e  c o n c lu s io n , which 

may be l iq u id a t io n ,  re o rg a n iz a t io n , o r some com bination o r  

m o d ific a tio n  o f  th e  two. The frameworks d escrib ed  have much in  

common w ith  those p re v io u s ly  proposed f o r  d e c lin e  and 

tu rnaroun d . Many, but not a l l ,  f a i lu r e s  can be seen as f a i le d  

turnarounds; o th e r  f a i lu r e s  may fo llo w  d e c lin e  w ith o u t any 

v is ib le  re c o g n it io n  o f  th e  d e c lin e  o r a ttem p t a t  tu rnaround . 

S t i l l  o th e r  f a i lu r e s  a re  c a ta s tro p h ic  in  c h a ra c te r , sudden 

c o lla p s e s  w ith  no o p p o rtu n ity  f o r  tu rnaroun d .

Summary

The study o f  business f a i lu r e  and b an kru p tcy , l ik e  the  

study o f patho logy in  o th e r  f i e ld s ,  can make an im p o rtan t 

c o n tr ib u tio n  to  business resea rch . Bankruptcy procedures, 

both as mechanisms f o r  e q u ita b le  tre a tm e n t o f  c r e d ito r s  and fo r  

th e  p ro te c tio n  o f  d eb to rs , have a long h is to r y .  In  th e  U n ited  

S ta te s , bankruptcy a d m in is tra tio n  is  p r im a r i ly  a Federal 

fu n c t io n . The Bankruptcy Reform A ct o f  1978 made m ajor changes 

in  th e  Bankruptcy Code, and those changes have le d  to  

s u b s ta n tia l changes in  th e  way bankruptcy is  used by 

businesses.

Business f a i lu r e  and bankruptcy both have a v a r ie ty  o f  

d e f in it io n s  rang in g  from below normal re tu rn s  to  le g a l 

bankruptcy. The le g a l bankruptcy ra te  has in creased  sh a rp ly  in
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re ce n t y e a rs , in  p a r t  due to  changes in  th e  law and in  p a r t to  

changing economic c o n d it io n s . S tra te g ic  management has tended  

to  blame business f a i lu r e  on environm enta l fa c to rs  and bad 

management, w h ile  th e  fin a n c e  l i t e r a t u r e  tends to  focus on 

f in a n c ia l  fa c to rs  such as debt le v e ls  and cash f lo w . The m ajor 

th e s is  o f  th is  study is  th a t  business f a i lu r e s  a re  p r im a r ily  

the  r e s u lt  o f  im proper o rg a n iz a t io n a l responses to  

environm enta l s tre s s e s , and th a t  th e  observed f in a n c ia l  fa c to rs  

are  more symptomatic than c a u s a l. The purposes o f th e  study 

were in tro d u c e d , but th e  f u l l  s ta tem ent o f  th e  research  

o b je c tiv e s  is  th e  s u b je c t o f  th e  next c h a p te r.
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Chapter 2

RESEARCH OBJECTIVES AND METHODOLOGY 

In tro d u c tio n

T h is  c h a p te r la ys  out th e  research  o b je c tiv e s  o f  th is  

d is s e r ta t io n  and p ro v id es  a summary o f  th e  research  

methodology. The research  is  in tended to  e n ric h  prev ious  

research  on business turnarounds and o rg a n iz a t io n a l d e c lin e ,  

and to  p ro v id e  in s ig h ts  on business f a i lu r e s  and b an kru p tc ies . 

The m ajor emphases a re  on environm enta l fa c to r s , f irm  

c h a r a c te r is t ic s ,  and d e c lin e  p a tte rn s . The research  

methodology, which is  described  and j u s t i f i e d ,  is  e c le c t ic ,  but 

c o n s is te n tly  e x t r a f ir m  in  p e rs p e c tiv e .

General O b je c tiv e s

The prim ary  o b je c t iv e  o f  th e  research  was to  o b ta in  a 

b e t te r  un derstanding  o f  business f a i l u r e ,  bankruptcy, and 

re o rg a n iz a tio n  from  both m anagerial and f in a n c ia l  p o in ts  o f  

view . T h is  understand ing  was to  be achieved by d e s c rib in g  and 

a n a ly z in g  a s ig n i f ic a n t  number o f  business f a i lu r e s ,  

b an k ru p tc ie s , and re o rg a n iz a tio n s . The f i r s t  s tep  was to  

develop a com prehensive model f o r  business d e c lin e  and f a i lu r e  

based on p r io r  research  in  s t r a te g ic  management and f in a n c e .
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The second s tep  was to  develop a d a ta  base on a sample o f  

bankrupt f irm s . T h ird  was th e  g en era tio n  and te s t in g  o f a 

s e r ie s  o f hypotheses r e la t in g  to  f a i lu r e ,  b ankrup tcy , and 

re o rg a n iz a tio n  using th e  broad model as conceptual fram ework. 

The f in a l  s tep  was to  ta k e  th e  form al research  re s u lts  and 

t r a n s la te  them in to  th e o r e t ic a l and p r a c t ic a l a p p lic a t io n s  to  

im po rtan t s t r a te g ic  problems and research stream s.

This work should add to  e x is t in g  research  on d e c lin in g  

in d u s tr ie s  and turnarounds by fo llo w in g  th e  e n t i r e  course o f  

events and lo o k in g  a t  co rp o ra te  as w e ll as b u s in e s s -le v e l 

outcomes. Most o f  th e  p rev ious work on turnarounds has ignored  

cases in  which th e  f irm  f a i le d ,  and the  work on d e c lin in g  

in d u s tr ie s  has used business u n its , not f irm s , as th e  le v e l o f  

a n a ly s is . Another c o n tr ib u tio n  o f th is  work is  th e  in te g ra t io n  

o f s t r a te g ic  management and fin a n c e  concepts. On th e  fin a n c e  

s id e  the work should add depth to  th e  e m p ir ic a l bankruptcy  

p re d ic t io n  models by co n s id erin g  f ir m  and in d u s tr y - le v e l  

v a r ia b le s , which m ight lead  to  improved p re d ic t io n  models. I t  

a ls o  makes a c o n tr ib u t io n  to  th e  growing body o f  research  on 

o rg a n iz a tio n a l d e c lin e  and d eath , w ith  p a r t ic u la r  a p p lic a t io n s  

to  f o r - p r o f i t  business o rg a n iz a tio n s . F in a l ly  i t  c o n tr ib u te s  to  

th e  understanding o f  o rg a n iz a tio n a l d ec is io n -m ak in g  by deducing  

m anagerial behavio r from  o rg a n iz a tio n a l a c t io n s .

F in a l ly  a b e t te r  understanding o f th e  f a i lu r e  and 

re o rg a n iz a tio n  process should lead to  in s ig h ts  and
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p re s c r ip t io n s  which would be u se fu l to  p ra c t ic in g  managers and 

in v e s to rs . Business f a i l u r e  and bankruptcy a re  no lo nger ra re  

even ts  o r l im ite d  to  new, sm all e n tre p re n e u r ia l f irm s . An 

in c re a s in g  number o f managers a re  being fo rced  to  cope w ith  the  

death th ro e s  o f  f ir m s , and i t  is  in c re a s in g ly  im p o rta n t th a t  

in v e s to rs , both e q u ity  and debt h o ld e rs , m onitor m anagerial 

b ehav io r to  ensure t h a t  t h e i r  in te re s ts  a re  w e ll se rved .

W hile  th e  g en era l to p ic  o f  t h is  research  study is  business  

f a i l u r e ,  bankruptcy and re o rg a n iz a t io n , th a t  is  a much to o  

la rg e  and d iv e rs e  to p ic  f o r  a s in g le  s tu d y , so i t  is  necessary  

to  d e fin e  as p r e c is e ly  as p o s s ib le  th e  scope o f  th e  work 

re p o rte d  h e re . As in  most research  p r o je c ts , th e  scope and 

o b je c tiv e s  o f  th e  work evo lved  d u rin g  th e  course o f  th e  s tu d y , 

so th e  research  fram ework o u tlin e d  in  th is  ch ap te r is  both th e  

p lan  and th e  prod uct o f  th e  work.

As in d ic a te d  in  th e  in tro d u c to ry  c h a p te r , business f a i lu r e  

and bankruptcy have re c e iv e d  very  l i t t l e  a t te n t io n  in  s t r a te g ic  

management re s e a rc h , and lim ite d  a t te n t io n  in  re la te d  

d is c ip l in e s .  C onsequently , from  the  i n i t i a t i o n  o f th e  p r o je c t ,  

i t  was recognized  t h a t  th e  work would need to  be broad ly  

e x p lo ra to ry  and in t e r d is c ip l in a r y .  The e x te n t to  which th e  

study would re q u ire  a t te n t io n  to  m ethodo logical issues was not 

a n t ic ip a te d .
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Maj.fi C O b je c tiv e s

The o v e ra rc h in g  qu estio n  th a t  drove th e  e n t ir e  p ro je c t  

was: why do some firm s  f a i l  when o th e rs  succeed? Th is  s in g le  

q u estio n  can be broken down in to  s e ts  o f  in c re a s in g ly  d e ta ile d  

q u es tio n s . The f i r s t  subset in c lu d e s  th e  fo llo w in g  qu estio ns:

1. A re th e re  common p a tte rn s  in  th e  environm ents o f f a i l i n g  

f irm s  th a t  a re  s ig n i f ic a n t ly  d i f f e r e n t  from those o f 

successfu l firm s?

2 . Are th e re  c h a r a c te r is t ic s  th a t  d is t in g u is h  f a i l i n g  firm s  

from  su ccess fu l f irm s  b e fo re  f a i lu r e  is  recognized as a 

s ig n i f ic a n t  p o s s ib i l i t y ?

3 . Are th e re  common p a tte rn s  in  th e  way in  which f a i l i n g  

firm s  respond to  environm enta l s tre s s ?

4 . Are th e re  common p a tte rn s  in  th e  way in  which f a i l i n g  

f irm s  p la y  o u t t h e i r  fa i lu r e s ?

Approached from  a more th e o r e t ic a l  p e rs p e c tiv e , th e  subset 

o f qu estio ns  would in c lu d e  th e  fo llo w in g :

1. Are th e  circum stances and b eh av io r o f  f a i l i n g  f irm s  

c o n s is te n t w ith  th e  general paradigm s o f  s t r a te g ic  

management?

2 . Is  th e re  e x is t in g  th eo ry  in  s t r a te g ic  management and 

r e la te d  d is c ip l in e s  th a t  can be used to  e x p la in  th e  observed  

c h a r a c te r is t ic s  o f  f a i l i n g  firm s ?

3 . Can s t r a te g ic  management th e o ry  and norm ative  

p re s c r ip t io n s  be used to  d e te c t and p re v en t business
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f a i lu r e ?

Bagaacsh £gop_e.

Given th ese  broad o b je c t iv e s , i t  was necessary a t  th e  

o u ts e t to  e s ta b lis h  some param eters to  d e fin e  and l i m i t  th e  

scope o f  th e  s tu d y . A m ajor c o n s tra in t  was th e  l im i ta t io n  o f  

th e  study to  la rg e , e s ta b lis h e d , f o r - p r o f i t  business  

o rg a n iz a t io n s . That c o n s tra in t  was o p e ra t io n a liz e d  by using a 

research  sample o f p u b lic ly  trad ed  firm s  whose f in a n c ia l  

records were a v a i la b le  on th e  Compustat database. The sample 

inc luded  on ly  f irm s  which had a t  le a s t  s ix  years o f  d a ta , and 

which had f i l e d  fo r  bankruptcy subsequent to  th e  im plem entation  

o f  th e  Bankruptcy Reform A ct o f  1978.

A second m ajor c o n s tra in t  was th e  d e c is io n  to  l i m i t  th e  

study to  an e x t r a f ir m  p e rs p e c tiv e  using o n ly  p u b lic ly  a v a i la b le  

in fo rm a tio n . T h is  included  n a r r a t iv e  m a te r ia ls , such as 

c o rp o ra te  annual re p o rts  and business p u b lic a t io n s , as w e ll as 

th e  q u a n t ita t iv e  f in a n c ia l  d a ta . The requ irem ent th a t  th e  

f irm s  were p u b lic ly  trad ed  helped to  ensure th a t  f in a n c ia l  and 

management in fo rm a tio n  about th e  f irm s  was a v a i la b le  in  th e  

press and p u b lic  documents. The amount o f n a r r a t iv e  

in fo rm a tio n  v a r ie d  w id e ly  from f ir m  to  f i r m , la rg e ly  depending 

on th e  s iz e  o f  th e  f ir m . L im ited  n a r r a t iv e  in fo rm a tio n  on a l l  

th e  f irm s  was a v a i la b le  in  e i th e r  S tandard and Poor’ s C orporate  

Records o r Moody’ s Manuals. For some f irm s  l i t t l e  more
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in fo rm a tio n  was a v a i la b le ;  fo r  o th e r  f irm s  the amount o f  

m a te r ia l was immense. The bankrup tc ies  o f  M a n v ille , LTV 

C o rp o ra tio n , and o th e r  b i l l i o n - d o l la r  firm s  have rece ived  

blow -by-b low  re p o rts  and extended e d i t o r ia l  comment in  the  

business p ress . However, the p u b lic  in fo rm a tio n  c r i t e r io n  was 

more than a research  convenience. The e n t ir e  p e rs p e c tiv e  o f  

th e  research was th a t  o f  an e x te rn a l s ta ke h o ld e r o r  ob server.

A m ajor o b je c t iv e  o f  th e  research was to  develop th eo ry  and 

in s ig h ts  th a t  would be usefu l to  e x te rn a l s take h o ld ers  such as 

s to c k h o ld e rs , c r e d ito r s ,  a n a ly s ts , and p u b lic  p o lic y  makers who 

do not have d i r e c t  access to  th e  p r iv a te  in fo rm a tio n  and 

thought processes o f managers.

The study focused on to ta l  co rp o ra te  perform ance, ra th e r  

than  on p ro d u c t-m arke ts , s t ra te g ic  business u n its ,  or o th e r  

c o rp o ra te  su b u n its  fre q u e n tly  s tu d ie d  in  s t r a te g ic  management. 

T h is  l im i t a t io n  was imposed, in  p a r t ,  by th e  heavy dependence 

on pub lished  f in a n c ia l  d a ta , bu t i t  is  c o n s is te n t w ith  the  

s tu d y ’ s concern w ith  in v e s to rs , c r e d ito r s ,  and o th e r  e x te rn a l 

s ta k e h o ld e rs . L im it in g  th e  study to  c o rp o ra te - le v e l behavior  

and perform ance a ls o  f a c i l i t a t e d  th e  in te g ra t io n  o f  th is  

research  w ith  a bankruptcy research stream  in  f in a n c e  th a t  is  

s tro n g e r than th e  research stream in  s t r a te g ic  management.

The scope o f  th e  research was narrow in  term s o f th e  types  

o f firm s  to  be s tu d ied  and the  k inds o f in fo rm a tio n  to  be used, 

but i t  is  u n iq u e ly  broad according to  two o th e r measures.
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F i r s t ,  i t  is  broad in  concept using a wide range o f both 

s t r a te g ic  management and fin a n c e  concepts to  deal w ith  a s in g le  

phenomenon, business f a i lu r e .  Second i t  is  broad in  fo llo w in g  

th e  f a i lu r e  process over an extended p e rio d  o f  tim e and e v en ts . 

Most o f  these  e lem en ts  have been s tu d ie d  b e fo re , but th e re  has 

been l i t t l e  e f f o r t  to  fo llo w  th e  f u l l  course o f  d e c lin e ,  

f a i l u r e ,  and f i n a l  outcomes. The in ten ded  scope o f the  

research  can be seen more c le a r ly  in  th e  conceptual model 

developed in  th e  n e x t chap ter and i l lu s t r a t e d  in  F igure  3 .2  on 

page 35.
s

S p e c if ic  O b je c tiv e s  o f  th e  Research

Business f a i l u r e  covers a wide range o f c ircum stances and 

outcomes, o f  which b a s ic a lly  o n ly  bankruptcy is  to  be s tu d ied  

h e re . F o llo w in g  A ltm an ’ s (1 9 83 ) d e f in i t io n s ,  th e  fo llo w in g  

d is t in c t io n s  between u n p r o f i t a b i l i t y ,  d e c lin e , and f a i lu r e  a re  

used in  t h is  s tu d y . Any f irm  th a t  has re tu rn s  less  than those  

a v a i la b le  from  com parable investm ents on a r is k -a d ju s te d  b as is  

is  d e fin ed  as an economic f a i lu r e .  A d e c lin in g  f ir m  is  d e fin e d  

as any f ir m  w ith  a  n e g a tiv e  n e t income, which im p lie s  th a t  

assets  a re  being  d e p le te d .

The s p e c if ic  research  o b je c tiv e s  a re  r e la te d  to  fo u r  

c a te g o rie s  o f  q u es tio n s  which fo llo w  th e  course o f  d e c lin e  and 

f a i lu r e :  c h a r a c te r is t ic s  o f  th e  environm ents o f  f a i le d  f irm s ,  

c h a r a c te r is t ic s  o f  f a i le d  f irm s , p a tte rn s  o f  d e c lin e  and

- 21 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

f a i lu r e ,  and outcomes o f  bankruptcy or o th e r  f a i lu r e  even ts .

The s p e c if ic  research  qu estio ns  l is te d  below a re  o rg an ized  in to  

these fo u r  c a te g o r ie s . The questions  a re  l is t e d  here o n ly  in  

a b b re v ia ted  form . The fo rm u la tio n s  o f s p e c if ic  research  

questions and hypotheses a re  rep o rted  in  th e  s e p ara te  

subsequent c h a p te rs  o f t h is  d is s e r ta t io n . I t  should be noted 

th a t  the  q u es tio n s  l is t e d  here a re  d e s c r ip t iv e  and s u b s ta n tiv e . 

The th e o r e t ic a l im p lic a t io n s  o f th e  questions and th e  

s u b je c tiv e  aspects  o f  th e  r a t io n a le  o f d e c is io n  makers is  taken  

up in  th e  s e p a ra te  d e s c r ip t iv e  chapters  and two summary 

chapters  a t  th e  end o f  th e  d is s e r ta t io n .

Not a l l  o f  th e  research  questions were pursued w ith  equal 

v ig o r  o r r ig o r .  In  some cases th e  in fo rm atio n  re q u ire d  was 

u n a v a ila b le  o r in ad eq u ate . In  some cases th e  a v a i la b le  

in fo rm a tio n  was s u f f ic ie n t  to  draw q u a l i t a t iv e  co n c lu s io n s , but 

in s u f f ic ie n t  f o r  s t a t i s t i c a l  hypothesis  te s t in g .

Envi ronmental C h a ra c te r is t ic s  o f F a ile d  Firm s

1. Do some in d u s tr ie s  have a h igher p reva len ce  o f  f a i lu r e  

than o thers?

2 . What is  th e  re la t io n s h ip  between th e  growth o r d e c lin e  

o f a f ir m  and th e  growth o r d e c lin e  o f th e  in d u s try  o f  which 

i t  is  a  p a rt?
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3 . Does th e  r e la t iv e  f in a n c ia l s tre n g th  o f  f irm s  change 

from one tim e  p e rio d  to  another?

4 . Are f a i lu r e s  more p re v a le n t in  some tim e period s  than  

others?

5 . Do s p e c if ic  environm ental events have s ig n if ic a n t  

e f fe c ts  on f ir m  fa ilu re s ?

In te r n a l C h a ra c te r is t ic s  o f F a ile d  Firms

1. Are th e  f in a n c ia l  c h a r a c te r is t ic s  o f  f a i l i n g  firm s  

d i f f e r e n t  from  those o f comparable n o n fa il in g  f irm s  f iv e  or 

more years  b e fo re  f a i l in g ?

2 , Are f ir m  f a i lu r e s  th e  r e s u lt  o f s p e c if ic  even ts  or 

d ec is io n s  in te r n a l o r unique to  th e  firm ?

3 Are f ir m  f a i lu r e s  re la te d  to  th e  e x te n t  o f f irm  

d iv e r s if ic a t io n ?

4 . Are f i r m  f a i lu r e s  re la te d  to  the  age o f  th e  firm ?

P a tte rn s  in  th e  D ec !in e  o f F a i1ina Firms

1. Are th e  r a te  o f d e c lin e  and changes in  o th e r  f in a n c ia l  

in d ic a to rs  o f  f a i l i n g  f irm s  c o rre la te d  w ith  th e  growth o r

-2 3 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

d e c lin e  o f  th e  in d u s try  in  which th e  f ir m  operates?

2 . What is  th e  re la t io n s h ip  between th e  d e c lin e  in  the  

p r o f i t a b i l i t y  o f  th e  f irm  and changes in  i t s  s ize?

3 . Does th e  change in  stock p r ic e  o f th e  f a i l i n g  f ir m  serve

as a good in d ic a to r  o f th e  d e c lin e  o f th e  firm ?

4 . Is  th e re  a p a tte rn  to  th e  tim in g  o f th e  d e c lin e  o f  

va rio u s  f in a n c ia l  in d ic a to rs  as th e  f ir m  approaches fa i lu r e ?

5 . Is  th e  r is k  behavior o f  f a i l i n g  s ig n if ic a n t ly  d i f fe r e n t  

from th a t  o f  comparable n o n fa ilin g  firm s?

P a tte rn s  i n  th e  R eo rg an iza tio n  and O ther Outcomes

1. What is  th e  re la t io n s h ip  between th e  f i r m ’ s environm ent 

and i t s  bankruptcy outcome?

2. Are th e re  s p e c if ic  f irm  c h a r a c te r is t ic s  p r io r  to

bankruptcy th a t  a re  usefu l p re d ic to rs  o f  bankruptcy  

outcomes?

3. Are th e re  s t ra te g ic  choices open to  f a i l i n g  f irm s  p r io r  

to  bankruptcy which can a f f e c t  t h e i r  re o rg a n iz a tio n  

outcomes?
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4 . Are th e re  s t r a te g ic  cho ices  open to  f irm s  in  bankruptcy  

which can a f f e c t  t h e i r  re o rg a n iz a t io n  outcomes?

5 . What bankruptcy outcomes a re  most d e s ira b le  f o r  th e  

v a rio u s  s takeh o ld ers?

Methodology

In  develop ing  th e  research  methodology, an a ttem p t was 

made to  be responsive to  c a l ls  by lead in g  s t r a te g ic  management 

research ers  fo r  r ic h e r  research  designs. H a rr ig a n  (1 9 83 ) and 

Thomas (1984 ) have urged rese a rch ers  to  use more d iv e rs e  

approaches, and Bower (1 9 8 2 ) has urged more c o lla b o r a t iv e  

e f f o r t s  and more s ig n i f ic a n t  c o n tr ib u tio n s  to  p u b lic  p o lic y  

issu es . M i l le r  F rie s e n  (1 9 8 2 ) make th e  case f o r  using more 

lo n g itu d in a l d a ta  and fo r  us ing  a mix o f q u a l i t a t iv e  and 

q u a n t ita t iv e  d a ta . The methods advocated a l l  bear a s tro ng  

re la t io n s h ip  to  G laser S tra u s s ’ s (1967 ) c la s s ic  work on 

grounded th e o ry .

As in d ic a te d  in  th e  s e c tio n  above th e  research  was both  

e x p lo ra to ry  and in t e r d is c ip l in a r y ,  ra th e r  than n a rro w ly  focused  

on a s in g le  issue in  w e ll -e s ta b lis h e d  stream s o f  rese a rc h . I f  

th e  ro le  o f  th eo ry  can be rep res en ted  as shown in  F ig u re  2 .1  

below, th is  research  is  more d ire c te d  to  th eo ry  b u ild in g  than  

t e s t in g , and th e  th e o ry  te s t in g  th a t  is  done is  d ire c te d  to  

questions  o f  in te rn a l v a l i d i t y ,  ra th e r  than e x te rn a l v a l i d i t y .
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F ig u re  2.1  

Stages o f  Theory Development

Theory B u ild in g ! Theory T es tin g

E x p lo ra tio n  Concept H ypothesis  
Development G en era tio n

1
i In te r n a l  
iV a l id i t y

E x te rn a l 
V a l id i t y

A nother way o f lo o k in g  a t  research  m ethodologies is  to  

c la s s ify  them as d e s c r ip t iv e  o r  a n a ly t ic a l and as q u a l i t a t iv e  

o r q u a n t i ta t iv e ,  as d is p la y e d  in  F ig u re  2 .2 .

F ig u re  2 .2

C la s s i f ic a t io n  o f  Research M ethodologies

Q ua!i t a t i  ve Q uanti t a t i  ve

i S in g le  case | Data bases, \
D e s c r ip t iv e  ! s tu d ie s , | censuses \

\ M u lt ip le  case { S t a t is t ic a l  |
A n a ly t ic a l | a n a lyses , | a n a lys es , j

T h is  research  in c luded  a c t i v i t i e s  in  a l l  fo u r m a tr ix  

q u ad ran ts . Data c o lle c t io n  in c lu d ed  both th e  development o f  a 

d a ta  base which would be u s e fu l fo r  fu tu r e  research  as w e ll as 

th e  p resen t study and th e  c o lle c t io n  o f  q u a l i t a t iv e  m a te r ia ls  

f o r  case s tu d ie s . On th e  a n a ly s is  dim ension, in d iv id u a l cases 

were p repared , some more extended than o th e rs . Comparison o f  

case s tu d ie s  (p ro v id ed  in  Appendix B) p rovided in s ig h ts  fo r  

model and th e o ry  bu ild ing", as w e ll as a b as is  f o r  drawing  

q u a l i t a t iv e  co n c lu s io n s . The d a ta  base, which inc luded  both  

cross s e c tio n a l and lo n g itu d in a l d a ta , was su b jec ted  to
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e x ten s iv e  s t a t i s t i c a l  a n a ly s is .

A lthough both q u a n t ita t iv e  and q u a l i t a t iv e  d a ta  were 

c o lle c te d  and used, th e  d a ta  and th e  analyses always re f le c te d  

an e x tra f irm  p e rs p e c tiv e  (Greenwood Thomas, 1 9 8 1 ). The major 

advantages o f  t h is  approach a re :

1. A p r a c t ic a l  v ie w p o in t fo r  in v e s to rs , co m p etito rs , and 

a n a ly s ts ,

2 . C onsistency w ith  work in  f in a n c e ,

3 . C onsistency w ith  c u rre n t tren d s  in  s tra te g y  

research— v a lu e  m axim ization  and shareh o ld er w ea lth  

c re a t io n , s tra te g y  and stock m arket perform ance, com petito r  

a n a ly s is , s t r a te g ic  groups,

4 . No need fo r  f ir m  perm ission o r anonym ity.

The m ajor d isadvantages a re :

1. Lack o f  depth and d e ta i 1,

2 . P o ss ib le  om ission o f  im p o rtan t fa c to r s ,

3 . Lack o f  in s ig h ts  from  d e c is io n  makers.

The research  methodology evo lved  in  two phases. In  th e  

i n i t i a l  phase, th e  focus was s im ply  in s tru m e n ta l: th e  s e le c tio n  

o f a p p ro p ria te  s tandard  techn iq ues fo r  f in d in g  answers to  th e  

research  q u es tio n s . In  th e  second phase, th e  in te r e s t  focused  

on th e  techn iq ues and methods them selves. Th is  led  to  th e  

te s t in g  o f  e x is t in g  techniques and th e  development o f  new and 

improved a p p lic a t io n s  o f methods no t so w e ll -e s ta b lis h e d .
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Research Sample and D ata Col le c t io n

The s e le c tio n  o f th e  research  sample was co nstra ined  by 

th e  in te n t io n  to  study th e  environm ent and behavior o f  

in d iv id u a l f irm s , which s e ts  an upper l i m i t  on sample s iz e , and 

th e  in te n t io n  o f  perform ing s t a t i s t i c a l  an a lyses , which s e ts  a 

lower l i m i t .  The o r ig in a l  ta r g e t  fo r  th e  research  sample was 

50 firm s  th a t  meet th e  fo llo w in g  c r i t e r i a :

1. P u b lic ly  trad ed  f irm s  (NYSE, AMEX, OTC) p r io r  to  

bankruptcy,

2 . A minimum o f s ix  years o f p r e fa i lu r e  d a ta ,

3 . Had f i l e d  f o r  bankruptcy under th e  U. S. Bankruptcy Code 

a f t e r  January 1980,

4 . F a ilu r e  process com pleted: re o rg a n ize d , l iq u id a te d ,  

ownership t r a n s fe r r e d ,

5 . In c lu d ed  on th e  Compustat Research F i le .

The f in a l  sample s iz e  was 73 f irm s , o f  which 61 had 

completed th e  bankruptcy process. Two kinds o f f ir m  data  were 

c o lle c te d , f in a n c ia l  and o p e ra t io n a l. Most o f  th e  f in a n c ia l  

data  fo r  th e  firm s  p r io r  to  f a i lu r e  was a v a i la b le  on Compustat, 

but i t  became necessary to  search o th e r sources such as Moody’ s 

Manuals, Standard and Poor’ s C orporate Records, and annual 

re p o rts  in  a l im ite d  number o f  cases f o r  m issing d a ta . For the  

o p e ra tio n a l and h is to r ic a l  d e t a i ls ,  p a r t ic u la r ly  those around 

th e  f a i lu r e  e v e n t, th e  m ajor sources were th e  business press  

and company re p o rts , in c lu d in g  annual re p o rts  and
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re o rg a n iz a tio n  p la n s . The amount o f  q u a l i t a t iv e  d a ta  a v a i la b le  

f o r  each f i r m  v a r ie d  g r e a t ly ,  from alm ost none to  e n t i r e  books 

and alm ost d a i ly  coverage in  th e  business press f o r  extended  

perio d s  o f  t im e .

In  a d d it io n  to  th e  sample o f  bankrupt f ir m s , a matched 

sample o f nonbankrupt f irm s  was s e le c te d . For t h is  sam ple, 

only  q u a n t ita t iv e  d a ta  were c o lle c te d . The use o f  th e  matched 

samples p layed  a m ajor ro le  in  t h is  re search . The most 

d e ta ile d  in fo rm a tio n  about th e  re s u lts  is  p resen ted  in  C hapter 

6, but th e  in s ig h ts  d e riv e d  from comparisons o f  th e  matched 

samples appear th roughout th e  th e  s tudy .

A more d e ta ile d  d e s c r ip tio n  o f th e  research  samples and 

the  d a ta  c o l le c t io n  is  prov ided  in  Chapter 5 .

In d u s try  sod 'EffiBDamifi Data co i le c t io n

Only ve ry  l im ite d  in d u s try  d a ta  were re q u ire d . The 

c r i t i c a l  q u a n t i ta t iv e  item  was th e  c la s s i f ic a t io n  o f  th e  

in d u s try  as d e c lin in g  o r grow ing. Aggregate in d u s try  s a le s  or 

demand d ata  were a v a i la b le  from  a number o f  governm ental and 

p r iv a te  sources. Standard government economic d a ta  were used 

to  a d ju s t th e  in d u s try  and f ir m  d a ta  fo r  in f l a t io n .
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S t a t i s t i c a l  Techniques

The p rim ary  s t a t i s t i c a l  techn iq ue used was m u lt iv a r ia te  

c la s s i f ic a t io n  a n a ly s is , in c lu d in g  m u lt ip le  d is c r im in a n t  

a n a ly s is , lo g i t ,  and p r o b it .  The a p p lic a t io n  o f  th e  

c la s s i f ic a t io n  techn iques ra is e d  enough q u es tio n s  to  ju s t i f y  an 

extended s tu d y , which is  re p o rte d  in  Chapter 4 .

O ther than m u lt iv a r ia te  c la s s i f ic a t io n ,  th e  techn iques  

used were r e la t iv e  ro u tin e  a p p lic a t io n s  o f  t  t e s ts ,  ANOVA, 

ANCOVA, and c o r r e la t io n  a n a ly s is . D e ta i ls  about th e  

methodology a re  re p o rte d  to g e th e r w ith  the  r e s u lts  in  sep ara te  

s e c tio n s  r e la t in g  to  each o f th e  m ajor issues .

Case S tu d ies

The d a ta  c o lle c te d  was s u f f ic ie n t  to  p repare  comprehensive 

case s tu d ie s  f o r  many o f th e  firm s  in  the  sam ple, a c tu a l ly  much 

more than could  be used in  th e  tim e a v a i la b le .  The n a r r a t iv e  

cases th a t  a re  in c lu d ed  in  Appendix B were s e le c te d  to  be 

i l l u s t r a t i v e  o f  m ajor f a i lu r e  ty p o lo g ie s  th a t  were developed in  

th e  course o f th e  s tu d y . In  o rd e r to  s im p lify  th e  cases and to  

f a c i l i t a t e  a n a ly t ic a l  com parisons, a standard  fo rm at f o r  the  

cases was developed and used fo r  a l l  th e  case s tu d ie s .

In  a d d it io n  to  th e  extended cases, thum bnail sketches o f  

a l l  th e  bankrupt f irm s  were p repared . These sketches a re
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presented in  Appendix A.

Summary

Th is  study o f business f a i lu r e  and bankruptcy is  intended  

to  f a c i l i t a t e  an understanding o f th e  business f a i lu r e  process 

and to  p ro v id e  in s ig h ts  th a t  may be h e lp fu l in  avo id in g  these  

unwanted outcomes. The previous work on business turnarounds  

has emphasized successfu l turnarounds. The study o f  

unsuccessful turnarounds should p ro v id e  a d d it io n a l in s ig h ts  

in to  o rg a n iz a t io n a l d e c lin e , p a r t ic u la r ly  in  f o r - p r o f i t  

o rg a n iz a tio n s . The c h a r a c te r is t ic s  o f  a sample o f  p u b lic ly  

trad e d  f irm s  th a t  f i l e d  fo r  bankruptcy from  1980 to  1985 a re  to  

be s tu d ied  in  o rd e r to  id e n t i fy  t h e i r  prebankruptcy  

c h a r a c te r is t ic s ,  to  seek p a tte rn s  in  t h e i r  d e c lin e , and to  f in d  

p re d ic to rs  o f t h e i r  chances fo r  successfu l re o rg a n iz a t io n .

The c h a r a c te r is t ic s  o f  the  f a i l i n g  firm s  a re  to  be compared 

w ith  a m atching sample o f n o n fa ile d  f irm s . The research  

p e rs p e c tiv e  th roughout is  e x tra f ir m , and th e  in te re s ts  o f the  

e n t ir e  range o f  s takeh o ld e rs  a re  consid ered .

-3 1 -
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C h a p te r  3

THEORY AND MODELS OF BUSINESS FAILURE AND BANKRUPTCY:

inExad-MStten

T h is  c h a p te r  p ro v id e s  th e  t h e o r e t ic a l  b a s is  f o r  th e  

r e s e a r c h . A g e n e r a l iz e d  model f o r  b u s in e s s  d e c l in e  is  

d e v e lo p e d  t h a t  i s  e q u a l ly  a p p l ic a b le  to  s u c c e s s fu l and 

u n s u c c e s s fu l tu rn a ro u n d s . The model em phasizes  th e  in t e r a c t io n  

o f  s t r a t e g i c  re sp o n se s  w i th  e n v iro n m e n ta l s t r e s s e s .  

In a p p r o p r ia te  re sp o n ses  can le a d  t o  s t r a t e g i c  p ro b le m s , w h ich  

a r e  made m a n ife s t  by f i n a n c i a l  e f f e c t s .  Outcomes a r e  d ep en d en t  

on th e  success  o f  tu rn a ro u n d  e f f o r t s .  A second model is  

d e v e lo p e d  w h ich  can  be used t o  h e lp  e x p la in  why some b u s in e s s  

f a i l u r e s  le a d  t o  le g a l  b a n k ru p tc y  and o th e r s  le a d  t o  le s s  

t r a u m a t ic  ou tco m es. The r o le  o f  le g a l  b a n k ru p tc y  as  a  m ethod  

f o r  th e  r e s o lu t io n  o f  c o n f l i c t s  betw een s ta k e h o ld e r s  in  

u n s u c c e s s fu l f i r m s  is  em p h a s ize d . The r e la t io n s h ip  betw een  

th e s e  m odels and f i n a n c i a l  b a n k ru p tc y  p r e d ic t io n  m odels w i l l  be 

d is c u s s e d .

A D e c ! in e - F a i l u r e - T u rn aro u n d  P ro cess  Model

As d is c u s s e d  in  th e  p re v io u s  c h a p te r  on re s e a rc h  

o b je c t iv e s ,  t h i s  s tu d y  had tw o  m a jo r  c lo s e ly  r e la t e d
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o b je c t iv e s . One was a broad e x p lo ra t io n  o f  th e  business  

f a i lu r e  phenomenon from  th e  v ie w p o in t o f  s t r a te g ic  management, 

and th e  second a search f o r  a p p lic a t io n s  o f  work from  o th e r  

f ie ld s  to  th e  to p ic . C o n s is te n t w ith  those o b je c t iv e s  th e  

process model is  b ro ad ly  based on and makes e x p l i c i t  use o f  

concepts from  s e v e ra l f i e ld s .  The u n ify in g  concepts a re  

la r g e ly  drawn from  the  o rg a n iz a t io n a l behavio r f i e l d ,  

p a r t ic u la r ly  l i f e  c y c le s  and o rg a n iz a t io n a l d e c lin e . The p a rts  

o f the  model devoted to  th e  causes o f d e c lin e  and f a i l u r e  in  

business o rg a n iz a tio n s  a re  drawn from th e  s t r a te g ic  management 

paradigm which s tre s s e s  th e  r e la t io n s h ip  between the  

environm ent o f  an o rg a n iz a tio n  and th e  m anagerial response to  

th a t  environm ent. The model la rg e ly  cons id ers  f in a n c ia l  

d ec is io n s  as im plem entations o f m anagerial s tra te g y  and 

f in a n c ia l  perform ance in fo rm a tio n  as in d ic a to rs  o f  

o rg a n iz a t io n a l perform ance.

In  term s o f  l i f e  c y c le s , business f a i lu r e  and bankruptcy  

are  m a n ife s ta tio n s  o f d e c lin e  and d ea th . Using an analogy o f  

th e  re la t io n s h ip  between b io lo g ic a l i l ln e s s  and d ea th , th e  

bas ic  framework o f  th e  process model is  shown in  F ig u re  3 .1 .  

Although th e  i l ln e s s  analogy is  u sefu l as a fram ing d e v ic e , i t  

is  too  broad ly  conceptual to  be o f much va lu e  in  s o r t in g  out 

th e  complex m anageria l and f in a n c ia l  v a r ia b le s  which 

c h a ra c te r iz e  f a i l i n g  business o rg a n iz a tio n s .
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F ig u re  3.1

G en e ra lize d  Pathology Model

CAUSES > EFFECTS > RESPONSES— > OUTCOMES

( In fe c t io n )  (Symptoms) (T re a tm e n t) (R eco very /D eath )

A more comprehensive model fo r  d i r e c t  a p p lic a t io n  to  

business s itu a t io n s  using th e  a b s tra c t  le v e ls  o f causes, 

e f fe c ts ,  responses, and outcomes is  shown in  F ig u re  3 .2 .  As in  

th e  case o f  b io lo g ic a l i l ln e s s ,  th e  causes may.be s im ple  o r  

complex, and th e  s e v e r ity  o f  th e  e f fe c ts  may range from minimal 

to  le t h a l .  W hile  th e re  is  a c e r ta in  lo g ic a l d ir e c t io n  to  th e  

f lo w  in  th e  d iagram , i t  o fte n  in v o lv e s  re c y c lin g s  in  which 

outcomes become e i th e r  new causes o r new symptoms. Responses 

are  d e fin ed  as d e lib e r a te  a c t io n s , which re q u ire s  th a t  the  

e f fe c ts  be reco g n ized , but a cause may proceed to  some outcome 

w ith  no v is ib le  re c o g n itio n  o f  th e  symptoms o r response. The 

causes may e i t h e r  be unknown o r in c o r r e c t ly  diagnosed, and an 

observed outcome may o r may n o t be a consequence o f  th e  assumed 

chain  o f causes, e f f e c t s ,  and responses. In  th e  e a r ly  s tages  

o f d e c lin e , th e  causes may be m u lt ip le  and weak, bu t in  th e  

end. bankruptcy is  a c la s s ic  c r is is  o r death e v en t.
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F ig u re  3 .2
D e c lin e -F a ilu re -T u rn a ro u n d  Process Model

E x te rn a l Causes

Environm ental Change 
In d u s try  Trends  
Business C ycles  
L ife  C ycles

In te r n a l Causes

Inadequate  In fo rm a tio n  
M anageria l M is takes  
M anageria l C o n f l ic t

S t r a te g ic  Problems
(P rim ary  E f fe c ts )

Mai adapted P rodu ct/M arkets  
Inadequate  Cost C ontro l 
Excessive R isk Taking  
O rg a n iz a tio n a l In e ffe c t iv e n e s s  
U nproductive Assets

I
I

F in a n c ia l In d ic a to rs
(Secondary E f fe c ts )  

D e c lin in g  S ales  
Reduced M argins and P r o f i ts  
In crea sed  Debt 
D e c lin in g  A sset Value  
F a l l in g  Stock P ric e s

I
I

Turnaround Responses

New Management 
Improved Cost C ontro l 
A sset Pruning  
M arket R e o rie n ta tio n

-No D e lib e ra te  
Response

Successfu l Outcomes

Turnaround
P r o f i ta b le  S a le  o f  

Assets  
R eo rg a n iza tio n

Unsuccessful Outcomes !

Bankruptcy
U n p ro fita b le

L iq u id a tio n
R eo rg a n iza tio n
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The model assumes th a t  business d e c lin e  and f a i lu r e  are  

fu n d am en ta lly  caused by in a p p ro p r ia te  o r inadequate in te rn a l  

responses to  e x te rn a l s t im u l i .  T h is  assumption is  based on th e  

o b serva tio n  th a t  under e s s e n t ia l ly  th e  same e x te rn a l  

c o n s tra in ts  some businesses succeed, e i th e r  by continued  

o p era tio n s  o r by v a lu e  p re serv in g  e x i t ,  and o th e rs  d e c lin e  and 

f a i l .  The model does not re q u ire  th a t  an inadequate or 

in a p p ro p r ia te  response be th e  r e s u lt  o f  bad d e c is io n s ; th e  f ir m  

may o n ly  be un lucky. In  B ourgeo is ’ (19 84 ) term s, th e  model 

accommodates both d e te r m in is t ic  and f r e e  w i l l  e ven ts . The 

environm ent in c lu d es  both th e  in d u s try  and th e  la rg e r  general 

environm ent. Examples o f causes a r is in g  in  th e  environm ent 

in c lu d e  re ce s s io n , d e re g u la t io n , decreased demand, new 

c o m p e tito rs , and new te c h n o lo g ie s . Complex m u ltifa c e te d  causes 

may be more ty p ic a l than s im ple causes. In d u s try  and f irm  

cyc les  may be a c r i t i c a l  f a c to r ,  as firm s  seem to  be most 

v u ln e ra b le  a t  c e r ta in  s tag es , p a r t ic u la r ly  shakeout and d e c lin e  

(B a ird  & Thomas, 1985; Aaker & Day, 1986 ). New ven tures  are  

h ig h ly  v u ln e ra b le , a lthough a t  th e  e a r l ie s t  s ta g e , f irm s  may 

d isappear w ith o u t a t r a c e ,  e s s e n t ia l ly  s t i l l b o r n .

The model d iv id e s  th e  e f fe c ts  in to  two s e q u e n tia l s tag es , 

s t r a te g ic  and f in a n c ia l ,  o r more b ro a d ly , prim ary and secondary  

e f f e c t s .  A lte r n a te ly ,  th e  s t r a te g ic  e f fe c ts  m ight be 

considered th e  causes o f  th e  f in a n c ia l  e f f e c ts ,  and th e  

f in a n c ia l  e f fe c ts  can be seen on ly  as in d ic a to rs  o f  some more 

fundam ental u n d e rly in g  r e a l i t y .  A lthough th e  d ire c t io n  o f  the
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causal chain  is  c le a r ,  s t r a te g ic  e r ro rs  o fte n  a re  not 

recognized u n t i l  th e  f in a n c ia l  e f fe c ts  are  obvious. On 

occasion what is  c a lle d  a f in a n c ia l  in d ic a to r  may be a 

d e lib e r a te  c h o ice , f o r  example a h ig h -d e b t s t ra te g y . In  o th e r  

cases, high debt may be an u n a n tic ip a te d  consequence o f  o th e r  

s tra te g ic  c h o ices . The f in a n c ia l  e f fe c ts  a re  g e n e ra lly  more 

u n iv e rs a l than th e  s t r a te g ic  e f fe c ts ,  which tend to  be 

in d u s try -  o r f i r m - s p e c i f ic .  T h is  may e x p la in  th e  success o f  

f in a n c ia l  bankruptcy p re d ic t io n  models which appear to  be 

robust over both in d u s tr ie s  and tim e . A ltm an ’ s 1968 Z -sco re  

model has been e x te n s iv e ly  used by research ers  (C h akrava rth y , 

1986) and p r a c t i t io n e r s  (F o s te r , 1986) w ith o u t m o d if ic a t io n  fo r  

tw enty years .

The model in d ic a te s  th a t  th e  response phase may be 

bypassed, a t  le a s t  as f a r  as a d e lib e r a te  response is  

concerned. A change in  th e  e x te rn a l environm ent may b rin g  

about spontaneous re c o v e ry , o r  a f irm  may d e c lin e  and d ie  w ith  

no d is c e rn ib le  m anageria l response. Any d e lib e r a te  response 

re q u ire s  a m u ltis ta g e  m anageria l process in v o lv in g  th e  

re c o g n itio n  and a n a ly s is  c f  th e  observed e f fe c ts  o r symptoms, 

th e  s e le c tio n  o f  a course o f  a c tio n  o r tre a tm e n t, and f i n a l l y  

th e  a p p lic a t io n  o f th e  tre a tm e n t. A nsoff (1 9 8 4 ) and M in tzb e rg , 

R a is in g h a n i, & T h eo re t (1 9 7 6 ) have exp lo red  th e  genera l to p ic  

o f  s t r a te g ic  response to  environm ental s ig n a ls . I n i t i a l l y  

th e re  may be a f a i l u r e  to  d e te c t  the  environm enta l s ig n a ls ;  

th is  may be fo llo w e d  by a p e rio d  o f o rg a n iz a t io n a l in e r t ia
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d u ring  which a c tio n  is  delayed in  th e  fa c e  o f  s tro n g  evidence  

th a t  f a i l u r e  to  a c t  may have severe  consequences. A ctio n  

u s u a lly  re q u ire s  a concerted  group e f f o r t  which may no t be 

p o ss ib le  u n t i l  consensus is  reached on both th e  problem  and the  

s o lu t io n , and u n t i l  resources a re  m o b ilize d  to  ta k e  a c t io n .  

F req u en tly  responses may have to  be made s tep w ise  because o f  

lack  o f  consensus o r  reso u rces .

A lthough th e  re c o g n it io n , a n a ly s is , s tra te g y  fo rm u la tio n , 

and im plem entation  sequence a p p lie s  in  n e a r ly  every  problem  

s i tu a t io n ,  d e c is io n s  f o r  f a i l i n g  f irm s  may be u n u su a lly  

d i f f i c u l t .  For exam ple, i f  new management is  re q u ire d , as is  

th e  case in  many turnaroun d  s itu a t io n s  (B ib e a u lt ,  1982, H o fe r, 

1980 ), o th e r  responses may be delayed u n t i l  th e  new management 

is  in  p la c e , and o ld  managers may d e lay  t h e i r  own o u s te r , even 

a f t e r  owners o r  c r e d ito r s  a re  m o b ilize d  to  fo rc e  a change. I f  

l iq u id a t io n  o r  merger o f  th e  f irm  is  an im p o rta n t a l t e r n a t iv e ,  

th e  d e c is io n  is  d i f f i c u l t  f o r  a l l  p a r t ie s  concerned, and may be 

fu r th e r  co m plicated  by th e  d is p a r i ty  o f  in te r e s ts  among those  

p a r t ie s .  In  o rd e r to  understand why a c tio n  is  so f re q u e n tly  

d e layed , i t  is  u s e fu l to  co n s id er th e  in te r e s ts  and o p tio n s  

a v a ila b le  to  th e  v a r io u s  s ta ke h o ld e rs .

D is t r ib u t io n  o f  Bankruptcy Losses among S tak eh o ld ers

E a rly  in  th e  d e c lin e , any losses accrue to  th e  e q u ity  

owners, which fo r  th e  purpose o f  t h is  d iscu ss io n  a re  assumed to
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be a s e t o f  d isp ersed  and unorganized s to c k h o ld e rs .

S u b s ta n tia l losses may occur be fo re  s to ckh o ld ers  become aware 

o f th e  problem . Many a re  passive  in v e s to rs  and m onitor on ly  

d iv id en d s  and s to ck  p r ic e s . D ividends a re  f re q u e n tly  smoothed 

and m ain ta ined  even du ring  period s  o f  n e g a tiv e  earn ings  

(L in tn e r ,  1956; Copeland & Weston, 19 8 3 ), and stock  p r ic e s  

r e f l e c t  genera l m arket movements and o th e r fa c to rs  as w e ll as 

c o rp o ra te  perform ance. In fo rm a tio n  on d e c lin e  may be delayed  

and f i l t e r e d  by managers, who have a vested in te r e s t  in  p u tt in g  

events  in  t h e i r  best l i g h t .  Once a s to c kh o ld er recogn izes th a t  

th e  v a lu e  o f  th e  f ir m  is  d e c lin in g , th e re  is  l i t t l e  an 

in d iv id u a l in v e s to r  can do to  change th e  course o f e ven ts , so 

th e  n a tu ra l response is  to  s e l l  th e  s to c k . The new owner is  

then in  a s im i la r  s i tu a t io n ,  and over tim e  th e  e q u ity  losses  

may be d is t r ib u te d  over a s e r ie s  o f  owners, e s p e c ia lly  i f  th e  

d e c lin e  is  s low . The m arket and book va lu e  o f  e q u ity  may no t 

d e c lin e  in  p a r a l le l  (S t r a te g ic  P lann ing  A ss o c ia te s , In c . ,

1 9 84 ). For a f ir m  w ith  poor earn ings prospects and lo w -q u a lity  

a s s e ts , book v a lu e  may exceed m arket v a lu e . A t low o r  n eg a tive  

book va lu e s  th e  reve rse  is  t r u e ,  s in ce  th e  m arket v a lu e  I s  

never n e g a tiv e , and even h ig h ly  r is k y  fu tu re  re tu rn s  may have 

some v a lu e  to  s h a reh o ld ers . A t t h is  p o in t sh a reh o ld ers , who a t  

some e a r l i e r  tim e  would have gained from  f ir m  l iq u id a t io n ,  now 

have no th in g  more to  lo s e .

Once th e  e q u ity  va lu e  o f  the  f ir m  is  consumed, th e  

c r e d ito r s ’ ro le s  become dom inant, but fre q u e n tly  complex and
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c o n f l i c t i n g .  B a n k ru p tc y  law  has a  s e t  o f  r u le s  a b o u t c la im  

p re fe re n c e s  w h ic h  can a f f e c t  c r e d i t o r  c h o ic e s , even  b e fo re  

b a n k ru p tc y  i s  e s t a b l is h e d .  In  m ost in s ta n c e s  i n s t i t u t i o n a l  

c r e d i t o r s  a r e  m ore e f f e c t i v e  c o m p e t ito rs  f o r  r e s id u a l  v a lu e  

th a n  in d iv id u a l  b o n d h o ld e rs , even  though b o n d h o ld e rs  a re  s e rv e d  

by t r u s t e e s  u n d e r p r o v is io n s  o f  bond in d e n tu r e s .  Bulow &

Shoven (1 9 7 8 )  h ave  d e v e lo p ed  a  model f o r  g u id in g  s ta k e h o ld e rs  

in  m aking b a n k ru p tc y  d e c is io n s  la r g e ly  based on t r a d e o f f s  

betw een l i q u i d a t i o n  v a lu e  and th e  p re s e n t  v a lu e  o f  f u t u r e  

e a rn in g s  i f  th e  f i r m  is  n o t  l iq u id a t e d .  H ow ever, b o th  

l i q u i d a t i o n  v a lu e s  and f u t u r e  income s tre a m s  a r e  d i f f i c u l t  to  

p r e d ic t .  The book v a lu e  o f  a s s e ts  may be a  poor m easure o f  

l i q u i d a t i o n  v a lu e ,  and l i q u i d a t io n  v a lu e  u n d e r b a n k ru p tc y  may 

be d e p re s se d  fro m  o r d in a r y  m a rk e t v a lu e s . I t  is  i n d i r e c t  c o s ts  

such as th e s e , as  w e ll  as th e  d i r e c t  c o s ts  o f  b a n k ru p tc y , t h a t  

le a d  B ib e a u l t  ( 1 9 8 2 )  and o th e r s  t o  a rg u e  on a p r a c t ic a l  b a s is  

f o r  v o lu n ta r y  l i q u i d a t i o n  o v e r  b a n k ru p tc y . R esearch  in  f in a n c e  

a ls o  seems t o  le a d  to  th e  c o n c lu s io n  t h a t  b a n k ru p tc y  c o s ts  a re  

n o t t r i v i a l  (C o p e la n d  & W eston, 1 9 8 3 ) .

A lth o u g h  t h e o r e t i c a l l y  m anagers a r e  supposed t o  be a g e n ts  

f o r  ow ners and d e d ic a te d  to  m a x im iz in g  s h a r e h o ld e r  w e a lth , in  

f a c t  m anagers and ow ners do have somewhat d i f f e r e n t  in t e r e s t s .  

Agency t h e o r y ,  p io n e e re d  by Jensen & H e c k lin g  (1 9 7 6 )  approaches  

t h i s  is s u e  fro m  th e  v ie w p o in t  o f  f in a n c e ,  and W illia m s o n  (1 9 6 3 )  

d is c u s s e s  th e  is s u e  in  more m a n a g e ria l te rm s . P a s te n a  & R uland  

(1 9 8 6 )  have s tu d ie d  th e  m e rg e r /b a n k ru p tc y  a l t e r n a t i v e ,  and
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t h e i r  re s u lts  seem to  suggest th a t  managers tend to  r e je c t  the  

merger a l t e r n a t iv e ,  even when i t  would b e n e f it  th e  owners. 

M anageria l s e l f - in t e r e s t  is  in te n s i f ie d  by th e  c o n c e n tra tio n  o f  

th e  manager’ s economic in te r e s ts  in  a s in g le  f ir m , w h ile  fo r  

both e q u ity  and debt h o ld ers  t h e i r  in te r e s ts  a re  more commonly 

o n ly  a p a r t  o f  a d iv e r s i f ie d  p o r t f o l io  o f  a s s e ts . Furtherm ore, 

managers o f  f a i l i n g  firm s  s u f fe r  no t o n ly  immediate economic 

lo ss , but they  a re  a ls o  s u b je c t to  p sycho log ica l lo sses , such 

as losses o f s e lf -e s te e m , re p u ta t io n , and fu tu re  earn in g  power. 

Since m anagers’ losses tend to  be r e la t iv e ly  independent o f th e  

magnitude o f th e  f i r m ’ s f in a n c ia l  lo sses , c o n s is te n t w ith  

Kahneman & T v e rs k y ’ s (1 9 79 ) r is k  p re fe re n c e  th e o ry , they tend  

to  be r is k  seekers  once f a i lu r e  becomes a l i k e ly  outcome. Even 

l iq u id a t io n s  which a re  reasonab ly  a s s e t-p re s e rv in g  f o r  e q u ity  

and debt h o ld e rs  may cause severe  c a re e r  losses fo r  managers.

In  th e  e a r ly  s tages  o f  d e c lin e , managers and e q u ity  h o ld ers  may 

have c o n f l ic t in g  in te r e s ts  in  l iq u id a t io n ,  w ith  managers 

p ers eve rin g  w h ile  e q u ity  h o ld e rs  would p r o f i t  from  c lo s in g  th e  

business w h ile  i t  s t i l l  had some v a lu e . L a te r , when a l l  

c u rre n t e q u ity  va lu e  has been lo s t ,  e q u ity  ho lders  and managers 

may have a common r is k -s e e k in g  p re fe re n c e  f o r  f ir m  s u rv iv a l a t  

th e  expense o f debt h o ld ers  who would b e n e f it  from  l iq u id a t io n .

C o n f l ic ts  and in e r t ia  may p ro v id e  b a r r ie r s  to  

o rg a n iz a t io n a l a c t io n , bu t a d e c lin in g  business is  in  an 

u n stab le  s ta te .  E v e n tu a lly  th e  business must recover o r  d ie ,  

but in te r im  outcomes may be hard to  d is t in g u is h  from  permanent
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t r a n s i t io n s .  Turnaround e f f o r t s  may be m isguided or 

in ad eq u ate . Symptoms may be a l le v ia t e d ,  but ro o t causes may 

rem ain . Treatm ents  may have un intended e f fe c ts  c re a t in g  new 

problems o r  ex a c e rb a tin g  o ld  ones. As in d ic a te d  e a r l i e r ,  

bankruptcy is  n o t a f in a l  outcome and a s t r a te g ic  bankruptcy  

may be more a response than an outcome. The c la s s i f ic a t io n  o f  

an outcome as successfu l may be a r b i t r a r y  o r depend on th e  

p e rs p e c tiv e  o f  a p a r t ic u la r  s ta k e h o ld e r . A f i r m  may emerge from  

bankruptcy re o rg a n iz a tio n  w ith  v a ry in g  degrees o f asset 

p re s e rv a tio n . Reorganized B r a n if f  was o n ly  a sm all f r a c t io n  o f  

i t s  o r ig in a l  s iz e ,  but C o n tin e n ta l emerged w ith  i t s  assets  

e s s e n t ia l ly  in t a c t .  A l iq u id a t io n  may g iv e  some c r e d ito rs  f u l l  

reco very  and leave  o th e rs  l i t t l e  o r n o th in g .

A Theory o f  Bankruptcy

The model developed above is  e q u a lly  a p p lic a b le  to  

business d e c lin e s  th a t  lead to  turnaround  and re co ve ry , and 

those th a t  lead  to  f a i lu r e  and b ankrup tcy . I t  a ls o  promotes an 

understanding  o f th e  c r i t i c a l  fa c to rs  th a t  determ ine  which o f  

these  r a d ic a l ly  d i f f e r e n t  outcomes a c tu a l ly  occurs . However, 

i t  is  le s s  h e lp fu l in  understanding  th e  s p e c ia l c ircum stances  

o f bankruptcy . I t  leaves  unanswered such qu estio ns  as when 

does a d e c lin e  become a f a i l u r e ,  and when and why does a 

f a i lu r e  become a bankruptcy. B ankruptcy p re d ic t io n  models, 

such as those o f Altman (1 9 8 3 ) and o th e rs , re p re s e n t one 

approach to  these  problem s. However, no model is  co m p le te ly
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successfu l in  p re d ic t in g  bankruptcy, and th e  f in a n c ia l  models 

do l i t t l e  to  e x p la in  the  more fundam ental u n d e rly in g  economic 

and m anageria l bases f o r  business f a i lu r e .  Indeed , some firm s  

c o lla p s e  w ith  l i t t l e  warning from t h e i r  f in a n c ia l  s ta tem ents , 

w h ile  o th e r  f irm s  th a t  appear to  have th e  c h a r a c te r is t ic s  o f  

p o te n t ia l bankrupts  tu rn  around and reco ver.

B efore proceeding  to  bankruptcy models, i t  may be h e lp fu l 

to  cons id er some elem ents o f a th e o ry  o f bankruptcy th a t  w i l l  

place  th e  models to  be developed in  p e rs p e c tiv e . The elem ents  

a re :

1. A f ir m  is  a bundle o f  reso urces , o u tp u ts , and c laim s  

held  to g e th e r  by law , c o n tra c t, and consensus.

Th is  d e f in i t io n  o f  th e  f ir m  is  open-ended. The f irm  

may be sm all o r  la r g e , s im ple o r complex. Resources in c lu d e  

p h y s ic a l, human, and f in a n c ia l  resources. C laim s may or may 

not be be le g a l ly  b in d in g . The term  c la im h o ld ers  is  used 

here in  th e  same sense th a t  th e  term  s ta ke h o ld e rs  is  

commonly used. In  bankruptcy, owners, c r e d ito r s ,  and 

managers re c e iv e  th e  most a t te n t io n , but th e re  a re  many more 

s ta k e h o ld e rs , in c lu d in g  employees, custom ers, com munities, 

and u n its  o f  governm ent. These s ta ke h o ld e rs  may pursue 

t h e i r  c la im s  using p o l i t i c a l  p ressu re , as w e ll as le g a l and 

c o n tra c tu a l avenues.
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2. I f  a f ir m  is  in ad eq u ate ly  p ro d u c tiv e  in  using i t s  

resources, th e  ou tputs  w i l l  f a i l  to  meet c u rre n t c la im s .

The s tru c tu re  o f  th e  bundle and th e  c la im s  on i t s  

ou tp u ts  is  n o rm ally  e s ta b lis h e d  under fa v o ra b le  c o n d itio n s , 

when th e re  a re  reasonable e x p e c ta tio n s  th a t  a l l  le g it im a te  

c la im s can be s a t is f ie d .  Over tim e th e  c o n d itio n s  and 

assumptions under which the  s tru c tu re  was e s ta b lis h e d  may 

change in  ways th a t  reduce ou tp u ts  o r in crease  c la im s , 

e i th e r  o f  which may lead  to  u n s a t is f ie d  c la im s . The causes 

o f th e  loss o f  balance between ou tp u ts  and c la im s may be 

in te r n a l o r e x te rn a l to  th e  f i r m , and they may be avo idab le  

o r u n avo id ab le . The theory  being presented is  independent 

o f th e  cause o f  th e  im balance.

3. Continued f a i lu r e  to  meet le g it im a te  c la im s  leads to  

loss o f consensus a n d /o r breach o f c o n tra c t .

As o u tp u ts  d e c lin e  or c la im s  in c re a s e , c u rre n t c la im s  

go u n f u l f i l l e d .  The o rd er in  which th e  c la im s go 

u n f u l f i l l e d  is  s u b je c t to  n e g o tia tio n s  among th e  c la im a n ts , 

n e g o tia tio n s  which may or may no t be e x p l i c i t .  Consensus, 

c o n tra c ts , and law a re  the  b as is  f o r  th e  n e g o tia t io n , but 

b a rg a in in g  power may r e f l e c t  personal and p o l i t i c a l  power as 

w e ll as le g a l and c o n tra c tu a l r ig h ts .

4 . Loss o f  consensus leads to  c o n f l ic t  and loss o f
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e f f ic ie n c y ,  which in crease  th e  im balance between ou tputs  and 

c la im s .

When consensus breaks down, s tro ng  s ta ke h o ld e rs  may 

impose c o n d itio n s  on th e  o p e ra tio n  o f th e  f ir m  which b e n e f it  

them selves, bu t which may be d e tr im e n ta l to  o th e r  

s ta k e h o ld e rs . C o n f l ic t  may consume resources and energy and 

reduce p r o d u c t iv ity .  S h if t in g  power balances may cause 

sudden s h i f t s  in  s tra te g y , which in  tu rn  may damage in te rn a l  

m orale and e x te rn a l confidence in  th e  f i r m . Continued  

s tru g g le  over th e  a l lo c a t io n  o f ou tputs  to  c la im a n ts  reduces 

the  pool o f  ou tp u ts  to  be d is t r ib u te d .

5 . Breach o f c o n tra c t a llo w s  c la im an ts  to  demand an

unbundling o f  th e  f ir m .

When o u tp u ts  a re  inadequate to  meet c o n f l ic t in g  c la im s , 

p r io r i t i e s  must be assigned. Those p r io r i t i e s  a re  based on 

th e  s tre n g th  o f  th e  c la im a n t. Some c la im s  a re  en fo rced  by 

th re a ts  to  w ithdraw  e s s e n tia l resources . O th er c la im s  may 

have le g a l o r c o n tra c tu a l s tand in g  th a t  may be en forced  by

government o r o th e r  e x te rn a l agencies. Managers p la y  a key

ro le  in  a l lo c a t in g  ou tputs  to  c la im an ts  u n t i l  th e re  is  a 

form al breach o f c o n tra c t. Breach o f  contract- c re a te s  a 

c o n d itio n  under which bankruptcy may o ccu r, bu t i t  does no t 

a u to m a tic a lly  p r e c ip i ta te  bankruptcy. A c la im a n t may choose 

not to  e n fo rc e  a b ind ing  c la im , i f  th e re  is  reason to
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b e lie v e  th a t  th e  immediate or p o te n t ia l  losses in c id e n t to  

enforcem ent o f  th e  c la im  outw eigh th e  gains o f  enforcem ent.

6 . Legal bankruptcy is  a s ta n d a rd ize d  procedure fo r  an 

o rd e r ly  and e q u ita b le  unbundling o f  th e  f i r m .

Unbundling o f th e  f ir m  may occur w ith o u t bankruptcy. A 

mortgage h o ld e r may fo re c lo s e  on a s in g le  a s s e t, th e  f ir m  

may dispose o f  a s s e ts , o r th e  f ir m  may choose to  undergo 

to t a l  l iq u id a t io n .  In  each case, th e  a c tio n  is  taken by 

mutual consent o f  th e  c o n tr o l l in g  p a r t ie s .  Bankruptcy is  

invoked when mutual consent is  no t o b ta in a b le . Bankruptcy  

law d is tin g u is h e s  between v o lu n ta ry  and in v o lu n ta ry  

bankruptcy: v o lu n ta ry  bankruptcy in i t i a t e d  by th e  owners and 

in v o lu n ta ry  by th e  c r e d ito r s . They a re  a l ik e  in  th a t  

n e ith e r  re q u ire s  mutual consent; each is  a u n i la te r a l  a c t io n  

by th e  i n i t i a t o r .  Bankruptcy law and a d m in is tra t io n  is  a 

fu n c tio n  o f  government undertaken to  ensure th a t  the  

unbundling o f  th e  f ir m  is  o rd e r ly  and e q u ita b le , and 

m inim izes any loss  to  th e  genera l w e lfa r e .

7. In  th e  bankruptcy process a wide v a r ie ty  o f  outcomes is  

p o s s ib le , from  minor read justm en t o f  th e  c la im s  to  to t a l  

d is s o lu tio n  o f  th e  bundle.

Bankruptcy law makes a c le a r  d is t in c t io n  between 

re o rg a n iz a tio n  and l iq u id a t io n ,  but th e  a c tu a l outcomes are
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n o t n e a r ly  so d is t in c t .  A f irm  may emerge from th e  

re o rg a n iz a t io n  process la rg e r  and h e a lth ie r  than  i t  went in ,  

o r i t  may emerge as m erely a co rp o ra te  s h e ll whose only  

a s s e t is  i t s  ta x  a t t r ib u t e s .  L iq u id a tio n  may mean the  

common p e rc e p tio n  o f  a p ie c e -w is e  s a le  o f  a l l  rem ain ing

asse ts  le a v in g  no v is ib le  e n t i t y .  However, th e  bu lk  s a le  o f

th e  e n t i r e  as se t package to  new owners, le a v in g  p ro d u ctive  

c a p a c it ie s  and work fo rc e  e s s e n t ia l ly  unchanged, would 

te c h n ic a l ly  be a l iq u id a t io n .  The e x te n t to  which the  

cla im s o f  c r e d ito r s  a re  met is  no t dependent on whether th e  

bankruptcy is  a re o rg a n iz a t io n  o r a l iq u id a t io n ,  but ra th e r  

by th e  r a t io  o f  c la im s  to  a s se ts . Bankruptcy law re q u ire s  

th a t  th e  l iq u id a t io n  va lu e  o f  th e  assets  r e la t iv e  to  t h e ir  

v a lu e  to  a going concern be cons id ered , bu t p re c is e  

v a lu a tio n s  o f  e i t h e r  a re  ex trem e ly  d i f f i c u l t ,  and the  

re s u lts  a re  no t n e c e s s a r ily  b ind in g  on th e  Bankruptcy Court 

o r p a r t ie s  to  th e  case.

8 . Outcomes can be e v a lu a te d  on ly  from th e  p e rs p e c tiv e  o f 

each unique c la im a n t taken  over tim e .

A t i t s  w o rst bankruptcy may be a t o t a l  d is a s te r  fo r  a l l

in v o lv e d . A t i t s  b es t i t  may be o n ly  a tem porary

inconvenience and a launch ing pad to  b e t te r  th in g s  fo r  a l l  

concerned. Most b an kru p tc ies  produce a unique mix o f  

w inners and lo s e rs . The most common outcome is  a change in  

ow nership. In  a c a p i t a l i s t  s o c ie ty  owners o r  e q u ity  ho lders
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are  th e  prim ary b earers  o f  business r i s k s o f which 

bankruptcy is  a h ig h ly  v is ib le  form . I f  p ro d u c tiv e  assets  

and work fo rc e s  can be p reserved , e i th e r  through  

re o rg a n iz a tio n  o r t r a n s fe r  o f  ow nership, losses may be 

l im ite d  to  f in a n c ia l  in te r e s ts .

In  e v a lu a tin g  outcomes and w eighing lo sses , th e  tim e  

l in e  must be co n s id ered . The d u ra tio n  o f form al bankruptcy  

may be o f  l i t t l e  va lu e  in  s e t t in g  th e  tim e fram e. The loss  

fo r  e q u ity  h o ld ers  f re q u e n tly  precedes form al bankruptcy and 

is  spread over a s e r ie s  o f buyers and s e l le r s  o f the  

d e c lin in g  s to c k . Bond h o ld ers  may s u f fe r  losses as c r e d it  

ra tin g s  d e c lin e  p r io r  to  bankruptcy and bond d e fa u lt .

Except in  cases o f  t o t a l  l iq u id a t io n  o f  th e  f ir m , some or 

a l l  o f  th e  as se ts  o f th e  f ir m  a re  d is t r ib u te d  to  c la im  

ho lders  on th e  b as is  o f  e s tim a te s  o f  fu tu re  v a lu e , es tim ates  

which may prove to  be q u ite  in a c c u ra te . Investm ents in  

reo rg an ized  bankrupt f irm s  a re  commonly h ig h -r is k  and 

h ig h -re tu rn . The in c idence o f  repeated  b ankrup tc ies  by the  

same f ir m  is  w e ll -e s ta b lis h e d . U n lik e  the  case o f  personal 

bankruptcy, th e re  a re  no r e s t r ic t io n s  on bankruptcy o f  

reo rg an ized  f ir m s .

These p r in c ip le s  d e fin e  bankruptcy and s e t  ou t th e  

c o n d itio n s  under which i t  may o c c u r, bu t they do not e s ta b lis h  

i f  in  f a c t  i t  w i l l  o ccur, and i f  i t  does, when i t  w i l l  occur. 

Bankruptcy cannot occur u n t i l  th e re  is  a breach o f  c o n tra c t, o r
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a t  le a s t  an imminent th r e a t  o f  breach o f c o n tra c t , bu t breach  

o f c o n tra c t does n o t assure bankruptcy. A f ir m  can continue  to  

op era te  even though i t  is  te c h n ic a lly  bankrupt, as long as th e  

c la im  ho lders  m a in ta in  a consensus th a t  i t  should c o n tin u e .

The re la t io n s h ip  between consensus, c o n tra c t , and 

bankruptcy is  summarized in  F ig u re  3 .3 .  In  th e  f i r s t

F igure  3 .3

C o n tra c ts , Consensus, and Business C o n tin u a tio n

C o n trac tu a l O b lig a tio n s  Met?
Yes No

Consensus --------------------------------------------------------
M aintained? Normal N eg o tia ted

Yes Business Problem
O perations S o lu tio n

Imposed
No Problem

S o lu tio n
Bankruptcy

quadrant a l l  c o n tra c tu a l and consensual o b lig a t io n s  are  being  

m et, so th e re  is  no business c o n tin u a tio n  problem . In  th e  

upper r ig h t  quadrant one o r more c o n tra c tu a l o b lig a t io n s  a re  

not being met, but th e re  is  consensus among th e  s ta ke h o ld e rs  on 

a c tio n s  to  be ta k e n , f o r  example; a f ir m  is  in  d e fa u lt  on a 

d eb t, but th e  le n d er agrees to  a tem porary s ta y  o f  a c t io n , i f  

th e  f ir m  meets c e r ta in  c o n d itio n s . A v o lu n ta ry  merger o r  

l iq u id a t io n  would f a l l  in to  th is  ca teg o ry . In  th e  low er l e f t  

quadrant, c o n tra c tu a l o b lig a t io n s  a re  being m et, but the  

stakeh o ld ers  a re  no t in  agreement on needed a c t io n s . In  th is
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case th e  c la im a n t th a t  has an unmet c o n tra c tu a l commitment can 

impose a s o lu t io n ;  fo r  example, a bank may fo re c lo s e  on a p iece  

o f p ro p erty  even i f  i t  damages th e  f ir m  s e v e re ly . In  th e  lower 

r ig h t  quadrant th e  f irm  is  not m eeting i t s  c o n tra c tu a l 

o b lig a t io n s , and th e re  is  no agreement on a course o f  a c t io n .

In  the  low er r ig h t  q u ad ran t, c o n tra c tu a l o b lig a t io n s  a re  not 

being met, and th e re  is  no agreement on th e  a c tio n s  to  be 

ta k en . In  t h is  case bankruptcy p ro v id es  an e x te rn a l s e t  o f  

ru le s  and a process fo r  re s o lv in g  th e  problem , and i t  may be 

invoked by th e  f ir m  o r any p a rty  whose o b lig a t io n s  a re  no t 

being met.

A C atastrophe Model o f  Bankruptcy

There a re  a t  le a s t  two approaches to  m odeling and 

e x p la in in g  even ts  th a t  may or may n o t occur under c o n d itio n s  in  

which th e  ev en t is  p o s s ib le , but no t in e v i ta b le .  They a re  

ca tas tro p h e  th e o ry  (Zeeman, 1977) and gamma change th eo ry  

(G o lem biew ski, 1 9 8 6 ). Both ca tas tro p h e  th e o ry  and gamma change 

th e o ry  begin w ith  th e  same th re e  b as ic  prem ises: ( i )  an e n t i t y

can be in  e i t h e r  o f  two d is c re te  s ta te s  under what appears to  

be th e  same s e t  o f  c ircum stances, ( i i )  th e  t r a n s i t io n  from  one 

s ta te  to  an o th er ta k e s  p lace  e s s e n t ia l ly  in s ta n ta n e o u s ly , and 

( i i i )  the  t im in g  o f  th e  t r a n s it io n  is  u n p re d ic ta b le  w ith  

p re c is io n . The model developed here is  based on ca tas tro p h e  

th e o ry , bu t i t  cou ld  e q u a lly  w e ll be expressed in  gamma change 

th e o ry  te rm s . Gamma change th eo ry  has most fre q u e n tly  been
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a p p lie d  in  th e  p sych o lo g ica l and o rg a n iz a t io n a l behavior 

l i t e r a t u r e .  For example Golembiewski (1 9 86 ) used gamma change 

th e o ry  to  d e s c rib e  burnout and jo b -q u i t t in g  behavio r under 

s tre s s fu l w orking c o n d it io n s .

F ig u re  3 .4  shows a s im p li f ie d  s ta te  model f o r  th e  

b a n k ru p tc y /fa ilu re  model using ca tas tro p h e  th eo ry

F igure  3 .4  

F a ilu re -B a n k ru p tc y  S ta te  Model

Not Bankrupt

C atastrophe
Region

------- Reorgani za tio n

------- L iq u id a tio n

Bankrupt

P r o f i ta b le  S ta te  
(S ta b le )

U n p ro fita b le  S ta te  
(U n s tab le )

Outcome

te rm in o lo g y . The f i r s t  s tep  in  b u ild in g  a s ta te  model is  tc  

assume th a t  a business can e x is t  in one o f two s ta te s , one 

p r o f i ta b le  and th e  o th e r  n o t, and th a t  th e  t r a n s i t io n  from one 

to  th e  o th e r is  a smooth, continuous pathway. The p r o f i ta b le  

s ta te  is  s ta b le , a lthough th e  degree o f  p r o f i t a b i l i t y  may be 

q u ite  v a r ia b le ,  and a f ir m  may even be an economic f a i lu r e  in  

th a t  i t  f a i l s  to  p ro v id e  an adequate r e tu rn . A p r o f i ta b le  f irm  

may choose to  go ou t o f  e x is te n c e  through l iq u id a t io n ,  m erger, 

o r a c q u is it io n  by anoth er f i r m . However, any such a c tio n  is  

th e  r e s u lt  o f a v o lu n ta ry  d e c is io n  by th e  owners, even in  the  

case o f an " u n fr ie n d ly "  ta k e o v e r, which may be re s is te d  by
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management.

An u n p r o f ita b le  business is  in  an u n stab le  s ta te ,  a lthough  

th e  f irm  may co n tin u e  in  th e  s ta te  fo r  extended periods  o f  

t im e , i f  th e  losses a re  r e la t iv e ly  s m a ll. T h is  in s t a b i l i t y  

serves as a b as is  fo r  W ilc o x ’ s (19 76 ) "gam bler’ s ru in "  

bankruptcy m odel. In  th e  u n stab le  u n p ro f ita b le  s ta te  th e re  a re  

a number o f  p o s s ib le  outcomes, no t a l l  o f  which a re  under the  

c o n tro l o f  th e  owners. The most d e s ira b le  outcome is  a re tu rn  

to  a s ta b le  p r o f i ta b le  s ta te .  A t c e r ta in  tim es and under 

c e r ta in  c o n d it io n s , th e  u n p ro f ita b le  f i r m  may v o lu n ta r i ly  

choose to  l iq u id a t e ,  merge, o r s e l l  o u t to  anoth er f ir m , but i f  

i t  f a i l s  to  a c t  on a t im e ly  b a s is , e i t h e r  the  f ir m  w i l l  w ith e r  

away o r e x te rn a l fo rc e s  w i l l  ta k e  c o n tro l v ia  fo re c lo s u re  or 

bankruptcy.

I f  th e  u n s ta b le  u n p ro f ita b le  s ta te  p e r s is ts , the  f ir m  w i l l  

move to  a reg ion  in  which th e re  a re  two p o s s ib le  s u b s ta tes , 

le g a l ly  bankrupt o r n o t. Here th e  f ir m  is  not o n ly  

u n p ro f ita b le , bu t i t  is  a ls o  d e f in i t io n a l ly  bankrupt by e i th e r  

e q u ity  o r cash f lo w  d e f in i t io n s .  Being d e f in i t io n a l ly  bankrupt 

is  a necessary c o n d itio n  fo r  le g a l bankruptcy, but i t  is  not 

s u f f ic ie n t .  The bankruptcy must be t r ig g e re d  by a v o l i t io n a l  

a c t  o f  e i t h e r  th e  f irm  o r i t s  c r e d ito r s . The t r a n s i t io n ,  i f  i t  

occurs, is  noncontinuous and e s s e n t ia l ly  i r r e v e r s ib le .  Such a 

t r a n s i t io n  is  th e  s u b je c t o f  c a tas tro p h e  th e o ry , and i t  has 

been observed and s tu d ied  in  a wide v a r ie ty  o f  sc iences ,
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in c lu d in g  e n g in e e rin g , b io lo g y , s o c io lo g y , and economics.

Zeeman (1977 ) has been a lead ing  f ig u re  in  a p p lic a t io n s  o f th e  

m athem atical th e o ry , and Scapens, Ryan, & F le tc h e r  (1981 ) have 

a p p lie d  th e  th e o ry  to  bankruptcy. Two fe a tu re s  o f  ca tas tro p h e  

theory  are  im p o rtan t even fo r  s im ple q u a l i t a t iv e  a p p lic a t io n s .  

F i r s t ,  ca tas tro p h e  th eo ry  models assume th a t  th e re  are  

continuous gradual pathways which lead to  th e  same outcomes as 

th e  c a ta s tro p h ic  t r a n s it io n s .  Second, th e  th e o ry  a llo w s  fo r  

s p e c if ic a t io n  o f  reg ions in  which th e  c a tas tro p h e  may o r may 

not occur, but i t  does not p rov id e  a bas is  f o r  p re d ic t in g  

e ith e r  the  e x a c t lo c a tio n  o r the tim in g  o f  c a ta s tro p h ic  

t r a n s it io n s .  For exam ple, w h ile  a b rid ge  w i l l  not c o lla p s e  

unless i t  is  o verlo ad ed , two id e n t ic a l b rid ges  may be e q u a lly  

overloaded , y e t  one w i l l  c o lla p s e  and th e  o th e r w i l l  n o t. Two 

f irm s  may be e q u a lly  u n p ro fita b le  and d e b t-r id d e n , but one w i l l  

go in to  bankruptcy and th e  o th e r w i l l  n o t.

One form o f  ca tas tro p h e  model, the  cusp m odel, can be 

represented  in  th re e -d im e n s io n a l space by two c o n tro l v a r ia b le s  

and a s ta te  v a r ia b le .  Th is  is  shown in  F ig u re  3 .5 .  In  a sim ple  

example the  s ta te  v a r ia b le  could be bankruptcy, and th e  c o n tro l 

v a r ia b le s  could be an o b je c tiv e  debt measure and c r e d ito r  

confidence . The on ly  reg ion  in  which th e  ca tas tro p h e  

bankruptcy can occur is  th e  r e g i o n  i n  which th e  l i a b i l i t i e s  

exceed th e  n e t worth o f th e  f irm . I f  a f ir m  has no c re d ito rs ,  

i t  may d e c lin e  to  zero  v a lu e , but i t  cannot be fo rced  in to
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F ig u re  3 .5  

F a ilu re -B a n k ru p tc y  C atastrophe Model

S ta te  V a r ia b le  
F a ile d /N o n fa ile d

C atastrophe Region 
Bankruptcy P o s s ib le

C ontro l V a r ia b le  A 
In c re a s in g  Debt

C ontro l V a r ia b le  B 
D e c lin in g
C re d ito r  C onfidence

-5 4 -
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bankruptcy. W ith  c r e d ito r s , th e  fa c t  th a t  l i a b i l i t i e s  exceed 

a s se ts , o r th a t  c u rre n t c la im s exceed cash in f lo w , does not 

a u to m a tic a lly  lead  to  bankruptcy. However, g iven  e i t h e r  o f 

these c o n d itio n s  even a minor c r e d ito r  can p r e c ip i ta te  

bankruptcy. Or c o n v e rs e ly , an e x te rn a l in te r v e n t io n , such as 

occurred w ith  th e  C h ry s le r  C o rp o ra tio n  rescue, may p reven t i t .  

In  term s o f th e  s ta te  model, bankruptcy p re d ic t io n  models can 

be seen as a ttem p ts  to  d escrib e  th e  reg io n  in  which bankruptcy  

is  l i k e ly  to  occur and to  p re d ic t  w hether i t  w i l l  occur o r n o t. 

Bankruptcy may be in c o r r e c t ly  p re d ic te d  when th e  c o n d itio n s  a re  

r ip e  f o r  b ankrup tcy , bu t fo r  some unexpla ined reason the  

c a ta s tro p h ic  t r a n s i t io n  does not occur.

I t  should be noted th a t  bankruptcy . is  no t a f in a l  outcome, 

but ra th e r  a tem porary s ta te  which e v e n tu a lly  leads to  th e  same 

outcomes fa c in g  unsuccessful f irm s  which do no t go bankrupt: 

the  f ir m  is  l iq u id a te d , so ld  to  o th e rs , re tu rn s  to  

p r o f i t a b i l i t y ,  o r  some com bination o f th e  above. I f  th e  f irm  

is  reo rg an ized  under Chapter 11 o f th e  Bankruptcy code, th e re  

is  o fte n  a p a r t ia l  l iq u id a t io n  o f assets  w ith  th e  s u rv iv in g  

f irm  being d im in ish ed  in  s iz e .  A lthough th e  outccmes may be 

th e  same in  bankruptcy as in  nonbankruptcy endgames, bankruptcy  

does g re a t ly  a f f e c t  th e  path to  th e  f in a l  outcome by 

t r a n s fe r r in g  prim ary  c o n tro l -Prom the  owners to  th e  c re d ito rs  

and th e  Bankruptcy Cour t .  Th is  is  a p p ro p ria te  s in c e  in  a 

number o f d i f f e r e n t  ways bankruptcy can be seen as a 

management/ownership f a i lu r e .  I n i t i a l l y  th e  f ir m  f a i le d  to  be

55

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

p r o f i ta b le ,  then i t  f a i le d  to  tu rn  around, and f i n a l l y  i t  

f a i le d  to  f in d  an a s s e t-p re s e rv in g  endgame.

M athem atical Bankruptcy P re d ic tio n  Models

Bankruptcy p re d ic t io n  models w i l l  be discussed in  g re a te r  

d e ta i l  in  a subsequent c h a p te r, so the  o n ly  d iscuss io n  here 

w i l l  be l im ite d  to  making the  l in k  between th e  bankruptcy  

th eo ry  and c a tas tro p h e  model, which have ju s t  been described , 

and m athem atical bankruptcy p re d ic t io n  models.

The bas is  f o r  a l l  bankruptcy p re d ic t io n  models is  a 

comparison o f th e  c h a r a c te r is t ic s  o f a sample o f bankrupt f irm s  

p r io r  to  bankruptcy w ith  th e  c h a r a c te r is t ic s  o f a sample o f 

nonbankrupt f irm s . Th is  in fo rm a tio n  is  then used to  c la s s ify  

th e  f irm s  in  th e  combined sample o r fo r  b u ild in g  a model which 

can be used to  p r e d ic t  whether a f ir m  no t in  th e  samples w i l l  

go bankrupt. In  term s o f th e  bankruptcy th e o ry  and catastrophe  

model developed above, th e  models a ttem p t to  p r e d ic t  when a 

f ir m  w i l l  e n te r  a s ta te  in  which bankruptcy is  p o ss ib le  and the  

p r o b a b il i ty  o f  i t s  o c c u rrin g  once th a t  s ta te  is  reached. 

C o n s is te n t w ith  c a tas tro p h e  th e o ry , p re d ic t io n  models cannot be 

used to  determ ine w ith  c e r ta in ty  whether a p a r t ic u la r  f irm  w i l l  

go bankrupt- o r when i t  w i l l  go, i f  i t  does. E rro rs  in  

p re d ic t io n  occur when a f ir m  e ith e r  makes a successfu l 

turnaround and does no t reach th e  s ta te  where bankruptcy can 

occur, o r th e  f ir m  reaches th a t  s ta te  and does no t go bankrupt.
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I f  th e  f ir m  is  in  th e  bankruptcy re g io n , i t  can tu rn  around 

u n t i l  th e  c a ta s tro p h e , bankruptcy, occurs .

Chapter Summary

The m ajor elem ents o f th is  ch ap ter a re  in co rp o ra ted  in to  

th e  models on pages 35 , 51, and 54. The f i r s t  model, a d e c lin e  

process model, emphasizes th e  fo llo w in g  p o in ts . Business 

f a i lu r e  and bankruptcy have causes both e x te rn a l and in te rn a l  

to  the  f ir m . The e x te rn a l causes may be un avo idab le , bu t th e  

e f fe c ts  on th e  f ir m  a re  la rg e ly  th e  r e s u lt  o f m anagerial 

responses to  e x te rn a l s tre s s e s , a lthough some outcomes may be 

beyond m anagerial c o n tr o l .  Prim ary s t r a te g ic  e f fe c ts  a re  made 

e v id e n t by secondary f in a n c ia l e f f e c ts .  The model a llo w s fo r  

both successfu l turnarounds and business f a i lu r e s .

I f  a d e c lin in g  f ir m  is  unable to  meet th e  le g it im a te  

c la im s o f i t s  s ta k e h o ld e rs , th e  s takeh o ld e rs  may e i th e r  

re n e g o tia te  t h e i r  c la im s  or d r iv e  th e  f ir m  in to  bankruptcy.

The a c t o f  bankruptcy , which is  not com plete ly  p re d ic ta b le , may 

be seen as an example o f  th e  c la s s  o f  events which can be best 

understood in  term s o f  ca tas tro p h e  th e o ry . Bankruptcy is  no t a 

f in a l  outcome o f  business f a i lu r e  o r s ta k e h o ld e r c o n f l ic t ;  

ra th e r  i t  s e ts  in  m otion another s e t o f ru le s  fo r  re s o lv in g  

c o n f l ic ts  and e q u ita b ly  d is t r ib u t in g  th e  assets  o f  the  f a i l i n g  

f  i rm.
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C hapter 4

BANKRUPTCY PREDICTION MODELS AND 

CLASSIFICATION PROCEDURES

In tro d u c tio n

The research  design f o r  t h is  study c a lle d  f o r  e x te n s iv e  

use o f  the  Altman (1 9 83 ) bankruptcy p r e d ic t io n  model and i t s  

v a r ia b le s  as a mechanism f o r  e x p lo r in g  th e  c h a r a c te r is t ic s  o f  

th e  f a i l i n g  f irm s  and th e  m atching sam ple. Th is  ch a p te r is  

devoted to  th e  te s t in g  and re fo rm u la tio n  o f th e  Altm an model.

A t e s t  o f  th e  s t a b i l i t y  o f  th e  model o ver tim e  and across  

in d u s tr ie s  using  a sample o f one hundred f irm s  in  f iv e  

in d u s tr ie s  a t  fo u r  f iv e -y e a r  in te r v a ls  w i l l  be d e s c rib e d . The 

success o f  th e  o r ig in a l  and re fo rm u la ted  Altman models in  

p re d ic t in g  bankruptcy up to  f i v e  years  b e fo re  th e  even t w i l l  be 

re p o rte d .

The Altman model was developed using  MDA (m u lt ip le  

d is c r im in a n t a n a ly s is )  tech n iq u es , but some rese a rch ers  have 

suggested th a t  lo g i t  and p r o b it  models a re  b e t te r  s t a t i s t i c a l  

techn iques than  MDA fo r  bankruptcy p re d ic t io n  models. 

Comparisons o f  th e  success o f th e  a l t e r n a t iv e  tech n iq u es  using  

th e  research  sample w i l l  be re p o rte d , a lon g  w ith  th e  e f f e c t  o f  

using d i f f e r e n t  m atching samples o f n o n fa il in g  f ir m s .
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B ankruptcy P re d ic t io n  Models Development

Bankruptcy p re d ic t io n  has been a dominant theme in  th e  

study o f  business f a i lu r e  s in ce  1967, when Beaver (1 9 6 7 )  

pu b lish ed  h is  work on th e  use o f r a t io  analyses f o r  bankruptcy  

p re d ic t io n . In  th e  fo llo w in g  year Altman p u b lish ed  h is  

m u lt iv a r ia te  2 -s c o re  m odel, which q u ic k ly  became th e  standard  

fo r  both academics and p r a c t i t io n e r s .  As exam ples,

C hakravarthy (1 9 8 6 ) has used 2 -sco re s  in  h is  work on measuring 

c o rp o ra te  perform ance, and F o ste r (1 9 8 6 ) recommends th e  use o f 

2 -sco re s  in  h is  s tandard  work on f in a n c ia l  s ta te m en t a n a ly s is .  

The in te r e s t  in  2 -s co re s  in  banking and fin a n c e  has been 

expanded by t h e i r  a p p lic a t io n  to  c r e d it -s c o r in g , a f i e l d  th a t  

is  bankruptcy r e la te d ,  bu t much broader.

A lthough A ltm an ’ s 2 -s co re  model has had a long record  o f  

success, i t  has n o t been w ith o u t i t s  c r i t i c s  and problem s. 

A ltm an’ s model and o th e r  r a t io  ana lyses  have been c r i t ic iz e d  

f o r  t h e i r  b ru te  em p iric ism  and la c k  o f  th e o r e t ic a l  

underp inn ings (Joy  & T o lle fs o n , 1975; B a ll & F o s te r , 1 9 8 2 ). On 

th e  p r a c t ic a l  s id e  th e re  a re  a number o f  concerns about th e  

d a ta  on which th e  model was based. The sample was s m a ll, 33 

bankrupt and 33 nonbankrupt f irm s . The firm s  in  th e  sample 

were r e la t iv e ly  s m a ll;  mean asse ts  o f  th e  bankrupt f irm s  was 

$ 6 .4  m i l l io n ,  w ith  a range o f  $ 0 .7  m i l l io n  and $ 2 5 .9  m il l io n .  

The f irm s  f i l e d  f o r  bankruptcy between 1945 and 1965. S ince  

th a t  t im e , in  a d d it io n  to  w hatever changes th e re  have been in
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f in a n c ia l  m arkets and s tan d ard s , th e  U. S. Bankruptcy Code 

underwent m ajor re v is io n  in  1978.

S ince th e  p u b lic a t io n  o f th e  o r ig in a l  Altman model, th e re  

have been a number o f  a ttem pts  to  improve on th e  model o r  to  

develop a l t e r n a t iv e  m odels. Altman has review ed some o f  th e  

m ajor a ttem p ts  in  h is  1983 book, C orporate  F in a n c ia l D is t re s s , 

and those d e ta ile d  review s w i l l  not be d u p lic a te d  h e re . Some 

o f th a t  work emphasized th e  search fo r  th eo ry -b ased  models, 

responding to  c r i t ic is m s  o f  Altman and o th e rs  f o r  t h e i r  b ru te  

em p iric ism . One o f  these  e f f o r t s ,  W ilc o x ’ s (1 9 76 ) "gam bler’ s 

ru in "  model, was based on th e  general p ro p o s itio n  th a t  th e  

p r o b a b il i ty  o f  bankruptcy is  re la te d  to  th e  p r o b a b il i ty  th a t  

annual cash flo w s  w i l l  cause th e  n e t l iq u id a t io n  v a lu e  o f  th e  

f ir m  to  become n e g a tiv e . The model has had some success, and 

a t  le a s t  a t  one tim e  was provided as a commercial s e rv ic e . The 

c o e f f ic ie n ts  o f  th e  o r ig in a l  Altman model were re e v a lu a te d  by 

Moyer (1 9 7 7 ) , bu t h is  work has rece ived  l i t t l e  a t te n t io n  and 

has had no im pact on th e  th e  a p p lic a t io n s  o f  th e  m odel.

Much o f  th e  o th e r  work on bankruptcy p re d ic t io n  models has 

been devoted to  e i t h e r  im proving th e  v a r ia b le s  by using more 

s o p h is tic a te d  acco untin g  d e f in i t io n s  o r  by a d ju s tin g  th e  models 

to  f i t  s p e c ia l s i tu a t io n s ,  such as sm all businesses, p r iv a te ly  

h e ld  f irm s , banks, and r a i lr o a d s . The most successfu l o f  these  

improved models has been th e  ZETA model (A ltm an , Haldeman, & 

Narayan, 1 9 77 ). In  h is  1983 book Altman d escrib es  th e  model
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and re p o rts  some r e s u lts  from i t s  use. The model u t i l i z e s  

c a p ita l  lease and p re fe rre d  stock d a ta , as w e ll as some 

s t a t i s t i c a l  tre n d  d a ta . However, th e  c o e f f ic ie n ts  o f  th e  

v a r ia b le s  a re  p ro p r ie ta ry  in fo rm a tio n , and th e  d a ta  base on 

which th e  model is  based is  no t p u b lic ly  a v a i la b le .  The r ig h ts  

to  th e  ZETA model a re  h e ld  by a p r iv a te  c o n s u ltin g  f ir m , ZETA 

S e rv ic e s , In c . (M o u n ta in s id e , N J ). The ZETA model was based on 

b an kru p tc ies  from  1969 to  1975, and th e  f irm s  were much la rg e r  

than those in  th e  o r ig in a l  s tu d y . The model is  re g u la r ly  

re v is e d  and updated. In  a comparison study o f th e  a v a i la b le  

models S c o tt (1 9 81 ) concluded th a t  th e  ZETA model was th e  most 

successfu l model a v a i la b le  a t  th a t  t im e .

A c o n tin u in g  issue in  bankruptcy p re d ic t io n  is  the  

im portance o f  cash flo w  measures. The p r a c t ic a l im portance o f  

cash flo w  has long been reco gn ized , but th e re  is  le s s  agreement 

on how to  use cash flo w  d a ta  in  bankruptcy s tu d ie s . Largay & 

S tickn e y  (1980) analyzed  th e  ro le  o f  cash flo w  in  th e  W. T . 

G rant bankruptcy and advocated g re a te r  a t te n t io n  to  a n a ly s is  o f  

cash flo w s . G en try , Newbold, & W h itfo rd  (1985a , 1985b, 1985c, 

1987) developed a s o p h is tic a te d  bankruptcy p re d ic t io n  model 

based on funds flo w  v a r ia b le s .

On th e  bas is  o f  th e  evidence a v a i la b le ,  th e  fo llo w in g  

conclus ions appear reasonab le:

i .  A l l  o f  th e  s t a t i s t i c a l  models a re  reasonably good 

p re d ic to rs  o f  bankruptcy one year b e fo re  bankruptcy. The
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same is  tru e  f o r  n a iv e  judgm ental p re d ic tio n s  (L ib b y , 1 9 75 ).

2 . The perform ance o f  a l l  th e  models d e c lin e s  r a p id ly  and 

n o n !in e a r ly  as th e  p re d ic t io n  lead  tim e in c re a s e s . The 

p re d ic t iv e  a b i l i t y  o f  th e  models im proves, i f  th e  models a re  

re es tim a ted  fo r  each p r io r  y e a r, ra th e r  than  u s in g  year one 

c o e f f ic ie n ts  w ith  p r io r  year da ta  (S c o tt ,  1 9 8 1 ). Th is  

f in d in g  has u se fu l im p lic a t io n s  f o r  th e o ry , bu t i t  cannot be 

used in  th e  ty p ic a l  p re d ic t io n  a p p lic a t io n , s in c e  th e  

necessary comparison samples a re  no t a v a i la b le .

3 . The o r ig in a l  Altman model has been rem arkab ly  robust 

over tim e , and i t s  overwhelming acceptance as th e  model o f  

choice dominates any advantage o f m a rg in a lly  improved models 

in  most a p p lic a t io n s . F in a n c ia l in s t i tu t io n s  and 

co rp o ra tio n s  whose prim e in te r e s t  is  in  p r e d ic t iv e  accuracy, 

and who a re  no t in te re s te d  in  d a ta  c o m p a ra b ility , may f in d  

th e  commercial ZETA s e rv ic e  a w o rth w h ile  improvem ent.

4 . New models, p a r t ic u la r ly  th e  funds flo w  m odels, may 

prove u se fu l in  p ro v id in g  a l te r n a t iv e  views o f  f in a n c ia l  

s tre n g th  and v u ln e r a b i l i t y  to  bankruptcy, even i f  th ey  do 

not ach ieve wide acceptance as f i r s t  cho ice sc ree n in g  

techn iq ues .

5 . A lte r n a t iv e  m odels, even i f  no t accepted in  p r a c t ic e ,  

can make u se fu l c o n tr ib u tio n s  to  th eo ry  b u ild in g .
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Com putational Developments

The development o f  th e  A ltm an ’ s o r ig in a l  m u lt iv a r ia te  

model, and o th e r  m u lt iv a r ia te  m odels, was f a c i l i t a t e d  by th e  

in c re a s in g  a v a i l a b i l i t y  o f  th e  necessary computer s o ftw a re  f o r  

perform ing  th e  c a lc u la t io n s . S in ce  A ltm an’ s o r ig in a l  work, 

s t a t i s t i c a l  s o ftw are  packages have s im u ltan eo u s ly  in creased  in  

m athem atical s o p h is t ic a t io n  and a c c e s s ib i l i t y  to  research ers  

w ith  l im ite d  te c h n ic a l s k i l l s .  One m ajor th ru s t  has been th e  

development o f  lo g i t  and p r o b it  models to  supplement m u lt ip le  

d is c r im in a n t a n a ly s is  c la s s i f ic a t io n  models. A ltm an, A very, 

E is e n b e is , & S in k e y ’ s 1981 book, Ap p I ic a t io n s  o f C la s s i f ic a t io n  

Techniques i n  B usiness. Banking and Finance p rov id es  an 

extended rev iew  o f  th es e  developm ents. A more d e ta i le d  review  

o f some o f th e  developments germane to  th is  study a re  prov ided  

in  sep ara te  s e c tio n s  which fo l lo w  th e  d e s c r ip t io n  o f  th e  

research  o b je c t iv e s  o f  th e  model v a lu a tio n  s tudy .

Research Q uestions about th e  Altman Model

The use o f  th e  Altman 2 -s c o re  model as a m ajor to o l f o r  

t h is  business fa ilu re -b a n k ru p tc y  study was e s ta b lis h e d  e a r ly  in  

th e  research  des ig n . T h is  d e c is io n  was based on th e  in t r in s ic  

appeal o f th e  model and on i t s  wide acceptance in  academic 

research  and in  business p r a c t ic e .  As th e  research  proceeded, 

th e  qu estio ns  about th e  model became in c re a s in g ly  co g en t, and 

a t  th e  same tim e  i t  was recognized  th a t  th e  da ta  which had beer.
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c o lle c te d  were s u f f ic ie n t  to  re e v a lu a te  A ltm an’ s model.

Because th e  re e v a lu a tio n  o f  th e  model was a n c i l la r y  to  th e  

m ajor th r u s t  o f th e  rese a rch , th e  scope o f  th e  work p lan  was 

l im ite d . In  p a r t ic u la r  i t  should be noted th a t  no a ttem p t was 

made to  s u b s t itu te  new v a r ia b le s  fo r  those in  th e  Altman model 

or to  compare th e  Altman model w ith  o th e r models, such as the  

G entry , Newbold, & W h itfo rd  (1987 ) funds flo w  model. The 

research  qu estio ns  which were pursued were th e  fo llo w in g :

1. Is  th e  use o f  th e  o r ig in a l  Altman c o e f f ic ie n ts  ju s t i f i e d  

th is  long a f t e r  th e  model was developed?

As in d ic a te d  above th e  o r ig in a l Z -sco re  model was based 

on b an kru p tc ies  in  th e  p e rio d  from 1946 to  1965, and th e  

c o e f f ic ie n ts  pu b lish ed  in  1968 have continued in  use 

unchanged, a t  le a s t  by academic research ers  w ith o u t access 

to  th e  ZETA s e rv ic e .

2 . Are th e  Altman Z -sco re  model and i t s  v a r ia b le s  s ta b le  

over tim e?

T h is  q u es tio n  is  re la te d  to  th e  p rev io u s  q u es tio n , but 

th e  focus here is  on whether th e  f in a n c ia l  r a t io s  on which 

th e  Altman model is  based remain s ta b le  over t im e . Th is  

issue has been addressed by S c o tt (1 9 81 ) and Dambolena & 

Khourv ( i9 6 0 ) ,  and both found th a t  f in a n c ia l  r a t io s  and 

bankruptcy p re d ic t io n  v a r ia b le s  are  no t s ta b le  over t im e .

3 . Are th e  Altman Z -score  model and i t s  v a r ia b le s  

uniform  across in d u s tr ie s ?
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The o r ig in a l  model was based on m anufacturing  f irm s .  

Altman (1 9 83 ) re p o rts  th a t  th e  p ro p r ie ta ry  ZETA model was 

a p p lic a b le  to  r e t a i l in g  f irm s  as w e ll as m anufacturing  

f irm s , but no s y s tem atic  study o f  th e  a p p l ic a b i l i t y  o f th e  

model across in d u s tr ie s  has been re p o rte d .

4 . W ill th e  Altman model p rov id e  accu rate  c la s s if ic a t io n s  

f o r  la rg e r  firm s ?

As in  th e  case o f in d u s try  e f fe c ts ,  no d ir e c t  evidence  

is  a v a i la b le ,  bu t as in  th e  in d u s try  case, Altman re p o rts  

th a t  the  ZETA model was developed using d a ta  from  much 

la rg e r  f irm s .

5 . Are c la s s i f ic a t io n  re s u lts  a ffe c te d  by sample s iz e  and 

matching sample s e le c tio n  ru les?

Given th e  r e la t iv e ly  sm all number o f bankrupt f irm s  fo r  

which p u b lic  in fo rm a tio n  is  a v a i la b le ,  sample s iz e  has been 

and w i l l  c o n tin u e  to  be a problem . The number o f  candidates  

f o r  in c lu s io n  in  nonbankrupt comparison samples is  not 

s im i la r ly  r e s t r ic t e d ,  bu t th e  s e le c tio n  o f th e  matching  

sample ra is e s  o th e r q u es tio n s . Should th e  comparison 

samples be o f  equal s ize ?  I f  n o t, how la rg e  should th e  

m atching sample be? How c lo s e ly  should th e  comparison firm s  

be matched to  t h e  bankrupt f i r m s ?  There a re  no hard and 

f a s t  ru le s  about samples s iz e s  in  m u lt id is c r im in a n t  

a n a ly s is , bu t a common ru le  o f thumb among s t a t is t ic ia n s  is  

to  have ten  tim es  as many cases as independent v a r ia b le s
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(Green & T u l l ,  1 9 7 5 ), a s tandard  not met by Altman w ith  33 

cases and f i v e  v a r ia b le s .

The Altman model was developed using e q u a l-s iz e  samples 

(n = 3 3 ). The comparison f irm s  were a random sample 

s t r a t i f i e d  by in d u s try  and a s se t s iz e .  G e n try , Newbold & 

W h itfo rd  (1 9 87 ) a ls o  used e q u a l-s iz e  samples (n=35) matched 

f o r  in d u s try  and s iz e .  However Zm ijewski (1 9 8 3 ) has ra is e d  

s e rio u s  qu estio ns  about using e q u a l-s iz e  samples when they  

are  drawn from  p o p u la tio n s  th a t  a re  very  unequal in  s iz e .

6 . W il l  l o g i t  o r  p r o b it  techn iq ues  p ro v id e  more accu ra te  

p re d ic t iv e  re s u lts ?

L o g it and p ro b it  models p ro v id e  r e s u lts  which a re  more 

re a d ily  in te r p r e ta b le  than m u lt ip le  d is c r im in a n t a n a ly s is ,  

but th e  evidence on p re d ic t iv e  power is  no t co n c lu s ive  (L o , 

1986)

No a ttem p t to  develop hypotheses about th e  outcomes was 

made, as th e  prim ary purpose o f th e  work was to  improve the  

a n a ly t ic a l to o ls  used in  subsequent p a rts  o f th e  study. 

S ig n if ic a n t  p r io r  research , research  d es ign , and f in d in g s  fo r  

each question  a re  re p o rte d  below.
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R e e v a lu a tio n  o f th e  Altman Model

The Altman Z -sc o re  model is :

Eq. 1 Z s 1.2X1 + 1.4X2 + 3 .3X 3 + 0 .6X 4 + 1.0X5  

where

X1 = w orking c a p i t a l / t o t a l  asse ts  

X2 = re ta in e d  e a rn in g s /to ta l assets  

X3 = E B IT /to ta l assets

X4 = m arket va lu e  o f  e q u i t y / t o t a l  l i a b i l i t i e s  

X5 = s a le s / t o t a l  a s s e ts .

The c u to f f  score  fo r  th e  model is  2 .6 7 5 , w ith  bankruptcy  

p re d ic te d  f o r  f irm s  w ith  scores below th a t  v a lu e . Altman 

d e fin ed  th e  1.81 to  2 .9 9  range as a gray a re a , a reg ion  in  

which m is c la s s if ic a t io n s  a re  fre q u e n t.

In  t h is  s tudy th e  Altman Z -sco re  model was r e c a lib ra te d  

using a sample o f  73 bankrupt f irm s  and 73 m atching f irm s . The 

procedures f o r  s e le c t in g  th e  samples a re  d escrib ed  in  Chapter

5 . The s t a t i s t i c a l  com putations were perform ed using  th e  SAS 

d is c r im in a n t a n a ly s is  program.

The procedure was run using both pooled and w ith in -g ro u p  

covariance  m a tr ic e s . On p u re ly  s t a t i s t i c a l  grounds 

d is c r im in a n t an a lyses  should be run using w ith in -g ro u p  

co variance  m a tr ic e s , i f  th e  m a trices  a re  no t ap p ro x im ate ly  

e q u a l. When th e  pooled covariance  m a tr ix  is  used, th e
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c la s s i f ic a t io n  model is  l in e a r ;  when w ith in -c o v a r ia n c e  m atrices  

a re  used, th e  model is  q u a d ra tic . The arguments fo r  using th e  

q u a d ra tic  model a re  summarized in  A ltm an, A very , E is e n b e is , & 

Sinkey (1 981 , pp. 1 2 6 -1 2 9 ). A lthough a t e s t  f o r  e q u a li ty  o f  

th e  m a tric e s  in d ic a te d  they were no t e q u a l, th e  use o f  th e  

pooled m a tr ic e s  gave b e tte r  c la s s i f ic a t io n  r e s u lts ,  as is  shown 

in  T ab le  4 .1 .  As a r e s u lt  th e  pooled co varian ce  m atrices  were 

used a f t e r  t h a t  t e s t  had been com pleted. Altman (1983 , pp. 

135-136 ) faced  th e  same "dilem m a," and chose to  use th e  l in e a r  

model in  h is  work. The l in e a r  model a ls o  has th e  advantage o f  

making p o s s ib le  th e  com putation o f th e  F is h e r d is c r im in a n t  

c o e f f ic ie n ts  used in  most a p p lic a t io n s  o f 2 -s co re  models.
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Table 4.1

H i t  Rates f o r  Various P re d ic t io n  Models and Matching Samples

MATCHING SAMPLE— 73 MATCHED FIRMS 

D is c r im in a n t  A n a ly s is — Percent C orrec t
F ive V a r ia b le s Two V a r ia b le s

Pooled Covariance M a tr ic e s
Year N3R BR A l l NBR BR A ll

1 .00 87 .67 8 9 .04 88 .36 8 6 .3 0 89 .04 87.67
2 .0 0 73 .97 80 .82 77 .40 75 .34 79.45 77.40
3 .0 0 72 .60 67 .12 69 .86 6 8 .4 9 76.71 72.60
4 .0 0 6 9 .3 6 69 .86 69 .86 6 5 .7 5 78 .08 71 .92
5 .0 0 63.01 67 .12 65.07 61 .64 72 .60 67 .12
6 .0 0 6 7 .1 2 65.75 66 .44 64 .38 69.86 67 .12

Average 72.37 73.29 72.83 70 .32 77 .62 73.97

P ro b it A n a ly s is - -P e rc e n t  C o rrec t
Five! V a r ia b le s Two V a r ia b le s

Year NBR BR A ll NBR BR A ll
1 .00 8 4 .9 3 83 .56 84 .25 8 4 .9 3 8 6 .3 0 85 .62
2 .0 0 7 5 .3 4 80 .82 78.08 7 5 .3 4 79 .45 77.40
3 .0 0 73 .97 69 .86 71 .92 6 9 .8 6 75 .34 72 .60
4 .0 0 69 .86 72 .60 71 .23 67 .12 78 .08 72.60
5 .0 0 61 .64 65 .75 63 .70 61 .64 72 .60 67 .12
6 .0 0 6 8 .4 9 @5.75 67.12 6 4 .3 8 71 .23 67.81

Average 72.37 73.06 72.72 70 .55 77.17 73.86

L o g it A n a l ysi s —-P e rc e n t  CorT G C w
F ive  V a r ia b le s Two V a r ia b le s

Year NBR BR A l l NBR BR A ll
1 .00 8 6 .3 0 84 .93 85 .62 8 6 .3 0 84 .93 85 .62
2 .0 0 6 8 .4 9 73.97 71 .23 69 .8 6 76.71 73.29
3 .0 0 73 .97 68 .49 71 .23 71 .23 76.71 73.97
4 .0 0 69 .86 72 .60 71 .23 67 .12 79 .45 73.29
5 .0 0 61 .64 67 .12 64 .38 63.01 72 .60 67.81
6 .0 0 65 .75 65 .75 65 .75 6 4 .3 8 71 .23 67.81

Average 71 .00 72 .14 71 .57 7 0 .32 76 .94 73 .63
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Tab le  4 .1  ( c o n t . )

H i t  Rates f o r  V arious  P re d ic t io n  Models and Matching Samples

(A l l

Year 
1 .0 0

P r io rs  
Prop 
. 5 / . 5

Year 
1 . 00

Year 
1 . 00

MATCHING SAMPLE— 73 MATCHED FIRMS

D is c r im in a n t  A n a ly s is — Percent C o rre c t  
Using W ith in  Covariance M a tr ic e s  

Other Analyses Used Pooled Covariance M a tr ic e s )

F iv e  V a r ia b le s  Two V a r ia b le s
NBR BR A l l  NBR BR A l l

84 .93  7 9 .4 5  8 2 .1 9  64 .3 8  9 5 .8 9  80 .14

Matching Sample— 1276 Not Matched Firms  
D is c r im in a n t  A n a ly s is — Percent C o rre c t

F ive  V a r ia b le s  Two V a r ia b le s

NBR BR A l l  NBR BR A l l
98 .75  2 6 .0 3  94.81 98.51 1 6 .4 4  94 .07
88.71 6 9 .8 6  87 .6 9  83 .07  6 5 .7 5  82 .13

P r o b i t  A n a ly s is — Percent C o rre c t  
F ive  V a r ia b le s  Two V a r ia b le s

NBR BR A l l  NBR BR A l l
99 .53  2 8 .7 7  9 5 .7 0  33.61 15 .07  95 .03

L o g it  A n a ly s is — Percent C o rre c t  
F ive  V a r ia b le s  Two V a r ia b le s

NBR BR A l l  NBR BR A l l
9 9 .0 4  31.51 95 .33  99 .22  2 6 .0 3  95 .26
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Tab le  4 .1  ( c o n t . )

H i t  Rates f o r  V ar io u s  P re d ic t io n  Models and Matching Samples

MATCHING SAMPLE— 73 FIRMS SELECTED AT RANDOM FROM THE 1276 
D is c r im in a n t  A n a ly s is — Percent C o rre c t  

F ive  V a r ia b le s  Two V a r ia b le s

Sample NBR BR A l l

1 83 .56 8 3 .5 6 8 3 .5 6
2 83 .56 79 .45 81 .51
3 83 .56 8 7 .6 7 8 5 .6 2
4 83 .56 8 3 .5 6 8 3 .5 6
5 82 .19 8 3 .5 6 8 2 .8 8
6 83 .56 7 9 .4 5 81 .51
7 79 .45 90.41 8 4 .9 3
8 79 .45 8 7 .6 7 8 3 .56
9 82 .19 8 3 .5 6 8 2 .8 8
10 8 4 .93 8 2 . 19 8 3 .56

Mean 8 2 .60 84.11 8 3 .3 5

NBR BR A l l
Mean*
Tota l

8 0 .8 2 83 .56 8 2 .1 9
Assets
1454

83 .56 79.45 81 .51 1220
82. 19 8 2 .19 82 . 19 1799
84 .93 83 .56 8 4 .2 5 1416
75 .34 8 3 .56 79 .45 1265
76.71 80 .82 78 .77 932
73.97 93 .15 8 3 .5 6 917
79.45 91 .78 8 5 .6 2 900
80 .82 82 .19 81 .51 756
73.97 87 .67 8 0 .8 2 540

79 .18 8 4 .79 81 .98 1120

Com parative T o ta l Assets  
Large Sample (n = 1276) 1529
Bankrupt Firms (n = 73) 380
M atching Firms (n = 73) 354

*A 1 1 assets  in  m i l l io n s  o f  $ .
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Table 4 .1  ( c o n t . )

H i t  Rates f o r  Various P re d ic t io n  Models and Matching Samples

P r o b i t  A n a ly s is — Percent C o rre c t  
F ive  V a r ia b le s  Two V a r ia b le s

Sample NBR BR A l l NBR BR A1
1 8 4 .9 3 95 .8 9 90.41 8 0 .8 2 95 .89 88.
2 8 4 .9 3 9 3 .1 5 8 9 .0 4 66 .30 9 4 .5 2 90.
3 8 6 .3 0 95 .89 91 .10 86 .30 95 .8 9 91 .
4 8 6 .3 0 94 .52 90.41 86 .30 9 5 .8 9 91 .5 8 0 .8 2 9 3 .1 5 86 .99 76.71 9 5 .8 9 86.6 82. 19 91 .78 86 .99 79.45 93. 15 86.
7 8 2 .1 9 9 5 .8 9 8 9 .0 4 8 4 .9 3 94 .5 2 89.
8 8 4 .9 3 9 3 .1 5 8 9 .0 4 79 .45 9 5 .8 9 87.
9 8 0 .8 2 90.41 85 .62 8 2 .1 9 91 .78 86.
10 82. 19 91 .78 86 .99 79 .45 9 4 .5 2 86.

. Mean 8 3 .5 6 9 3 .5 6 88 .56 8 2 .1 9 9 4 .7 9 88.

L o g it  A n a ly s is — Percent C o rre c t  
Five  V a r ia b le s  Two V a r ia b le s

Sample NBR BR A l l NBR BR A1
1 8 6 .3 0 9 4 .5 2 90.41 8 6 .3 0 9 5 .8 9 91 .
2 8 7 .6 7 93. 15 90.41 87 .67 9 4 .5 2 91 .
3 8 6 .3 0 9 4 .5 2 90.41 87 .67 9 5 .8 9 91 .
4 8 6 .3 0 94 .52 90.41 86 .30 95 .8 9 91 .
5 8 3 .5 6 94 .5 2 89 .04 79 .45 9 5 .8 9 87.
6 8 4 .9 3 93 .15 89 .04 82 .19 9 4 .5 2 88.
7 79 .45 95 .89 87 .67 8 2 .1 9 9 4 .5 2 88.
8 8 6 .3 0 94 .52 ftA A < 

0V • ■*- 1 73.45 9 5 .8 9 87.
9 8 2 .1 9 93 .1 5 87 .67 83 .5 6 91 .78 87.
10 87 .67 93 .15 90.41 82 .19 94 .52 88.

Mean 8 5 .0 7 94. 11 89 .59 83 .70 9 4 .9 3 89.

1
36
41
10
10
30
30
73
67
99
99
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1
10
10
78
10
67
36
36
67
67
36
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jjeJ-gtjyjj Importance a £  V a r ia b le s

Stepwise d is c r im in a n t  a n a ly s is  o f  th e  da ta  f o r  year one 

in d ic a te d  t h a t  on ly  X2, re ta in e d  e a r n in g s / to ta l  assets , and X4, 

market va lue  o f  e q u i t y / t o t a l  l i a b i l i t i e s ,  made s ig n i f ic a n t  

c o n tr ib u t io n s  t o  the  model, so a tw o -v a r ia b le  model was 

e s t im a te d , as w e l l  as th e  f i v e - v a r i a b l e  Altman model. The 

c o e f f ic ie n t s  f o r  the  o r ig in a l  Altman model (Eq. 1 ) ,  f o r  the  

reeva lu ated  model (Eq. 2 ) ,  and fo r  the  new tw o -v a r ia b le  model 

(Eq. 3 )  a re  shown below. In  t h i s  and a l l  o th e r  form ulas, Z 

in d ic a te s  the  o r ig in a l  Altman score , and NZ5V and NZ2V in d ic a te  

th e  rev ised  model scores developed in  t h i s  s tudy .

Eq. 1 Z = 1.2X1 + 1.4X2 + 3.3X3 + 0 .6X4 + 1.0X5  

Eq. 2 NZ5V = 0.72X1 + 3.26X2 + 0.41X3 + 0 .69X4 -  0.08X5  

Eq. 3 NZ2V = 3.84X2 + .70X4.

The c o e f f ic ie n t s  shown in  equations 1, 2 and 3 above are  

based on the  raw unstandardized d a ta , and as such the  

c o n t r ib u t io n  o f  each v a r ia b le  cannot be d i r e c t l y  determined. 

Several methods are  a v a i la b le  f o r  e s t im a t in g  th e  r e la t i v e  

importance o f  th e  v a r ia b le s .  One way is  to  s ta n d a rd ize  the  

da ta  b e fo re  perform ing the  d is c r im in a n t  a n a ly s is ,  another is  to  

compare the u n iv a r ia te  F -v a lu e s ,  and anoth er is  to  use a 

stepw ise d is c r im in a n t  procedure. A l l  o f  these techniques were 

a p p lie d  w ith  comparable r e s u l ts .  The v a r ia b le s  found to  be 

s ig n i f i c a n t  using the  SPSS stepwise d is c r im in a n t  a n a ly s is
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program and t h e i r  s ta n d a rd ize d  c o e f f ic ie n t s  a re  shown in  Table  

4 .2 .

Table  4 .2

S tandard ized  D is c r im in a n t Function C o e f f ic ie n ts  
(S tepw ise Procedure F > 1 to  e n te r  o r  s ta y )

Years b e fo re  Bankruptcy
V a r ia b le 1 2 3 4 5 6

X1 .321
X2 .734 .542 .686 . 664 .600 1 .000
X3 .410 .526 .357
X4 .519 .357 .317 .353
X5 - .3 4 6

P re d ic t io n  Accuracy Two to  S ix  Years b e fo re  Bankruptcy

The c o e f f ic ie n t s  shown in  equations  1, 2 , and 3 above are

d erived  from d a ta  on th e  bankrupt f i rm s  from th e  l a s t  a v a i la b le  

annual r e p o r t  b e fo re  bankruptcy. I t  is  common to  use Z -scores  

based on f i n a l - y e a r  c o e f f ic ie n t s  to  p r e d ic t  bankruptcy based on 

da ta  be fore  th e  f i n a l  y e a r .  Th is  p r a c t ic e  has th e  advantage o f  

re q u ir in g  data  g a th e r in g  f o r  on ly  one year f o r  th e  matching  

f i r m s ,  but i t  i n je c t s  th e  assumption t h a t  th e  r e la t io n s h ip  

between th e  v a r ia b le s  is  s ta b le  over t im e , which, as in d ic a te d  

p re v io u s ly ,  may be a problem. A lso th e  p a t te rn  o f  changes in

the v a r ia b le s  over  tim e may be usefu l in  understanding the

d e c lin e  process. The data  were a v a i la b le  f o r  s ix  years  be fore  

bankruptcy f o r  both the  bankrupt and nonbankrupt f i r m s ,  so th e  

a n a ly s is  was repeated  f o r  each y e a r .  The raw and s tan d a rd ize d  

c o e f f ic ie n t s  and th e  s ig n i f i c a n t  v a r ia b le s  as determ ined by 

s tep -w is e  d is c r im in a n t  a n a ly s is  a re  shown in  Tab le  4 . 2 ,  The
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p r e d ic t io n  accu rac ies  f o r  each year a re  shown in  Tab le  4 .1 ,  

along w ith  the  r e s u l ts  o f  th e  p r o b i t  and l o g i t  analyses  

described below.

In  o rd er to  t e s t  th e  e f f e c t  o f  using a new model f o r  each 

y e ar ,  bankruptcy c la s s i f i c a t io n s  f o r  th e  f i r m s  in  th e  bankrupt 

sample were made using both the  d is c r im in a n t  analyses based on 

da ta  f o r  the  year under c o n s id e ra t io n ,  and those based on 

2-sco res  c a lc u la te d  using th e  same f in a n c ia l  d a ta ,  bu t using  

f i n a l  year c o e f f ic ie n t s  and c u t o f f  scores , the  procedure used 

by Altman and o th e rs .  The c l a s s i f i c a t i o n  r e s u l ts  observed a re  

d isp layed  in Table  4 .3 .

T ab le  4 .3

H i t  Rates Using Year-One Model C u to ffs

73 Bankrupt Firms and 73 Matched Nonbankrupt Firms

F ive  V a r ia b le s Two V a r ia b le s A1tman Z-Score
C u to f f  = . 995 C u to f f  = . 995 C u to f f = 2 .67 5

Year NBR BR NBR BR NBR BR
1 87.67 8 9 .0 4 8 6 .3 0 8 9 .0 4 76.71 72 .6 0
2 83 .56 71 .23 84 .9 3 67 .12 76.71 6 7 .1 2
3 82 .19 5 3 .4 3 8 2 .2 0 52 .05 76.71 50 .68
4 83 .56 45.21 8 4 .9 3 4 7 .9 5 76.71 4 7 .9 5
5 78 .08 50 .68 78 .0 8 5 0 .6 8 7 5 .3 4 3 6 .9 9
6 78 .08 5 2 .05 8 2 .1 9 4 9 .3 2 74 .45 35 .62

Ave. 82 .19 60 .27 83. 10 59 .36 76.11 51 .83

Comparing these r e s u l ts  w ith those shown i n Tab le  4 .

which were c a lc u la te d  using s ix  separa te  m atched-year models, 

i t  can be seen t h a t  th e  p r e d ic t io n s  based on a s in g le  period  

model c u t o f f  score a re  less  a c cu ra te  than those made using a
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reestim ated  model f o r  each y e ar .  I t  is  p a r t i c u l a r l y  im portant  

to  note t h a t  w ith  th e  a n n u a lly  rees tim ated  models, the  h i t  

ra te s  are  about equal f o r  bankrupt and nonbankrupt f i r m s ,  but 

using the  year-on e  model, th e  h i t  ra te  f o r  bankrupt f irm s  

d e c lin e s  much more r a p id ly  t h a t  t h a t  f o r  nonbankrupt f i r m s .

Th is  r e s u l t  is  o f  in t e r e s t  t h e o r e t i c a l l y ,  but is  o f  no 

p r a c t ic a l  use f o r  e x -a n te  p r e d ic t io n s  in  which n e i th e r  the  

p r o b a b i l i t y  o f  bankruptcy nor i t s  t im in g  is  known. The 

l i t e r a t u r e  on bankruptcy p r e d ic t io n  tends t o  t r e a t  the  

d e c l in in g  power o f  p r e d ic t io n  as a model d e f ic ie n c y .  However, 

from a s t r a t e g ic  management p o in t  o f  v iew , t h i s  is  j u s t  another  

in d ic a to r  o f  the  dynamic behavior o f  f i r m s .  P red ic ted  

bankruptc ies  t h a t  do no t occur may be the  r e s u l t  o f  d e l ib e r a te  

turnaround s t r a t e g ie s  o r  changing environm ents. Unpredicted  

bankruptc ies  may be the  r e s u l t  o f  rap id  d e c lin e s  o f  p re v io u s ly  

p r o f i t a b le  businesses caused by bad business dec is io ns  or  

c a ta s tro p h ic  e x te r n a l  e v en ts .

As shown in  T a b le  4 . 1 ,  the  tw o -v a r ia b le  model on average  

performed s l i g h t l y  b e t t e r  than th e  f i v e - v a r i a b l e  model. This  

o b se rv a t io n , which i s  s u p e r f i c i a l l y  c o u n t e r - in t u i t i v e ,  is  

c o n s is te n t  w i th  th e  f in d in g s  o f  o th e rs .  Pinches (1980)  

summarized th ese  f in d in g s ,  and o th e rs ,  in  h is  extended review  

o f  fa c to r s  to  be considered  in  using MDA. The e f f e c t  th a t  

number o f  v a r ia b le s  has on c la s s i f i c a t i o n  accuracy in te r a c ts  

w ith  sample s i z e ,  v a r ia b le  c o r r e la t io n s ,  and the e x te n t  th a t  

the  v a r ia b le s  a re  m u l t i v a r ia t e  norm al, o r  n o t .  As a
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consequence, i t  is  d i f f i c u l t  to  draw conclusions about the  

e f f e c t s  o f  changes in  any o f  th e  in t e r a c t in g  fa c to rs  on the  

observed c l a s s i f i c a t i o n  accuracy. In  most p r a c t ic a l  

a p p l ic a t io n s  o f  MDA f o r  c l a s s i f i c a t i o n ,  a red u c tio n  in  the  

number o f  v a r ia b le s  req u ire d  is  an advantage.

Research Conclusions about th e  Altman Model

The most immediate conclusion is  t h a t  th e  basic  Altman 

model has stood th e  t e s t  o f  t im e  very  w e l l ,  but i t s  performance  

can be improved by re e s t im a t in g  th e  param eters f o r  new tim e  

periods  o r  s i t u a t io n s .  Using th e  o ld  c o e f f ic ie n t s  the  model 

c o r r e c t ly  p re d ic te d  7 2 .6 0  % o f  the  bankrupt f i rm s  and 76.71 SIS o f  

th e  nonbankrupt f i r m s .  Using th e  model w ith  newly estim ated  

c o e f f i c ie n t s ,  th e  c o r r e c t  p re d ic t io n s  increased to  89.04% fo r  

bankrupt f i rm s  and 87.67% f o r  nonbankrupt f i r m s ,  a s ig n i f ic a n t  

in c re a s e . Of g r e a te r  in t e r e s t  was th e  success o f the  

tw o -v a r ia b le  model in  p r e d ic t in g  bankruptcy. From th e  data  

shown Tables  4 .1  and 4 .3 ,  i t  can been seen t h a t  th e  re s u lts  

using th e  tw o -v a r ia b le  model a re  n e a r ly  in d is t in g u is h a b le  from  

those using the  f i v e - v a r i a b l e  model.

In  understanding the  r e s u l ts  o b ta in ed  by the  use o f  the  

m u l t iv a r ia t e  model, i t  is  usefu l to  look a t  th e  u n iv a r ia te  

d a ta .  Here th e r e  a re  some s i g n i f i c a n t  d i f fe r e n c e s  between 

A ltm an’ s (1 9 68 )  f in d in g s  and th e  p resen t s tu d y . The r e la t i v e  

importance o f  th e  in d iv id u a l  v a r ia b le s  can be es tim ated  by
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looking a t  the  u n iv a r ia te  F va lu e s , or i t  can be done b e t t e r  by 

e i t h e r  s ta n d a rd iz in g  th e  data  or using s tepw ise an a lyses . In  

both A ltm an’ s study and the  p resen t work, th e  F -v a lu e s  f o r  the  

f i r s t  fo u r  v a r ia b le s  were s ig n i f i c a n t  a t  a p < .0 0 1 ,  and the  

F -v a lu e  f o r  X5 was not s i g n i f i c a n t .  However th e  r e s u l ts  from  

using s ta n d a rd iz a t io n  techniques were q u i te  d i f f e r e n t .  Using a 

scaled v e c to r  te c h n iq u e , Altman found th e  th e  r e l a t i v e  

importance o f  th e  v a r ia b le s  to  be: X3 > X5 > X4 > X2 >> X1 .

Using s ta n d a rd ize d  c o e f f ic ie n t s ,  t h is  study found th e  r e l a t i v e  

importances to  be: X2 > X4 >> X1 >> X5 = X3. Given the

comparable p r e d ic t iv e  success o f  the  two models using the  

d i f f e r e n t  c o e f f ic ie n t s ,  the  d i f fe re n c e s  in  the  r e l a t i v e  

importance o f  th e  v a r ia b le s  is  somewhat s u r p r is in g .  The 

dominance o f  X2 was a c o n s is te n t  f in d in g  o f  t h i s  s tudy , as 

in d ic a te d  by th e  success o f  the  tw o -v a r ia b le  model throughout  

th e  prebankruptcy period  and th e  f in d in g  t h a t  o n ly  X2 was 

s i g n i f i c a n t  s ix  years be fo re  bankruptcy. Altman (1983 ) re p o rts  

a s im i la r  dominance f o r  X2 in  h is  ZETA model. Some o f  the  

o th e r  d i f fe r e n c e s  may be t im in g  e f f e c t s .  In  a number o f  ways 

th e  behavior o f  th e  f irm s  in  t h i s  study a t  year one a re  s im i la r  

to  those f o r  year two o f  Altman. In  t h i s  study X3 was more 

im portant in  years two and th re e  than in  year one, and X1, 

which was le a s t  im po rtan t to  Altman, became im p o rtan t here on ly  

in  the f i n a l  y e a r .  Altman a t t r ib u t e d  th e  h igh c o n t r ib u t io n  o f  

X5 to  i t s  high n e g a tiv e  c o r r e la t io n  w ith  X3, - . 7 8 ,  f o r  the  

bankrupt f i r m s .  In  t h is  the  study the  c o r r e la t io n  was on ly  an 

i n s i g n i f ic a n t  - . 0 8 .
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Model S_tabi 1 i t y  over Time and across In d u s t r ie s

In  o rd e r  t o  t e s t  th e  s t a b i l i t y  o f  Z -scores  and r e la te d  

f in a n c ia l  f a c to r s  across in d u s tr ie s  and over t im e ,  f i v e  

in d u s try  groups were s tu d ied  a t  f i v e - y e a r  in t e r v a ls  from 1970 

to  1985. F i r s t ,  th e  composite Altman model Z -s c o re  and the  

f i v e  r a t io s  used in  th e  model were c a lc u la te d .  In  a d d i t io n  to  

th e  Z -score  r a t i o s ,  fo u r  o th e r  commonly used performance r a t i o  

v a r ia b le s  were in c lu d ed  in  the a n a ly s is .  They were the  

t r a d i t i o n a l  accounting-based measures, ROI ( r e t u r n  on 

in ve s tm e n t) ,  and ROE ( r e tu r n  on e q u i t y ) ,  and two m arket-based  

r a t i o s ,  M/B (m a rk e t- to -b o o k  v a lu e ) ,  and P/E ( p r ic e  earn ings  

r a t i o ) .  Net s a le s  and t o t a l  assets f o r  each case were a ls o  

recorded f o r  subsequent a n a ly s is .

The sample co n s is te d  o f  twenty f i rm s  in  each o f  f i v e  

in d u s try  groups taken  from the Compustat da ta  base. The 

in d u s t r ie s  and th e  Compustat in d u s try  codes a re  shown in  Table  

4 . 4 .  The in d u s t r ie s  s e le c te d  were those w ith  la rg e  

re p re s e n ta t io n  in  th e  bankrupt f i r m  sample, ex cep t f o r  the  drug  

in d u s try ,  a s ta b le  and h ig h ly  p r o f i t a b le  in d u s try ,  which was 

s e le c te d  to  p ro v id e  maximum c o n tra s t .  A lso , th e  drug in d u s try  

had p re v io u s ly  been i d e n t i f i e d  by B e t t is  & H a l l  (1 9 82 ) as an 

unusua lly  high perfo rm er in  previous s tru c tu re /p e rfo rm a n c e  

s tu d ie s .

Only f i rm s  w ith  complete da ta  f o r  1970, 1975, 1980, and
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1985 were used. In  th e  case o f  the  drug f i r m s ,  on ly  twenty  

f irm s  on th e  Compustat f i l e  had complete d a ta .  In  a l l  o th e r  

cases the  f i r m s  were picked a t  random, w ith  f i rm s  w ith  missing  

data  dropped, u n t i l  twenty complete cases were a v a i la b le .  In  

the  drug, m ach inery , r e t a i l ,  and t e x t i l e  in d u s t r ie s ,  about 

tw o - th ir d s  o f  th e  f i r m s  on the  Compustat f i l e  had complete 

d a ta .  In  th e  o i l  and gas in d u s try ,  o n ly  about o n e - th i r d  o f  the  

f i rm s  had com plete d a ta ,  in d ic a t in g  a high r a te  o f  f i r m  e x i t  

and e n try  in  t h a t  in d u s try .

The sample covered a wide range o f  f i r m  s iz e s .  Total  

assets  ranged from $ 1 .2 3  m i l l io n  to  $11 ,585  m i l l i o n ,  w ith  a 

mean o f  $630 m i l l i o n .  Net sa le s  ranged from $ 0 .4 3  m i l l io n  to  

$19,651 m i l l i o n  w ith  a mean o f $944 m i l l i o n .  On average, the  

drug and r e t a i l  f i rm s  were much la r g e r  than th e  o i l  and gas 

f i r m s ,  which were la r g e r  than th e  machinery f i rm s  and the  

t e x t i l e  f i r m s .

The r a t i o s  were c a lc u la te d  using th e  same program which 

e x tra c te d  th e  re q u ire d  raw data  from th e  Compustat f i l e .  The 

s t a b i l i t y  o f  th e  r a t io s  was te s te d  using th e  ANCOVA model in  

the  GLM procedure o f  SAS. In  each case the  s t a t i s t i c a l  model 

included an in d u s t r y -y e a r  in te r a c t io n  term and t o t a l  assets as 

a c o v a r ia te .  The procedure a lso  supp lied  S ch e ffe  m u lt ip le  

comparisons o f  means f o r  main e f f e c t s .

The Z -s c o re s ,  th e  Z -score u n d e rly in g  v a r ia b le s ,  and the
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r e la te d  f in a n c ia l  v a r ia b le s  were analyzed to  determ ine whether 

th e re  were s i g n i f i c a n t  d i f fe re n c e s  across in d u s t r ie s  and over  

t im e . In  these ana lyses  s iz e  e f f e c t s  were c o n t r o l le d  by using  

an ANCOVA model w ith  t o t a l  assets  as th e  c o v a r ia te .  The 

r e s u l ts  o f  th e  ANCOVA analyses are  shown in  Tab le  4 . 5 .  With  

few exce p tio n s , th e  in t e r a c t io n  e f f e c t s  were not s t a t i s t i c a l l y  

s i g n i f i c a n t ,  and when they were, th e  in t e r a c t i o n - e f f e c t  

F -v a lu e s  were low compared to  m a in -e f fe c ts  F -v a lu e s .  The 

c o v a r ia te ,  t o t a l  a s s e ts , was s ig n i f i c a n t  f o r  most v a r ia b le s ,  

but g e n e ra l ly  less  s i g n i f i c a n t  than in d u s try  e f f e c t s .  Tables  

4 .6  and 4 .7  g ive  th e  Scheffe  comparison o f  means te s ts  fo r  

in d u s try  and year e f f e c t s .  The s p e c i f ic  in d iv id u a l  r e s u l ts ,  

whether f o r  v a r ia b le s ,  in d u s t r ie s ,  o r  years , a re  le ss  

in te r e s t in g  than th e  o v e r a l l  p a t te rn s  and r e la t io n s h ip s .  

In d u s try  p a r t ic ip a n ts  and a n a ly s ts  w i l l  f in d  l i t t l e  t h a t  is  

s u rp r is in g  f o r  t h e i r  own in d u s t r ie s ,  but th e  f in d in g s  are  

im portan t to  research ers  doing in d u s try  c ro s s -s e c t io n a l  o r  

lo n g i tu d in a l  s tu d ie s .  In  look ing  a t  th e  r e s u l ts ,  th r e e  major 

f a c to r s  emerge, namely in d u s try  e f f e c t s ,  tim e per iod  e f f e c t s ,  

and market e f f e c t s .  These a re  discussed in  th e  fo l lo w in g  

s e c t io n s .
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Table 4 .4

In d u s try  Groupings 
(By Compustat Codes)

I .  Drug In d u s try

1. 2830 Drugs
2. 2831 B io lo g ic a l  Products
3. 2834 Pharm aceutical P rep ara t io n s

I I .  Machinery In d u s try

1 . 3510 Engines and Turbines
2, 3520 Farm and Garden Machinery and Equipment
3. 3530 C o n s tru c tio n , M in ing, M a te r ia l  Handling  

Equipment
4. 3531 C o nstruc tion  Machinery Equipment
5. 3533 O i l  F ie ld  Machinery and Equipment
G . 3540 Metal Working Machinery and Equipment
7. 3550 S pec ia l In d u s try  Machinery
8. 3558 P o l lu t io n  Contro l Machinery
9. 3560 General In d u s t r ia l  Machinery and Equipment

I I I .  O i l  and Gas In d u s try

1. 1311 Crude Petroleum and N atu ra l Gas
2. 1381 D r i l l i n g  O i l  and Gas W ells

IV .  R e ta i l  S to re  In d u s try

1 . 5311 R e t a i1 Department Stores
2. 5331 R e t a i l  V a r ie ty  S tores
3. 5411 R e t a i1 Grocery S tores
4 . 5621 R e ta i l  Women’ s Ready-to-Wear
5. 5661 R e t a i1 Shoe S tores
6. 5912 R e ta i l  Drug and P ro p r ie ta ry  S tores
7. 5949 R e t a i l  Sewing and Needlework Stores

V. T e x t i le s  and Apparel In d u s try

1 . 2200 T e x t i l e  M i l l  Products
2. 2250 Kn i t-t-i ng M i l l s
3 p 2300 Apparel and Other F in ished Products
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Table  4 .5

R e s u lts  o f  th e  ANCOVA Analyses  
(F Values and P r o b a b i l i t i e s )

Main E f fe c ts  In t e r a c t io n  C o v a r ia te
V a r ia b le  In d u s try  Year In d u s try *Y e a r  T o ta l  Assets

A ltm an ’ s Bankruptcy P re d ic t io n  Model V a r ia b le s

X1-WC/TA 123.06 4 .4 2 .70 .25
.0001 . 0045 .7562 .6198

X2-RE/TA 1 9 .3 3 .32 .59 11 .41
. 0001 .02 .854 .0008

X3-EBIT/TA 17 .69 11 .39 2 .1 6 12.51
.0001 .0001 .0129 .0005

X4-Eq/Debt 2 3 .6 3 .49 1 .30 1 .90
.0001 .0158 . £  i DO . 1 685

X5-Sales /TA 8 8 .6 5 .52 .19 1 .84
.0001 .6660 .9989 .1758

Z-Score 2 2 .5 5 3 .3 4 1 .44 1 .10
.0001 .0194 .1440 .2939

Other V a r ia b le s

TAss(MM$) 1 3 .5 2 11.97 1 .62
.0001 .0001 .0837

Sales(MM$) 2 2 .2 8 .99 1 .86 999.79
.0001 .3995 .0381 .0001

ROI(S) 12 .59 15.08 2 .3 8 9 .0 8
.0001 .0001 .0057 .0028

ROE(S)* 3 .3 5 14.25 3 .1 9 10.04
.0103 .0001 .0002 .0017

Mkt/Book* 4 2 .5 9 1 1 .75 5 .0 0 3 .99
.0001 .0001 .0001 .0464

P/E R a t io * * .92 4 .3 4 .94 2.41
.4536 .0051 .5054 .1217

*  Excludes one r e t a i 1 and th re e  o i l  f i rm s  w ith n eg ative
in  a g iven y e a r .
* *  Excludes 8 drug , 11 machinery, 14 o i l ,  3 r e t a i l ,  and 9 
t e x t i l e  f i r m s  w i th  n e g a t iv e  earn ings  in  a g iven y e ar .
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Table 4 .6

Means and Scheffe Groupings by In dustry

MEANS SCHEFFE GROUPS

Combined Drugs Machine Oil&Gas R e ta i l  T e x t i le s

V a r ia b le  A ltm an's Bankruptcy P re d ic t io n  Model V a r ia b le s

X1-WC/TA .305 .327 .390 .047 .288 .469 T , M, DR,0
X2-RE/TA .324 .413 .326 .159 .320 .400 DTMR,0
X3-EBIT/TA .109 .179 .087 .083 .097 .098 D.TRMO
X4-Eq/Debt 3.010 7.764 1 .658 2.715 1.369 1 .544 D.OMTR
X5-Sales/TA 1.482 1.136 1 .296 .496 2.881 1 .603 R,TM,MD,0
2-Score 4.466 7.356 3.502 2.678 4.816 3.979 D, RTM, TMO

Other V ar iab l es

TAss(MM$) 631 1175 164 584 1011 218 DR, RO,OTM
Sa1es(MM$) 944 1221 198 565 2416 320 R, D, OTM
ROI(%) 5.16 9 .73 3.47 3.72 4 .53 4 .35 D, RTOM
ROE(K)* 9 .24 14.58 5 .70 7.56 10.84 7.50 D, ROTM
Mkt/Book* 1.85 3.61 1.25 2.15 1.33 .98 D, 0 , RMT
P/E R a t io * * 2 0 .46 19.68 20.72 27.17 16.83 18.67 OMDTR

*  Excludes one r e ta i 1 and three  o i l f irm s  w ith negative eq u ity in a given
year.

*#  Excludes 8 drug, 11 machinery, 14 o i l ,  3 r e t a i l ,  and 9 t e x t i l e  f irm s  w ith  
negative  earn ings in a given year.
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Table 4 .7  

Means and Scheffe Groupings by Year

MEANS SCHEFFE GROUPS
(1=70 ,2=75,3=80 ,4=85)

Combined 1970 1975 1980 1985

V a r ia b le  Altman’ s Bankruptcy P re d ic t io n  Model V a r ia b le s

X1-WC/TA .305 .314 .329 .312 .263 213,34
X2-RE/TA .324 .325 .339 .348 .282 3214
X3-EBIT/TA .109 .119 .122 .119 .075 231,4
X4-Eq/Debt 3.010 4.177 2.003 3.443 2.417 134,342
X5-Sales/TA 1.482 1.451 1.544 1.531 1.403 2314
Z-Score 4.466 5.182 4 .017 4.851  

Other V a r iab les

3.813 132,324

Tass(MM$) 631 246 417 746 1114 4 3 ,3 2 ,2
Sales(MM$) 944 382 685 1186 1523 43,21
ROI(%) 5.158 5.909 6 .188 6.433 2.100 321,4
ROE*(» ) 9 .235  

\ .855
10.347 11.066 12.518 2.717 321 ,4

Mkt/Book 2.355 1.174 2.045 1.846 134,2
P/E R atio 20.45 28.22 11.35 19.03 24.01 143,432

*  Excludes one r e t a i l  and th ree  o i l  f irm s  w ith  negative  e q u ity  in a given  
year.

* *  Excludes 8 drug, 11 machinery, 14 o i l ,  3 r e t a i l ,  and 9 t e x t i l e  f irm s  w ith  
negative  earn ings in  a given year.
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In d u s try  E f fe c ts

Using th e  pooled d a ta  f o r  th e  fo u r  t e s t  ye ars , f o r  every  

v a r ia b le ,  except th e  ROE and P/E r a t io s ,  th e  d if fe re n c e s  

between in d u s tr ie s  were s ig n i f i c a n t  a t  the  .0001 l e v e l .  ROE 

was s ig n i f i c a n t  a t  th e  .01 l e v e l ,  and the  P/E r a t i o  was not 

s i g n i f i c a n t .  F igures  4 .1  and 4 .2  d is p la y  th e  r e s u lts  in  

graph ic  form . The m u l t iv a r ia t e  Z -scores  were s ig n i f i c a n t l y  

d i f f e r e n t  across in d u s t r ie s ,  in d ic a t in g  t h a t  th e re  are re a l  

d if fe r e n c e s  in  o v e r a l l  performance and r i s k  across in d u s t r ie s .  

Drug f irm s  Z -scores  were s i g n i f i c a n t l y  h ig h e r  than fo r  a l l  

o th e r  f i r m s .  O i l  and gas f irm s  had the  low est Z -scores , but 

not s i g n i f i c a n t l y  lower than t e x t i l e s  and m achinery. These 

r e s u l ts  are  c o n s is te n t  w ith  o th e r  f in d in g s  and common 

knowledge: th e  drug in d u s try  is  s ta b le  and p r o f i t a b le ,  w h ile  

th e  o i l  in d u s try  is  n o to r io u s ly  r is k y ,  p a r t i c u l a r l y  in  re ce n t  

y ears .

W hile th e  Z -s co re  is  an o v e r a l l  measure o f  f in a n c ia l  

performance, th e  f i v e  component v a r ia b le s  each make a 

c o n tr ib u t io n  to  th e  o v e r a l l  measure, p o in t in g  to  some o f  th e  

f in a n c ia l  c h a r a c t e r is t ic s  and s t r a te g ie s  t h a t  d i f f e r  across  

in d u s t r ie s .  Some a re  th e  r e s u l t  o f  i n t r i n s i c  economic 

d i f fe r e n c e s ,  and o th e rs  a re  the  r e s u l t  o f  h i s t o r i c  p a t te rn s  o f  

c o m p e tit io n . Drug f irm s  have s i g n i f i c a n t l y  h ig h e r  scores on 

r a t io s  X3, earn ings  b e fo re  in t e r e s t  and ta x es  over t o t a l  

a s s e ts , X4, m arket va lue  o f  e q u ity  over t o t a l  l i a b i l i t i e s ,  and
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X2, re ta in e d  e a rn in g s  over t o t a l  a sse ts , a l l  in d ic a t in g  the  

high p r o f i t  le v e ls  in  t h i s  in d u s try .  The t e x t i l e  in d u s try  has 

a high X1 r a t i o ,  n e t  working c a p i ta l  over t o t a l  a s s e ts . Other 

sources, such as the  R obert M o rr is  Annual S tatem ent S tud ies  

(1 9 8 5 ) ,  in d ic a te  t h a t  th e  t e x t i l e  in d u s try  i s  c h a ra c te r iz e d  by 

high accounts re c e iv a b le s  and in v e n to r ie s ,  which r e f l e c t  a type  

o f  customer f in a n c in g  t h a t  is  t r a d i t i o n a l  in  t h i s  in d u s try .

The o i l  in d u s try  is  h ig h ly  c a p i t a l - i n t e n s iv e ,  w ith  very  low 

r a t io s  o f  working c a p i t a l ,  X1, and s a le s ,  X5, to  t o t a l  assets .  

As would be expected , th e  r e t a i l  in d u s try  has a high r a t i o  o f  

sa les  to  t o t a l  a s s e ts , X5.

Of the  component v a r ia b le s ,  X4, th e  e q u i ty /d e b t  r a t i o ,  

appeared to  be th e  most c lo s e ly  r e la te d  t o  th e  Z -s c o re . Th is  

can be seen in  th e  p a r a l l e l s  between these two v a r ia b le s  in  

Figures  4 .1  and 4 . 3 ,  and i t  was confirmed by t h e i r  high  

c o r r e la t io n  c o e f f i c i e n t ,  .9 3 .  Th is  r e in fo r c e s  the  common 

b e l i e f  t h a t  increased  le v e ra g e  in creases  r i s k ,  but as Hurdle  

(1974) p o in ts  o u t ,  w h ile  t h i s  is  t ru e  f o r  f in a n c ia l  r i s k ,  f irm s  

w ith  low business r is k  and more s ta b le  e a rn in g s  can b e t te r  

manage high debt le v e ls .  The observed im portance o f  X4, the  

e q u i ty /d e b t  r a t i o ,  p a r a l l e l s  the  f in d in g  re p o rte d  above t h a t  X4 

was one o f  the  two v a r ia b le s  re ta in e d  in  th e  stepw ise  

d is c r im in a n t  procedure . However, in  t h a t  case i t  was less  

s i g n i f i c a n t  than X2.
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F ig u re  4 .1

2-Scores by In d u s try
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Figure  4 .3

Z-Scores by Year
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lim e  E f fe c ts

D if fe re n c e s  over t im e a re  somewhat more complex, s in ce  

they  are  the  r e s u l t  o f  in te r a c t io n  o f  in d u s try  e f f e c t s  w ith  

more general economic fa c to r s .  F igures 4 .3  and 4 .4  d is p la y  the  

r e s u l ts  in  g raph ic  form . Over th e  f i f t e e n  year period  s tu d ie d ,  

th e re  have been some general d e l ib e r a te  changes in  f in a n c ia l  

s tra te g y  and p r a c t ic e .  The increased dependence on debt shows 

up in the  decreased va lues  f o r  X2, the  r a t i o  o f  re ta in e d  

earn ings  to  t o t a l  a s s e ts , and X4, the  market va lue  o f  e q u ity  to  

t o t a l  debt r a t i o .  The decrease in  X1, n e t  working c a p i ta l  to  

t o t a l  assets  r a t i o ,  is  c o n s is te n t  w ith  th e  increased emphasis 

on and s o p h is t ic a t io n  o f  working c a p i ta l  management. O ther  

v a r ia b le s  are  a f fe c te d  by changes in  business c y c le  f a c to r s ,  

such as in t e r e s t  r a te s .  In t e r e s t  ra te s  d i r e c t l y  a f f e c t  th e  

re q u ire d  re tu rn  f o r  in v e s to rs  and the  cos t o f  c a p i ta l  f o r  

companies. Consequently changes in  in t e r e s t  ra te s  d r iv e  

changes in  a l l  r e tu rn  measures, such as ROI, ROE, and X3, EBIT.

Z-scores were h ig h e s t  in  1970, f e l l  in  1975, rose in  1980, 

and reached t h e i r  lows in  1985. The low Z-scores in  1985 a re  

c o n s is te n t  w ith  th e  g e n e ra l ly  low le v e ls  o f  p r o f i t a b i l i t y  and 

high bankruptcy ra te s  in  t h a t  y e a r .  Mean ROI, ROE, and X3, 

EBIT, were a l l  s i g n i f i c a n t l y  lower in  1985 than any o th e r  ye a r .  

Only a lower X4, e q u i ty /d e b t  r a t i o ,  in  1975, when stock p r ic e s  

were depressed, kept 1985 from scoring  the  worst on every  

v a r ia b le .  The r e s u l ts  a re  c o n s is te n t  w ith  the  g e n e ra l ly  weak
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c o rp o ra te  p r o f i t s  in  1985, but accentuated  by the  in d u s try  

s e le c t io n .  The o i l  and gas, m achinery, and t e x t i l e  in d u s tr ie s  

were among th e  weakest in  the economy in  1985.

Marisat E f _ f ? . c t s

Although th e r e  were strong in d u s try  e f f e c t s  on performance  

measured in  accounting  term s, f in a n c ia l  m arkets  reac ted  to  

le v e l  ou t these d i f fe r e n c e s .  Th is  is  c o n s is te n t  w ith  f in a n c ia l  

th e o ry ,  p a r t i c u l a r l y  t h a t  r e la t in g  to  unsystem atic  r is k  and 

market e f f i c i e n c y .  In v e s to rs  buy e a rn in g s , and th e  v a r ia t io n s  

in  accounting-based performance measures a r e  elem ents o f  

unsystem atic r i s k .  The drug in d u s try ,  w i th  i t s  high  

p r o f i t a b i l i t y  r a t i o s ,  commanded s i g n i f i c a n t l y  h ig h er stock  

p r ic e s ,  w ith  a m arke t-to -boo k  r a t i o  o f  3 .61  compared w ith  

va lues  from .98  f o r  t e x t i l e s  to  2 .1 4  f o r  o i l  and gas. For P/E  

r a t io s  th e re  was no s t a t i s t i c a l  d i f fe r e n c e  between in d u s t r ie s .  

I t  should be noted t h a t  the  p r ic e -e a rn in g s  r a t i o  is  s e n s i t iv e  

to  both p r ic e s  and e a rn in g s , and th e  P/E r a t i o  was n e g a t iv e ly  

c o r r e la te d  w ith  both ROI ( r  = - . 1 9 5 )  and ROE ( r  = - . 2 6 3 ) .  The 

P/E r a t i o  showed a s i g n i f i c a n t  tim e e f f e c t  and no in te r a c t io n  

e f f e c t .  The m a rk e t-to -b o o k  r a t i o  serves as th e  in te rv e n in g  

v a r ia b le ,  w ith  h igh va lues  f o r  f i rm s  w ith  h ig h  ROE, and 

consequently th e  m arke t-to -boo k  r a t i o  has th e  same strong  

in d u s try  e f f e c t  as ROE. The m arke t-to -b o o k  r a t i o  is  a measure 

o f the  m arke t’ s e v a lu a t io n  o f  th e  f i r m ’ s a s s e ts  and th e  P/E  

r a t i o  o f  the  f i r m ’ s e a rn in g s . D i r e c t  i n t e r p r e t a t io n  o f  P/E and
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m arke t-to -boo k  r a t i o s  is  d i f f i c u l t ,  s in c e  a l l  o f  th e  

accounting-based v a r ia b le s  are  measures o f past performance,  

w h ile  s tock  p r ic e s  a re  based on th e  expected v a lu e  o f  fu tu r e  

e a rn in g s . Th is  c re a te s  s p e c ia l problems in e v a lu a t in g  

v a r ia b le s  f o r  f i r m s  which are  d e c l in in g .  High P/E r a t io s  may 

r e f l e c t  o p t im is t ic  e v a lu a t io n s  o f  long-term  f i r m  and in d u s try  

p rospects , or they  may be high because o f  te m p o ra r i ly  depressed  

e arn in g s .

■SJ.ze E f fe c ts

S ize  e f f e c t s  were g e n e ra l ly  not im po rtan t. T o ta l  assets  

were used as th e  c o v a r ia te  in  the  ANCOVA a n a ly s is ,  and 

c o r r e la t io n s  w ith  a l l  the  v a r ia b le s  were c a lc u la te d .  The 

c o v a r ia te  was s i g n i f i c a n t  on ly  f o r  X2, re ta in e d  e a rn in g s  over  

t o t a l  a s s e ts , and X3, EBIT. In  th e  f i r s t  case, one would 

expect la rg e  f i rm s  to  be o ld e r  and to  have accumulated g re a te r  

re ta in e d  ea rn in g s  over t im e . In  th e  second case, th e  r e s u l t  

may r e f l e c t  economies o f  s c a le .  None o f  the  c o r r e la t io n  

c o e f f ic ie n t s  f o r  as se t  s iz e  and any o f  th e  r a t i o  v a r ia b le s  

reached th e  .30  l e v e l .

Comparative Data

In  o rd e r  t o  t e s t  whether th e  sample was t y p ic a l  o f  a 

la r g e r  sample o f  f i r m s ,  th e  ROEs and P/E r a t io s  were compared 

to  th e  in fo rm a t io n  c o l le c te d  on an annual basis  by Business
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Week magazine f o r  each o f  th e  fo u r  years inc luded  in  th is  

study. The performance va lues  found in  t h i s  study were not as 

c lose  to  those re p o rte d  by Business Week as would be d e s ira b le ,  

but th e  same genera l tren d s  between in d u s t r ie s  and over tim e  

were found. The two samples are  d i f f e r e n t  in  a number o f  ways. 

The f irm s  inc luded  in  th e  Business Week sample a re  la r g e r ,  and 

in  t h a t  re p o r t  f i rm s  a re  added and dropped on an annual b as is .  

Also th e  in d u s try  c la s s i f ic a t io n s  are  s i m i l a r ,  but not 

id e n t ic a l ,  p a r t i c u l a r l y  in  th e  o i l  and gas in d u s try .  The 

sample in  t h i s  study inc luded only  f irm s  which were c la s s i f ie d  

as o i l  and gas producers and did not in c lu d e  those f irm s  which 

Compustat c la s s i f i e d  as petroleum  r e f i n e r s .  The l a t t e r  as w e ll  

as coal companies a re  included in the  n a tu ra l  resources group 

in  Business Week, which was th e  comparison group.

Another check o f  th e  r e s u l ts  was made by comparing the  

2-sco res  w ith  th e  bankruptcy ra te s  as re p o rte d  in  Dun and 

B ra d s t r e e t ’ s F a i lu r e  Record and Business Week. In  g e n e ra l ,  the  

in d u s try  d i f fe r e n c e s  and tren d s  in  t h a t  d a ta  and th e  2-scores  

in  t h i s  study a re  c o n s is te n t .  The drug in d u s try  has high  

2-scores  and few b a n k ru p tc ie s . The o i l  and gas in d u s try  has 

low 2 -s c o re s , even in  t im es in  which b an kru p tc ies  a re  few, 

another in d ic a t io n  o f  the  r is k y  c h a ra c te r  o f  the  in d u s try .  The 

t im e tren ds  in  2 -sco re s  and f a i l u r e  ra te s  were c o n s is te n t  in  

d i r e c t io n ,  bu t th e re  was a dram atic  in c re as e  in  bankruptcy  

ra te s  from 1980 to  1985, about 40 per 10 ,000  f irm s  to  about 

300, w h ile  th e  average 2 -sco res  dec lined  to  a much s m a lle r
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d e g re e ,  4 .8 5  t o  3 . 8 1 .

ixLse o f  t h £  A ltm an  Z - S c o re  M odel

S in c e  th e  fo c u s  o f  t h i s  s tu d y  was on Z -s c o r e s ,  some 

o b s e r v a t io n s  on i t s  use may be in  o r d e r .  A m a jo r  a d v a n ta g e  in  

t h e  use o f  th e  Z - s c o r e  model i s  i t s  m u l t i v a r i a t e  c h a r a c t e r ,  

i n c lu d in g  bo th  a c c o u n t in g  and m a rk e t -b a s e d  v a r i a b l e s .  T h a t  

a d v a n ta g e  is  muted by t h e  v e ry  h ig h  c o r r e l a t i o n ,  . 9 3 ,  w i t h  th e  

m a rk e t  v a lu e  o f  e q u i t y  t o  t o t a l  d e b t  r a t i o .  A second a d v a n ta g e  

o f  u s in g  Z -s c o r e s  i s  t h a t  th e  f i v e  r a t i o s  in c lu d e d  i n  th e  model 

a r e  easy  t o  c a l c u l a t e  fro m  r e a d i l y  a v a i l a b l e  f i n a n c i a l  d a ta ,  

and each  ta k e n  s e p a r a t e l y  i s  an i n t u i t i v e l y  s t r a i g h t - f o r w a r d  

m easure o f  one d im e n s io n  o f  f i n a n c i a l  p e r fo rm a n c e .  The 

d i f f e r e n c e  in  Z -s c o r e s  a c ro s s  i n d u s t r i e s  may be a  p ro b lem  in  

some s t u d i e s ,  r a i s i n g  t h e  is s u e  o f  t h e  e x t e n t  t o  w h ich  b ia s  i s  

in t r o d u c e d  by t h e  in d u s t r y  c o m p o s it io n  o f  r e s e a r c h  sam p les . On 

t h e  o t h e r  hand, t h e  d i f f e r e n c e s  may be a r e a l i s t i c  r e f l e c t i o n  

o f  d i f f e r e n c e s  in  b a n k ru p tc y  and o t h e r  k in d s  o f  r i s k  a c ro s s  

i n d u s t r i e s  and t im e .  What i s  re m a rk a b le  i s  how much th e  number 

o f  b u s in e s s  f a i l u r e s  in  1985 has in c r e a s e d  g iv e n  th e  modest 

d e c re a s e  in  mean Z - s c o r e s .  E i t h e r  t h e  d i s t r i b u t i o n  o f  Z -s c o r e s  

has changed , o r  f i r m s  g o in g  b a n k ru p t  have h ig h e r  Z -s c o r e s  th a n  

i n  e a r l i e r  y e a r s .  The l a t t e r  p o s s i b i l i t y  i s  c o n s is t e n t  w i th  

t h e  w id e ly  p u b l i c i z e d  in c r e a s e  in  t h e  use o f  b a n k ru p tc y  as a 

d e l i b e r a t e  tu r n a r o u n d  s t r a t e g y ,  w h ereas  lo n g e r  ago b a n k ru p tc y  

had much more n e g a t iv e  i m p l i c a t i o n s  and was c o n s id e re d  a  l a s t
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r e s o r t .

C o r re la t io n  a n a ly s is  shows t h a t  Z -scores and a l l  the  

component v a r ia b le s  have p o s i t iv e  c o r r e la t io n s  w i th  each o th e r .  

X 1 , working c a p i ta l  to  t o t a l  as se ts , and X5, s a le s  t o  t o t a l  

a sse ts , the  most in d u s try  s p e c i f ic  v a r ia b le s ,  have low 

c o r r e la t io n s ,  le s s  than  .3 ,  w ith  Z -scores . The o th e r  

c o r r e la t io n s  w ith  Z -scores  a re  X2, re ta in e d  e a rn in g s  to  t o t a l  

a s se ts , .3 6 ,  X3, EBIT to  t o t a l  a s s e ts , .5 6 ,  and X4, e q u i ty  to  

d eb t, .9 3 .

In  summary, Z -scores  would appear to  be an a t t r a c t i v e  

measure o f  f in a n c ia l  performance f o r  many s tu d ie s  in  s t r a te g ic  

management. Z -scores  appear to  be a t  le a s t  as ro b u st as o th er  

measures o f  f in a n c ia l  performance across in d u s t r ie s  and over  

t im e . L ike  a l l  measures o f  performance they a re  no t p e r fe c t ,  

and t h e i r  use re q u ire s  c a re fu l  a t t e n t io n  to  sample 

c h a r a c te r is t ic s  and th e  n a tu re  o f  th e  expected r e la t io n s h ip s  

between the  research v a r ia b le s  o f  in t e r e s t  and th e  performance  

measures.

Matching Sample S e le c t io n  C ons id era tion s

The r e l a t i v e  r a r i t y  o f  bankruptcy compared to  

nonbankruptcy p resen ts  a s p e c ia l  s e t  o f  problems f o r  using  

s t a t i s t i c a l  procedures in  bankruptcy s tu d ie s .  In  th e  t y p ic a l  

study, th e  sample o f  bankrupt f i rm s  inc ludes  a l l  known members
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o f  the  bankrupt p o p u la t io n , and the comparison group o f  

nonbankrupt f i rm s  is  s im i la r  in  s iz e  but c o n s t i tu te s  a 

r e l a t i v e l y  sm all p ro p o rt io n  o f  the  po pu la tio n  o f  nonbankrupt 

f i rm s .  The r e s u l t in g  b iases and th e  e f f e c t s  on th e  accuracy o f  

group c l a s s i f i c a t i o n  have been discussed and te s te d  by 

Zmijewski (1 9 8 4 ) .  He found t h a t  th e  o v e r a l l  accuracy o f  

c la s s i f i c a t io n s  increased as the  s iz e  o f  the nonbankrupt sample 

approached th e  s iz e  o f  th e  p o p u la t io n  from which i t  was drawn. 

However, the  e r r o r  ra te s  f o r  the  groups are  not p ro p o r t io n a l to  

the  o v e r a l l  e r r o r  r a te .  The e r r o r  ra te s  f o r  th e  groups were 

most n e a r ly  equal when th e  groups were equal in  s i z e ,  and the  

e r r o r  r a te  increased  in  th e  s m a lle r  group and decreased f o r  the  

la r g e r  as th e  groups d iverged  in  s iz e .  For example, using an 

unweighted p r o b i t  model, Zmijewski found an e r r o r  r a te  o f  2 .5 *  

f o r  bankrupt f i r m s ,  7 .5 *  f o r  nonbankrupt f i rm s ,  and 5 *  o v e ra l l  

when the sample s iz e s  were both 40 . With the same bankrupt 

sample o f  40 , but w ith  a nonbankrupt sample s iz e  o f  800 (taken  

as the  p o p u la t io n ) ,  th e  e r r o r  ra te s  were 30* f o r  th e  bankrupt 

f i r m s ,  0 . 5 *  f o r  nonbankrupt f i r m s ,  and 1 .9 *  o v e r a l l .  This is  

c o n s is te n t  w ith  th e  f r e q u e n t ly  reported  o b servatio n  t h a t  fo r  

c la s s i f i c a t i o n  ana lyses in  general using unequal sample s ize s  

f o r  parameter e s t im a t io n  tends to  o v e r -p r e d ic t  membership in  

the  c lass  w ith  the  la r g e r  sample s iz e  in  the e s t im a t io n  model, 

and to  u n d e r -p re d ic t  in  th e  c la s s  w ith  th e  s m a lle r  sample s iz e ,  

w ith  the  o v e r a l l  c l a s s i f i c a t i o n  accuracy r is in g  as p ro p o rtio n s  

in  the e s t im a t io n  samples approach the  p ro p o rtio n s  in  the  

p o p u la t io n  (Green, 1978; M orrison , 1976). The w orst o f  the
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problem is  t h a t  th e  accuracy u s u a lly  d e c lin e s  in  th e  category  

o f  g r e a te s t  i n t e r e s t ,  bankrupt f i rm s  in  t h i s  s tu d y .

In  bankruptcy s tu d ie s ,  whether in  academic research  o r  in  

bankruptcy p r e d ic t io n  and c r e d i t  r a t in g  f o r  f in a n c ia l  

in s t i t u t i o n s ,  the  costs  o f  m is c la s s i f ic a t io n  f o r  bankrupt f irm s  

is  h ig h er than the  costs  o f  m is c la s s i f ic a t io n  f o r  nonbankrupt 

f i r m s ,  so the  decrease in  o v e r a l l  e r r o r  ra te s  is  l i t t l e  

compensation f o r  th e  g r e a t ly  increased e r r o r  r a te  f o r  the  

bankrupt group. In  most s t a t i s t i c a l  techniques, comparing 

groups r e s u l ts  a re  improved by using e q u a l-s iz e  groups.

M utch ler  (1 9 85 ) s tu d ied  the  e f f e c t  o f  unequal group s iz e s  using  

problem and nonproblem f irm s  based on a u d i t  f in d in g s ,  and 

concluded t h a t  f o r  both MDA and l o g i t  c la s s i f ic a t io n s  

research ers  should use e q u a l-s iz e  groups.

Sample s e le c t io n  is  a ls o  s u b je c t  to  o th e r  b ias e s .

Zmijewski considered the  b ias  in troduced by the  h ig h e r  

p ro p o rtio n  o f  bankrupt f i rm s  excluded because o f  m issing d a ta .  

D if fe re n c e s  in  key f a c to r s ,  such as s iz e ,  may a ls o  in troduce  

b ias es . In  most o f  the  s tu d ie s  using e q u a l-s iz e  samples, the  

nonbankrupt f i r m s  have been s e le c te d  by matching th e  key 

v a r ia b le s  such as s iz e ,  da ta  p e r io d s , and in d u s try .  In  the  

s tu d ies  using p r o p o r t io n a l -s iz e  samples, no a ttem pts  to  d e te c t  

biases in troduced by d iv e rg e n t  c h a r a c te r is t ic s  on im portant  

v a r ia b le s  have been re p o rte d .
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In  order t o  b e t t e r  understand some o f  the  issues discussed  

above, a number o f  experim ents were conducted. Fo llow ing the  

t r a d i t i o n  in th e  f i e l d ,  most o f  th e  work in  t h i s  study was done 

using an e q u a l -s iz e  matching sample (n = 73) o f  f irm s  matched 

f o r  in d u s try ,  s i z e ,  and tim e p e r io d . The procedures used fo r  

s e le c t in g  th a t  sample a re  described in  Chapter V. In  a d d i t io n ,  

the  c la s s i f i c a t i o n  procedures were c a r r ie d  ou t using both la rg e  

matching samples, which were a reasonable re p re s e n ta t io n  o f  th e  

p o p u la t io n  o f  f i r m s  o f  in t e r e s t ,  and e q u a l-s iz e  matching 

samples drawn randomly from t h a t  p o p u la t io n .

The la rg e  matching sample was taken from th e  1985 

Compustat In d u s t r ia l  ta p e .  I t  included a l l  the  f irm s  on the  

tape w ith  the fo l lo w in g  exceptions: (a )  a l l  f in a n c ia l  and o th e r  

s e rv ic e  f i r m s ,  SIC codes 6000 and up; (b )  re g u la te d  p u b lic  

u t i l i t i e s ,  SIC codes 4800 to  4999; ( c )  a l l  bankrupt f i rm s ,  

in c lu d in g  those known to  be le g a l ly  bankrupt, those included in  

th e  bankrupt f i r m  sample, and those w ith  n e g a tiv e  net worth .

The f i rm s  w ith  n e g a t iv e  n e t  worth were excluded on the  basis  

t h a t  they  met one o f  th e  standard d e f in i t io n s  o f  bankruptcy, 

even though they had not fo rm a l ly  dec la red  bankruptcy. A t o t a l  

o f  1276 f irm s  met the  c r i t e r i a  and were included in  subsequent 

s tu d ie s .

The f irm s  in  th e  la rg e  sample on average were la rg e r  and 

f i n a n c i a l l y  s tro n g e r  than the f irm s  in  th e  matching sample. The 

l a t t e r  conclusion  is  based on a comparison o f  th e  mean
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Z -s c o re s , th e  o ld  Altman model and th e  two new models developed  

in  th is  s tu d y . The d a ta  fo r  th e  comparison is  shown in  Table  

4 .8 ,  w ith  th e  v a r ia b le  a b b re v ia tio n s  those used throughout t h is  

s tu d y . O th er im p lic a t io n s  o f  th is  d a ta  a re  discussed a t  

s evera l o th e r  p o in ts  in  th is  s tu d y .

C la s s i f ic a t io n  analyses using th e  la rg e  m atching sample 

were run using both th e  tw o -v a r ia b le  model and th e  

f iv e - v a r ia b le  model and using MDA, l o g i t ,  and p r o b it  

procedures. In  th e  case o f MDA, th e  procedures depend on th e  

d e s ig n a tio n  o f  th e  p r io r  p r o b a b i l i t ie s  o f  group membership. In  

SAS, th e  d e fa u lt  is  th a t  th e  p r o b a b i l i t ie s  are  e q u a l, but the  

p r o b a b i l i t ie s  can be s p e c if ie d  as p ro p o rtio n a l to  th e  sample 

s iz e s . The procedure was run using both o p tio n s . The re s u lts  

a re  shown in  Tab le  4-1 on page 69. W ith one e x c e p tio n , the  

tw o -v a r ia b le  model using MDA w ith  equal p r o b a b i l i t ie s ,  th e  

o v e ra ll  accuracy o f  th e  c la s s i f ic a t io n  was b e t te r  using the  

la rg e  sample than th e  e q u a l-s iz e  matched sam ple. However, th e  

increased  o v e r a l l  accuracy was gained a t  th e  expense o f  

accuracy in  c o r r e c t ly  c la s s ify in g  th e  bankrupt f irm s , which in  

every  case was le s s  accu ra te  than th a t  f o r  th e  matched sample. 

In  th e  MDA a n a ly s e s , using th e  e q u a l-p r io r  p r o b a b il i ty  o p tio n  

reduced th e  o v e r a l l  accuracy and in creased  the accuracy in  

c la s s ify in g  th e  bankrupt f irm s .
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Table 4 .8

Comparison o f  Matching Samples

Sample P re d ic to r  V a r ia b le s

X1 X2 X3 X4 X5 TASS
($ in  mi 1 . )

73 BR .02 - .1 0 - .0 7 .27 1 .75 380
73 NBR .31 .32 . 11 1 .60 1 .67 354
1276 NBR .27 .29 .08 2.81 1 .42 1529

2-Scores

Sample 21 N25V1 N22V1
73 BR 1 .56 - .3 1 - .2 1
73 NBR 3.81 2 .2 9 2 .3 6
1276 NBR 4.1  1 2 .9 9 3 .07

(BR = Bankrupt F irm s, NBR = Nonbankrupt F irm s, TASS = T o ta l 
A ssets; X1, X2, X3, X4, X5 a re  th e  Altman bankruptcy p re d ic t io n  
model v a r ia b le s , 21 = A ltm an’ s 2 -S co re ; N25V1, N22V1 a re  th e  
new 2-Scores developed in  t h is  work)

In  o rd e r to  s e p a ra te  th e  s iz e  e f fe c ts  from  th e  matching  

e f f e c t s ,  ten  e q u a l-s iz e  samples were s e le c te d  from  th e  la rg e  

sample on a p u re ly  random b a s is . These te n  samples were then  

used in  c la s s i f ic a t io n  te s ts ,  and th e  re s u lts  a re  shown in  

Tab le  4 .1  on page 69. O v e ra ll c la s s i f ic a t io n  accu rac ies  were 

le s s  than th an  those fo r  th e  la rg e  sample, but th e  accuracy in  

c la s s ify in g  bankrupt f irm s  was improved even over th e  MDA 

e q u a l-p r io r  p r o b a b i l i t ie s  o p tio n . Compared to  analyses using  

th e  matched comparison sam ple, MDA gave in f e r io r  r e s u lts ,  and 

l o g i t  and p r o b it  gave s u p e r io r  r e s u lts .  The d if fe re n c e s  were 

no t g re a t, and th e re  was no ready e x p la n a tio n  f o r  th e  

d if fe re n c e s .
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As in d ic a te d  above, th e  f irm s  in  the  la rg e  sample from  

which th e  random samples were drawn were on average la rg e r  and 

h e a lth ie r  than th e  o r ig in a l  m atching sample, and, as i t  should  

have been, t h is  was a ls o  tru e  fo r  th e  random sam ples. S ince  

th e  mean 2 -s c o re  d if fe re n c e s  were la r g e r ,  b e t te r  p re d ic t io n  

re s u lts  m ight have been expected. However, any e f f e c t  th a t  

m ight have been th e re  was lo s t  in  th e  in te ra c t io n s  w ith  o th e r  

v a r ia b le s .

The re s u lts  g e n e ra lly  support th e  use o f  e q u a l-s iz e  

matched comparison samples. The c o r re c t  c la s s i f ic a t io n  o f  

bankrupt f irm s  is  m axim ized, which in  most s tu d ie s  is  more 

im p o rtan t than o v e r a l l  accuracy. In  p r a c t ic a l a p p lic a t io n s , i t  

is  reasonab le to  assume th a t  th e  co s t o f m is c la s s if ic a t io n  is  

g re a te r  fo r  bankrupt f irm s  than nonbankrupt, which supports the  

use o f matched sam ples. The use o f  th e  s m a lle r  matched samples 

a ls o  reduces com putational c o s ts . Knowing th e  d ir e c t io n  o f the  

e f fe c ts  is  u s e fu l,  because i t  a llo w s  more inform ed d ec is io n s  

about procedure s e le c t io n .

Comparison o f  S t a t is t ic a l  C la s s i f ic a t io n  Procedures

S tu d ies  o f  f in a n c ia l  d is tre s s , in c lu d in g  no t o n ly  

bankruptcy p r e d ic t io n , but a much broader range o f  concerns, 

has made e x te n s iv e  use o f  severa l s t a t i s t i c a l  c la s s i f ic a t io n  

procedures, p r im a r i ly  MDA (m u lt ip le  d is c r im in a n t a n a ly s is ) ,  

l o g i t ,  and p r o b it  a n a ly s is . T h is  in  tu rn  has generated

101

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

d iscuss io n  and te s t in g  o f  the  r e la t iv e  s tre n g th s  o f th e  

procedures and s t a t i s t i c a l  problems in  t h e i r  a p p lic a t io n .

W hile  no a ttem p t w i l l  be made here to  review  th e  te c h n ic a l 

aspects o f  these  s tu d ie s , some o f th e  conclusions are  worth  

n o tin g .

A lgorithm s f o r  MDA com putation were g e n e ra lly  a v a i la b le  

much e a r l i e r  than  those f o r  lo g i t  and p r o b it ,  both o f which 

re q u ire  i t e r a t iv e  procedures. Consequently th e  p io n e e rin g  work 

o f Altman (1968 ) and o th e r  s tu d ie s  p r io r  to  about 1980 used MDA 

e x c lu s iv e ly . S ince th a t  tim e th e  in creas in g  a v a i l a b i l i t y  o f 

commercial s t a t i s t i c a l  packages has a llow ed research ers  access 

to  th e  advantages o f lo g i t  and p r o b it .  L o g it and p r o b it  have a

th e o r e t ic a l advantage over MDA in  th a t  they im ply th a t

c a u s a lity  flow s from  th e  independent v a r ia b le s  to  th e  dependent 

c a te g o r ic a l v a r ia b le ,  ra th e r  than th e  reverse  in  MDA. L o g it  

and p ro b it  a ls o  have les s  r e s t r ic t iv e  assumptions and th e  

c a lc u la te d  param eters a re  more r e a d ily  in te r p r e ta b le .  L o g it

and p ro b it  have much in  common and ty p ic a l ly  g iv e  very  s im ila r

r e s u lts .  Because p r o b it  is  based on th e  more r e s t r ic t iv e  

assumption o f normal d is t r ib u t io n s  and is  c o m p u ta tio n a lly  more 

d i f f i c u l t ,  i t  has g e n e ra lly  been less  used than lo g i t  in  the  

s o c ia l sc iences (Haberman, 1978 ). Both have been used in  

bankruptcy s tu d ie s , w ith  p r o b it  being th e  more common ch o ice . 

G en try , Newbold, & W h itfo rd  (1985a , 1985b,1985c, 1987) used a l l  

th re e  methods, bu t p r im a r i ly  rep o rted  th e  p ro b it  r e s u lts .  

Zm ijewski (19 84 ) a ls o  chose p ro b it  fo r  h is  s tu d ie s , but Lo
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(1 9 86 ) and M u tch le r (19 85 ) u t i l i z e d  lo g i t .  Lo compared th e  

ap p ro p ria ten es s  o f MDA versus lo g i t  fo r  bankruptcy analyses and 

concluded th a t  th e  n u ll hypothesis  th a t  MDA and lo g i t  were 

e q u iv a le n t could no t be r e je c te d . G en try , Newbold, & W hitfo rd

(1 9 87 ) re p o rte d  th a t  c la s s i f ic a t io n  re s u lts  were about th e  same 

fo r  a l l  th re e  models.

In  a l l  th e  analyses used to  t e s t  th e  e f fe c ts  o f  sample 

s iz e  and s e le c t io n  described  above, lo g i t  and p r o b it  analyses  

were run in  p a r a l le l  w ith  th e  MDA, and th e  combined num erical 

r e s u lts  a re  shown in  Table  4 .1  on page 69 . The re s u lts  prov id e  

l i t t l e  b as is  fo r  choosing one procedure over a n o th e r. In  th e  

analyses using th e  matched comparison sample, c la s s if ic a t io n s  

were s l ig h t ly  more accu ra te  using MDA. In  ana lyses  using the  

la rg e  sample o r random samples drawn from i t ,  lo g i t  and p ro b it  

gave s l ig h t ly  more a c cu ra te  r e s u lts ,  but th e  d if fe re n c e s  appear 

in s ig n i f ic a n t .  There was no p a tte rn  a t  a l l  in  d if fe re n c e s  

between lo g i t  and p r o b it .  As expected , th e  l ik e l ih o o d  r a t io s  

f e l l  s h a rp ly  as th e  tim e  b e fo re  bankruptcy in cre a s ed .
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Table  4 .9

L o g it and P ro b it  C o e f f ic ie n ts  and Asymtopic T R a tio s
(F iv e  V a r ia b le  Model)

P ro b it  L o g it
C o e f. T R a tio C oef. T R a tio

Year 1
X1 - .4 5 - .  45 - .5 7 - .3 2
X2 -2 .6 2 - 3 .0 9 * * * -4 .7 7 - 2 .6 5 * * *
X3 -5 .5 0 - 2 .6 1 * * * -8 .9 4 - 2 .4 2 * * *
X4 - .7 5 - 2 .0 5 * * -1  .49 - 2 .0 4 * *
X5 .12 .72 .18 .61
C onstant .83 2 .3 6 * * * 1 .58 2 .3 7 * * *
L ike !ih o o d R a tio  104 .86 105 .04

Year 2
X1 .71 .88 1 .28 .91
X2 -2 .4 7 -2 .9 1 -4 .4 6 - 2 .8 4
X3 - 4 .4 0 -2 .5 8 -7 .1 5 -2 .3 9
X4 - .2 5 -1 .73 - .5 3 -1  .64
X5 - .0 2 - .1 3 - .0 3 - .1 3
C onstant .88 3 .0 8 1 .56 3 .0 4
L ik e lih o o d R a tio  57 .14 58 .31

Year 3
X1 - .1 2 - .1 7 - .1 7 - .1 4
X2 - 2 .1 2 - 2 .8 8 * * * -3 .6 1 - 2 .8 0 * * *
X3 -3 .0 8 - 1 .9 9 * * -4 .7 4 - 1 .8 5 * *
X4 - .0 8 - .6 0 - .1 6 - .7 4
X5 .07 .55 . 1 1 .52
C onstant .74 2 .6 4 * * * 1 .26 2 .6 2 * * *
L ik e lih o o d R a tio  32 . 67 32. 88

Year 4
X1 - .5 0 - .6 9 - .7 7 - .6 5
X2 -1  .74 - 2 .5 9 * * * -3 .0 1 - 2 .5 0 * * *
X3 -2 .5 8 - 1 .6 6 * -4 .1 9 - 1 .6 4 *
X4 - .1 1 -1  .23 - .1 8 -1  .13
X5 .06 .48 .10 .49
C onstant .84 2 .9 1 * * * 1 .39 2 .8 8 * * *
Li ke lih o o d R a tio  30. 31 30. 26

Year 5
X1 - .8 9 -1  .22 -1  .41 -1  .20
X2 -1  .28 - 1 .9 3 * * -2 .1 8 - 1 .9 3 * *
X3 .87 .66 1 .55 .69
X4 - .1 6 - 1 .4 0 * - .2 6 - 1 .3 7 *
X5 .19 1 .38 .31 1 .35
C onstant .33 1 .10 .54 1 .09
Li ke lih o o d R a tio  18. 62 18. 65
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Table 4 .9  ( c o n t . )

L o g it  and P ro b it  C o e f f ic ie n ts  and Asymtopic T R atio s
(F iv e  V a r ia b le  Model)

Year 6
X1 - .6 7 - .9 8 -1  .04 - .9 5
X2 -1  .42 - 2 .2 0 * * -2 .3 9 - 2 .1 5 * *
X3 .46 .41 .80 .43
X4 - .0 3 - .3 3 - .0 4 - .3 1
X5 .13 .93 .21 .89
Constant .31 1 .05 .51 1 .04
L ik e lih o o d R a tio  12. 53 12 .58

t  te s ts :  *  p r < .1 ,  * *  p r < .0 5 , * * *  p r < .001

L o g it  and P ro b it  C o e f f ic ie n ts  and Asymtopic T R atio s
(Two V a r ia b le  Model)

P ro b it L o g it
C oef. T R a tio C oef. T R a tio

Year 1
X2 -3 .1 3  - 4 .4 5 * * * -6 .0 0  - 3 .9 1 * * *
X4 -1 .2 7  - 3 .7 9 * * * -2 .1 9  - 3 .2 9 * * *
Constant 1.11 5 .2 4 * * * 2 .0 6  4 .8 9 * * *
Li ke lih ood R a tio  96.41 9 7 .9 0

Year 2
X2 -2 .6 6  - 3 .5 8 -4 .6 7  -3 .4 8
X4 - .3 9  -2 .3 5 - .7 9  -2 .4 1
Constant .9 0  4 .7 6
L ik e lih o o d R a tio  5 0 .3 4 5 2 .1 2

Year 3
X2 -2 .3 3  - 3 .5 0 * * * -4 .0 4  - 3 .3 8 * * *
X4 - .2 0  - 1 .8 4 * * - .3 7  - 1 .8 4 * *
Constant .75  3 .9 7 * * * 1 .32  3 .8 3 * * *
L ik e lih o o d R a tio  2 8 .2 2 2 9 .0 4

Year 4
X2 -2 .0 9  - 3 .4 6 * * * -3 .5 9  - 3 .2 3 * * *
X4 - .1 9  - 2 .0 6 * * - .3 1  - 1 .9 2 * *
Constant .71 3 .7 9 * * * 1 .23  3 .6 3 * * *
L ik e lih o o d R a tio  2 6 .2 7 26.51

Year 5
X2 -1 .4 8  - 2 .5 2 * * -2 .4 7  - 2 .4 7 * *
X4 - .1 4  - 1 .4 9 * - .2 3  - 1 .4 4 *
C onstant .53  2 .9 9 * * .88  2 .9 2 * * *
L ik e lih o o d R a tio  15 .49 15.55

Year 6
X2 -1 .5 5  - 2 .7 7 * * * -2 .5 9  - 2 .6 7 * * *
X4 - .0 3  - . 3 8 - . 0 4  - .3 7
Constant .43  2 .4 1 * * * .71 2 .3 8 * * *
L ik e lih o o d R a tio  10 .77 10.87

t  te s ts :  *  pr < .1 ,  * *  p r < .0 5 , * * *  p r < .001
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The l o g i t  and p r o b i t  c o e f f i c i e n t s  a r e  u s e fu l in  e s t im a t in g  

th e  r e l a t i v e  w e ig h ts  o f  th e  v a r i a b le s ,  as  a r e  th e  s ta n d a rd iz e d  

d is c r im in a n t  a n a ly s is  c o e f f i c i e n t s .  The l o g i t  and p r o b i t  

c o e f f i c i e n t s  f o r  th e  tw o - and f i v e - v a r i a b l e  m odels a re  shown in  

T a b le  4 . 9 .  As w o u ld  be e x p e c te d , th e  r e l a t i v e  w e ig h t in g s  ro u g h ly  

p a r a l l e l ,  b u t  do n o t  e x a c t ly  m a tc h , th o s e  fo u n d  u s in g  m u l t ip le  

d is c r im in a n t  a n a ly s is .  As in  th e  case  o f  MDA, th e  use o f  a 

t w o - v a r ia b le  m odel i s  s u p p o r te d .

C o n c lu s io n s  a b o u t A l t e r n a t i v e  T ec h n iq u es

The s t a t i s t i c a l  th e o r y  and e m p ir ic a l  e v id e n c e  a v a i la b le  

s u g g e s ts  th e  f o l lo w in g  c o n c lu s io n s  a b o u t th e  use o f  

c l a s s i f i c a t i o n  m odels  in  b a n k ru p tc y  p r e d ic t io n  s tu d ie s  and 

a p p l ic a t io n s :

1 . L o g i t  and p r o b i t  a r e  le s s  s u b je c t  t o  a d v e rs e  e f f e c t s  

a r is in g  fro m  d e v ia t io n s  fro m  n o r m a l i t y  and un eq ual c o v a r ia n c e  

m a tr ic e s  f o r  th e  e s t im a t io n  s u b sa m p les .

2 . I n t e r p r e t a t i o n  o f  th e  c o e f f i c i e n t s  in  th e  c l a s s i f i c a t i o n  

m odels  is  more r e l i a b l e  f o r  p r o b i t  and l o g i t  m odels th a n  f o r  

MDA, b u t  c a lc u la t in g  s ta n d a r d iz e d  c o e f f i c i e n t s  f o r  MDA 

a n a ly s e s  overcom es m ost o f  t h i s  d is a d v a n ta g e .

3 .  MDA m odels a r e  i n t u i t i v e l y  s im p le r ,  use le s s  com puter  

r e s o u rc e s , and a r e  more e a s i l y  red u ced  t o  s im p le  

c l a s s i f i c a t i o n  m odels w h ich  can  be a p p l ie d  w ith o u t  s t a t i s t i c a l  

co m p u ter s o f tw a r e  p ackag es .

4 .  T h e re  is  no c le a r  e v id e n c e  t h a t  any one o f  th e  th r e e
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models p ro v id es  more accu ra te  c la s s i f ic a t io n s  than any o th e r .

The co nclu s ions do not p rov id e  a b a s is  fo r  d es ig n a tin g  any 

one best method. As in  most d ec is io n s  about research  methods, 

th e  research er must s e le c t  among competing methods on th e  b as is  

o f research o b je c t iv e s  and d a ta  c h a r a c te r is t ic s .  The evidence  

a v a ila b le  would appear to  prov id e  l i t t l e  b as is  fo r  c r i t i c i z i n g  o r  

r e je c t in g  research  s tu d ie s  and fin d in g s  on m ethodological 

grounds. In  th e  s u b s ta n tiv e  p o rtio n s  o f  t h is  d is s e r ta t io n , MDA 

was th e  o n ly  c la s s i f ic a t io n  procedure used.

■QMPjLer Summary

The Altman bankruptcy model has been te s te d  and a new s e t  o f  

param eters developed . A re v ise d  model using o n ly  two o f  the  

Altman v a r ia b le s , th e  r a t io  o f  re ta in e d  ea rn in g s  to  t o t a l  assets  

and th e  r a t io  o f  m arket v a lu e  o f e q u ity  to  th e  book v a lu e  o f 

t o t a l  l i a b i l i t i e s ,  proved to  be e q u a lly  as good in  c la s s ify in g  

f a i l i n g  and n o n fa il in g  f irm s  as th e  o r ig in a l  model in  th e  year 

im m ediate ly  p r io r  to  bankruptcy . The re v is e d  model was s l ig h t ly  

more e f f e c t iv e  in  d is t in g u is h in g  between f a i l i n g  and n o n fa ilin g  

firm s  f iv e  years  b e fo re  bankruptcy, but a l l  models te s te d  

e x h ib ite d  d e c lin in g  p re d ic t iv e  power as th e  tim e b efo re  

bankruptcy in c re a s e d . The d e c lin e  in  p r e d ic t iv e  power appeared  

to  be more a m a tte r o f  d e c lin e  p a tte rn s  than  model e f f ic ie n c y .

The Altman model was f i r s t  pu b lish ed  in  1368, so a t e s t  o f  

th e  s t a b i l i t y  o f  th e  model over tim e and across in d u s tr ie s  was
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conducted using a sample o f  one hundred f irm s , tw enty  in  each o f  

f iv e  in d u s tr ie s , and using d a ta  f o r  1970, 1975, 1980, and 1985. 

S ig n if ic a n t  d if fe r e n c e s  in  Altman Z -scores  across in d u s tr ie s  were 

observed, and to  a le s s e r  e x te n t over t im e . However, in  a l l  

cases th e  Z -s co res  and th e  component v a r ia b le  scores were c lo s e ly  

c o rre la te d  w ith  more t r a d i t io n a l  f in a n c ia l  perform ance measures. 

I t  was concluded th a t  th e  Altman model is  an a p p ro p ria te  to o l fo r  

s t r a te g ic  management research .

E x ten s ive  comparisons o f m u lt ip le  d is c r im in a n t a n a ly s is  w ith  

lo g i t  and p r o b it  s t a t i s t i c a l  techniques found l i t t l e  o r no 

d if fe re n c e  in  t h e i r  p r e d ic t iv e  power. The r e la t iv e  im portance o f  

th e  v a r ia b le s  in  th e  model were found to  be th e  same, no m atte r  

which s t a t i s t i c a l  tech n iq u e  was used. However, sample s iz e  and 

p r io r  p r o b a b i l i t y  assumptions were found to  be im p o rtan t  

c o n s id e ra tio n s . Using la rg e  m atching samples o f  n o n fa il in g  

f irm s , in  o rd e r to  more a c c u ra te ly  r e f l e c t  a c tu a l p o p u la tio n  

d is t r ib u t io n s ,  re s u lte d  in  b e t te r  o v e r a l l  c la s s i f ic a t io n  o f  

f a i l i n g  and n o n fa il in g  f irm s . However, th a t  improved o v e ra ll  

c la s s i f ic a to r y  power was a t  th e  expense o f  accuracy in  

id e n t i fy in g  f a i l i n g  f ir m s , th e  ca teg ory  o f  p rim ary  in te r e s t .  

Maximum p r e d ic t iv e  power was o b ta in ed  by using e q u a l-s iz e  

m atching samples and equal p r io rs .
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Chapter 5

RESEARCH SAMPLES AND DATA COLLECTION 

Chapter In tro d u c tio n

The p rim ary  purpose o f t h is  c h a p te r is  to  provide  

in fo rm a tio n  on th e  research  sample and d a ta  used in  the  s evera l 

study segments re p o rte d  in  subsequent c h a p te rs . The processes  

by which th e  research  sample o f  bankrupt f irm s  and the matching  

sample o f  nonbankrupt f irm s  were s e le c te d  and th e  req u ire d  d a ta  

c o lle c te d  a re  d e s c rib e d , and th e  d e c is io n  ru le s  fo r  the  

c la s s i f ic a t io n  o f  f irm s  f o r  th e  degree o f  d iv e r s i f ic a t io n ,  

in d u s try , and d e c lin e  type  a re  e x p la in e d .

Sample S e le c tio n

The s e le c tio n  o f  th e  bankrupt f irm s  sample and the  

c o lle c t io n  o f th e  re le v a n t  d a ta  were tim e-consum ing ta s ks . The 

c o lle c t io n  o f  d a ta  on an ad eq u ate ly  s ize d  sample o f bankrupt 

f irm s  has presen ted  problems to  p rev ious in v e s t ig a to rs , and th e  

p resen t study had requ irem ents  beyond those in  most p r io r  work. 

In  p r io r  s tu d ie s  th e  bankrupt f irm s  were taken  as a homogeneous 

group, and th e re  were no research  design elem ents th a t  re q u ired  

p a r t i t io n in g  th e  sam ples. The prim ary th ru s t  o f  th is  study was 

to  le a rn  som ething about th e  re la t io n s h ip s  between such 

s t r a te g ic  fa c to rs  as s iz e ,  in d u s try , and age and th e  f in a n c ia l
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v a r ia b le s  p re v io u s ly  s tu d ie d . These q u es tio n s , as w e ll as 

questions about bankruptcy process outcomes, re q u ire d  

p a r t i t io n in g  th e  sample, and th e re fo re  c a lle d  fo r  la rg e r  

samples than  o th e rw ise  would have been re q u ire d . In  a d d it io n ,  

th e  q u es tio n  about outcomes generated th e  need fo r  

po stbankrup tcy  as w e ll as prebankruptcy d a ta .

The two prim ary  requirem ents fo r  th e  sample were th a t  the  

f irm s  were on th e  Compustat f i l e s  w ith  com plete annual re p o rt  

d a ta  f o r  s ix  years  p r io r  to  f i l i n g  f o r  bankruptcy, and th a t  the  

f ir m  had e n te red  form al bankruptcy p roceed in gs, e i th e r  

v o lu n ta r i ly  o r  in v o lu n ta r i ly ,  a f t e r  January 1, 1980. The 

c u to f f  d a te  was s e le c te d  on th e  basis  th a t  th e  p ro v is io n s  o f  

th e  The Bankruptcy Reform A ct o f  1978 became e f f e c t iv e  on 

October 1, 1979. Firm s w ith  Compustat codes g re a te r  than 5999 

were excluded from  th e  s tudy . The excluded f irm s  were 

p r im a r ily  banks, insurance companies, o th e r  f in a n c ia l  s e rv ic e s  

f irm s , and p ro fe s s io n a l s e rv ic e s  f irm s .

Compustat is  an e x c e lle n t  da ta  source , bu t i t s  use 

re q u ire s  more c a re fu l a t te n t io n  than i t  f re q u e n t ly  re c e iv e s .

As w ith  any d a ta  base th a t  c o l le c ts  in fo rm a tio n  from sources 

over which i t  has l i t t l e  o r no c o n tro l and co n verts  th a t  da ta  

to  a s tandard  fo rm at w ith  un iform  d e f in i t io n s ,  Compustat ou tp u t 

can c o n ta in  d is to r t io n s  which a re  troublesom e. Compustat is  

not a s in g le  f i l e ,  but ra th e r  co n s is ts  o f  a s e r ie s  o f  f i l e s ,  

each produced on an annual b a s is . The f i l e s  used f o r  th is
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study included th e  Annual In d u s tr ia l  D ata , Annual 

O ver-th e -C o u n ter D ata , Annual In d u s t r ia l  Research D ata , and 

Annual O ver-th e -C o u n te r Research D ata . The o r ig in a l  in te n t  was 

to  use o n ly  the  Research f i l e s  and to  depend on th e  codings on 

those f i l e s  fo r  id e n t i f ic a t io n  o f  bankrupt f irm s . The Research 

f i l e s  a re  made up o f f irm s  which have been d e le te d  from  p r io r  

year f i l e s .  The Research f i l e s  have fo o tn o te s  which in d ic a te  

th e  reason fo r  d e le t io n  o f  th e  f irm s  from  th e  re g u la r  f i l e s .  

However, th e  same fo o tn o te  is  used to  id e n t i f y  bankrupt f irm s  

and liq u id a te d  f irm s . Some bankrupt f irm s  a re  reo rg an ized  and 

not l iq u id a te d , and some o f th e  l iq u id a t io n s  re p o rte d  on th e  

Research tapes were v o lu n ta ry , and in  a few cases they  were 

very  p r o f i ta b le .  U n fo rtu n a te ly  some o f  th e  l a t t e r  group have 

appeared in  bankrupt f ir m  samples in  o th e r  s tu d ie s . W hile a t  

one tim e i t  was customary fo r  the  m ajor s tock  exchanges to  drop 

f irm s  when they f i l e d  f o r  bankruptcy, more re c e n t ly  th e  stocks  

o f some la rg e  f irm s  w ith  ongoing businesses have continued to  

be l is t e d  on m ajor stock exchanges w ith o u t in te r r u p t io n . A lso , 

some firm s  which had been in  bankruptcy and d e lis te d  have been 

r e l is te d  a f t e r  su ccessfu l re o rg a n iz a tio n s . In  g e n e ra l,  

Compustat has fo llo w e d  th e  lead o f th e  s tock  exchanges in  

dropping and adding f irm s  to  the  a c t iv e  Annual f i l e s ,  but not 

w ith o u t e x c e p tio n . A lso , some firm s  have been dropped from  the  

a c t iv e  f i l e s  w ith o u t being added to  th e  Research f i l e s .

Given th e  problems l is t e d  above, th e  search fo r  bankrupt 

f irm s  was broadened by search ing  p e r io d ic a l indexes and l i s t s
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in  books and a r t ic le s  on bankruptcy and f in a n c ia l  d is t r e s s ,  

in c lu d in g  works by Altm an (1 9 8 3 );  G entry , Newbold, & W h itfo rd  

(1 9 8 5 a );  P la t t  (1 9 8 5 );  and Grace (1 9 8 4 ). U lt im a te ly  a m aster 

l i s t  o f  about 500 f irm s  bankrupt s ince  1970 was developed . The 

f irm s  on th a t  l i s t  th a t  e n te re d  bankruptcy a f t e r  January 1,

1980 and which had r e la t i v e ly  com plete d a ta  on any Compustat 

tap e  were taken  as th e  research  sample, a t o t a l  o f 73 f ir m s .

The bankrupt f irm s  and th e  m atching f irm s , whose s e le c t io n  is  

d escrib ed  below, a re  l i s t e d  in  Tab le  5 .1 .  In  a l im ite d  number 

o f  cases m issing data  on Compustat was c o lle c te d  from o th e r  

sources, such as th e  business p ress , annual re p o rts , SEC 10 -ks , 

bankruptcy d is c lo s u re  s ta te m e n ts , Moody’ s Manuals, and Standard  

and P oo r’ s C orporate  R ecords. T h is  da ta  were en te red  m anua lly , 

ra th e r  than  reducing th e  sample s iz e  by d is c a rd in g  th e  cases  

w ith  m issing d a ta . In  no case was com plete annual d a ta  f o r  

more than two years  c o lle c te d  from  sources o th e r than  

Compustat. In  f i v e  o r s ix  cases d a ta  were c o lle c te d  f o r  two 

y e a rs , and f o r  about an equal number one year o n ly . In  

a d d it io n , a few in d iv id u a l m issing data  item s, most fre q u e n t ly  

s tock  p r ic e s , were c o lle c te d  m anually . In  every  case, d a ta  

from th e  second source th a t  d u p lic a te d  Compustat d a ta  were 

checked f o r  consis tency  b e fo re  using th a t  source. N o n fin a n c ia l 

d a ta  and n a r r a t iv e  in fo rm a tio n  on th e  bankrupt f ir m s , in c lu d in g  

found ing  and bankruptcy ev e n t d a te s , were c o lle c te d  from  th e  

same sources as th e  m issing  d a ta .
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Table 5 .1

Firm s in  th e  Study 

BANKRUPT FIRMS MATCHING FIRMS

AM In te r n a t io n a l
Advent
A lte c
Amfesco In d u s tr ie s  
Anglo
Argo Petro leum  
Auto T ra in  Corp 
B arc lays  In d . In c  
Beker In d u s tr ie s  
B erry  
Berven
Bobbie Brooks
Branch In d u s tr ie s
B r a n if f  I n t l .  A irw ays
CS Group
C a p ito l A ir
C h a rte r
Commodore
C o n tin e n ta l A ir l in e s  
C o n tin e n ta l S te e l 
Cook U nited  
Cooper J a r r e t t  
Crompton 
D ata Access 
Eastmet
Flame In d u s tr ie s  In c .  
G arland Corp.
Gilman S erv ic es  
G lobal M arine  
G lover
Good, L . S . Co.
KDT In d u s tr ie s
K - te l  In te r n a t io n a l In c .
LTV
L e is u re  Dynamics 
L io n e l Corp.
Lynnwear Corp.
MGF O il  
Magic M arker 
M a n v ille  Corp.
M arion
Mclouth
Mego In te r n a t io n a l In c  
Mesta Machine Co.
M ob ile  Homes In d .
Morton
N a tio n a l

Compugraphic Corp.
Cetec Corp.
W ells -G ard ner E le c tro n ic s  
Pauley Petroleum  In c .
T r i - S t a t e  Motor T r a n s it  
Galaxy O il  Co.
F lo r id a  East Coast In d s .
SMD In d u s tr ie s  In c .
F i r s t  M is s is s ip p i Corp.
T r ic o  In d u s tr ie s  
Masland C. H. & Sons 
Noel In d u s tr ie s  
M ayflow er Group In c .
Aloha In c .
Raven In d u s tr ie s  In c .
R epublic  A ir l in e s  In c .
N a tio n a l In te rg ro u p  In c .  
N a tio n a l Homes Corp.
Western A ir l in e s  In c .
A th lone In d s .
Lowe’ s In c
P u ro la to r  C o u rie r Corp.
Crown C ra f ts  In c .
Anderson Jacobson In c .
Foote M in era l Co.
Cameo In c .
Movie S ta r  In c .
Moore M edical Corp
U n it D r i l l i n g  & E x p lo ra tio n
C ag le ’ s In c .
Crowley M iln e r  & Co.
Heck’ s In c .
E lectrosound Group In c .  
Bethlehem S tee l 
Hasbro In c  
General Host Corp.
Hampton In d u s tr ie s  
B locker Energy Corp.
Hunt Mfg.
Owens-Corning F ib e rg la s s  Corp. 
Pauley Petroleum  In c .
Cyclops Corp.
Wood Stream Corp.
Monarch Machine Tool Co. 
V in tag e  E n te rp r is e s  In c .  
Spencer Cos. In c .
Morse Shoe Co.
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T ab le  5 .1  (c o n t . )  

Firm s in  th e  Study

BANKRUPT FIRMS MATCHING FIRMS

Nucorp 
Pathcom 
Phoenix S tee l 
Poloron Products  
Revere
R ichton In te r n a t io n a l  
Robins, A .H .
Robintech In c .
Rusco
Sal a n t Corp.
Sambo’ s R estaurants  
Saxon In d u s tr ie s  
Smith In te r n a t io n a l  
Solomon 
S tee lm et 
S te v c o k n it In c .
S torage Technology Corp. 
Tacoma Boat 
Tobin Packing Co.
Towle Mfg.
T ra n s c o n tin e n ta l Energy 
UNR
Upson Co.
W h e e lin g -P ittsb u rg h  S te e l 
W hite Motor 
Wickes Cos.

B ig Three In d u s tr ie s  
Electrosound Group In c .  
Bundy Corp
Champion Hom ebuilders Co. 
Handy & Harman 
Lazare Kaplan I n t l .
Bausch & Lomb In c .  
P antasote  In c .
I n t i  Aluminum 
Garan In c
Church’ s F rie d  Chicken In c . 
L y d a ll In c .
Cameron Iro n  Works 
F r ig it r o n ic s  
Ogden Corp.
Adams-Mi11i s C orp.
Dataram Corp.
American Ship B u ild in g  Co. 
Seaboard Corp.
Oneida L td .
Zapata Corp.
Keystone Cons. In d s . In c  
Federa l Paper Board Co.
NVF Corp.
Paccar In c .
N a tio n a l In te rg ro u p  In c .

S e tt in g  th e  d a ta -c u to f f  p e rio d  presented  s e ve ra l problems, 

but th e  d e c is io n  ru le  fo llo w e d  was to  use th e  d a ta  f o r  the  la s t  

f u l l  f is c a l  year p r io r  to  b ankrup tcy , i f  a v a i la b le .  I r r e g u la r  

f is c a l  years added to  th e  problem s. The months th a t  th e  f is c a l  

years ended fo r  f irm s  in  th e  sample included  n e a r ly  every  month 

in  th e  y e a r. Compustat in c lu d e s  f irm s  w ith  f is c a l  months 

ending from June to  December o f  th e  nominal y e a r , and January  

through May o f th e  fo llo w in g  year on i t s  annual ta p e s , and has 

a d a ta  item  fo r  th e  month in  which f is c a l  year ends. Some 

tro u b le d  f irm s  f a i l  to  make t im e ly  re p o rts  as they approach
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bankruptcy , and in  o th e r cases th e  necessary d a ta  could no t be 

lo ca te d  f o r  th e  f in a l  year be fo re  bankruptcy. Firm s w ith  more 

than  two years  o f  m issing data  were dropped from  th e  sample.

As a r e s u l t ,  th e  p e rio d  between th e  la s t  annual re p o rt and the  

date  th e  f ir m  f i l e d  fo r  bankruptcy v a r ie d  from 0 .4 4  to  24 .69  

months w ith  a mean o f 9 .3 8  months.

Some p r io r  s tu d ie s  d id  not use th e  most re c e n t annual d a ta  

p r io r  to  bankruptcy , unless bankruptcy was d e c la re d  p r io r  to  

th e  re c e ip t  o f th e  annual re p o rt by Compustat. T h is  is  a 

research  convenience when using th e  Compustat Research f i l e s ,  

as i t  matches th e  Compustat f i l e  conventio n . I t  is  fu r th e r  

j u s t i f i e d  by th e  assurance th a t  th e  in fo rm a tio n  in  th e  re p o rt  

was p u b lic ly  a v a i la b le  p r io r  to  the  bankruptcy d a te . However, 

w ith  q u a r te r ly  SEC re p o rtin g  and th e  usual re le a s e  o f f in a n c ia l  

in fo rm a tio n  p r io r  to  th e  p u b lic a t io n  o f th e  annual re p o r t , the  

disadvantages o f  pushing the  “ la s t  year" back a f u l l  year were 

deemed to  outw eigh th e  disadvantages o f the  shortness o f  tim e  

between th e  f is c a l  year end and th e  bankruptcy d e c la ra t io n .  

Given th e  range o f  o p tio n s , th e  tim e  p erio d  chosen f o r  a study  

is  a r b i t r a r y  a t  b e s t, and given the  l im ite d  number o f bankrupt 

f irm s , any reasonab le  d ec is io n  ru le  th a t  p reserves  th e  maximum 

number o f  cases is  to  be p re fe rre d .

Fo llo w in g  th e  procedures described  above, a sample o f 73 

f irm s  was s e le c te d . The bankruptcy dates  ranged from  March 3 , 

1980, to  August 26 , 1386. Some key d a ta  on th ese  f irm s  are
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presented  in  T a b le  6 .1  on page 134, which compares th e  bankrupt 

f irm s  w ith  t h e i r  m atching c o u n te rp a rts . In  rev iew in g  th e  da ta  

on th e  bankrupt f ir m s , i t  is  im p o rtan t to  note  th a t  many o f  the  

f irm s  were r e la t i v e ly  sm all and unknown. A lthough a l l  were 

l i s t e d  on th e  m ajor stock exchanges o r on n a t io n a lly  published  

o v e r -th e -c o u n te r  l i s t s ,  and most were d escrib ed  in  e i th e r  

Standard and P oo r’ s C orporate  Records o r  Moody’ s In d u s tr ia l  

m anuals, d e ta i le d  in fo rm a tio n  in  many cases was no t a v a i la b le ,  

p a r t ic u la r ly  f o r  th e  p e rio d  im m ediate ly  b e fo re  bankruptcy.

Firm s in  f in a n c ia l  d i f f i c u l t y  a re  f re q u e n t ly  d e lis te d  by 

exchanges, and d e l is te d  f irm s  a re  g e n e ra lly  dropped in  Standard  

and Poor’ s and Moody’ s p u b lic a t io n s . Except fo r  th e  few firm s  

given d e ta ile d  q u a l i t a t iv e  a t te n t io n  in  th e  m in i-ca ses  in  the  

appendix, th e re  was l i t t l e  v a lu e  in  c o l le c t in g  more in fo rm a tio n  

on any f ir m  than  th a t  which was a ls o  a v a i la b le  on th e  le a s t  

w ell-know n f ir m s .

C la s s i f ic a t io n  o f  Bankrupt Fi rms

The f irm s  in  th e  sample were c la s s i f ie d  on th e  bas is  o f  

d iv e r s i f ic a t io n ,  in d u s try , and re o rg a n iz a t io n  outcome, as 

described  below .

D iv e r s i f ic a t io n  C la s s i f ic a t io n

The e f f e c t  o f  d iv e r s i f ic a t io n  on perform ance has been one 

o f th e  dom inant themes in  s t r a te g ic  management research  s ince
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th e  p io n e e rin g  work o f  W rig le y  (1970 ) and Rum elt (1 9 7 4 ). A lso , 

a l l  th e  business p o r t f o l io  models e i th e r  e x p l i c i t l y  o r  

im p l ic i t ly  in c lu d e  th e  reduced r is k  o f  bankruptcy as a b e n e f it  

o f d iv e r s i f ic a t io n .

The c la s s i f ic a t io n  o f  f irm s  f o r  t h is  s tudy was done using  

the  W rig ley -R u m elt (R um elt, 1974) fo u r  p rim ary  c a te g o r ie s . To 

the  e x te n t  th a t  q u a n t ita t iv e  d a ta  were a v a i la b le ,  R um elt’ s 

c la s s i f ic a t io n  scheme was fo llo w e d . R um elt’ s su b ca teg o ries  fo r  

v e r t ic a l  in te g ra t io n  and f o r  c o n s tra in e d  and lin k e d  

d iv e r s i f ic a t io n  were no t used, la r g e ly  because th e  sample was 

dominated by r e la t iv e ly  sm all s in g le  businesses and fu r th e r  

frag m e n ta tio n  o f  th e  o th e r  a lre a d y  sm all c la s s i f ic a t io n s  seemed 

in a p p ro p r ia te . The d iv e r s i f ic a t io n  d e f in i t io n s  and d ec is io n  

ru le s  which were used were:

Business R e la tio n s h ip s :

1. A d is c re te  business is  one th a t  is  s t r a t e g ic a l ly  

independent o f  th e  f i r m ’ s o th e r  businesses.

2 . Businesses a re  r e la te d  to  one anoth er when a common 

s k i l l ,  reso u rce , m arket o r purpose a p p lie s  to  each.

D iv e r s if ic a t io n  C la s s if ic a t io n s

1. S in g le  Business: 9536 o r  more o f a f i r m ’ s revenue comes 

from one d is c re te  business.

2 . Dominant Business: 70 to  9536 o f  a f i r m ’ s revenue comes 

from one d is c re te  business.

3 . R e la ted  D iv e r s i f ic a t io n :  less  than 70% o f  a f i r m ’ s
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revenue comes from any one d is c re te  business, bu t more than  

70% comes from  r e la te d  businesses.

4 . U n re la te d  D iv e r s i f ic a t io n :  Less than 7 0 * o f  a f i r m ’ s

revenue comes from  r e la te d  businesses.

C la s s i f ic a t io n  D ec is io n  Rules

The p a u c ity  o f  d a ta  on many o f th e  s m a lle r  f irm s  prevented  a 

s t r i c t  q u a n t i ta t iv e  a p p lic a t io n  o f th e  Rumelt d e f in i t io n s  in  

c la s s ify in g  th e  f ir m s . In  those cases f o r  which q u a n t ita t iv e  

d ata  were no t a v a i la b le ,  th e  fo llo w in g  d e c is io n  ru le s  were 

used. The d e c is io n  ru le s  were la rg e ly  based on SIC codes as 

rep o rted  by S tandard and P oor’ s . The ru le s  were a p p lie d  in the  

o rd er g iven below when making the  c la s s i f ic a t io n s .

1 . Firm s w ith  a s in g le  SIC code were c la s s i f ie d  as s in g le  

businesses.

2 . Firms w ith  more than  one SIC code were c la s s i f ie d  as a 

s in g le  business, i f  th e  codes were fo r  very  c lo s e ly  re la te d  

prod ucts , e . g . ,  2331, women’ s blouses and s h i r t s ;  and 2335, 

women’ s dresses .

3 . Firm s w ith  more than  one SIC code were c la s s i f ie d  as a 

s in g le  bu siness, i f  th e  second code c le a r ly  in d ic a te d  

v e r t ic a l  in te g r a t io n , e . g . ,  2011, meat packing; and 5147, 

meat w h o le s a lin g .

4 . Firm s w ith  o n ly  two SIC codes less  c lo s e ly  r e la te d  than  

s p e c if ie d  in  th e  p rev io u s  ru le s  were c la s s i f ie d  as dominant 

businesses.

-1 1 8 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

5 . Firms w ith  th re e  o r more SIC codes were c la s s if ie d  as 

re la te d  d iv e r s i f ie r s  o r u n re la te d  d iv e r s i f ie r s ,  based on an 

e v a lu a tio n  o f  the  SIC codes and a v a ila b le  d e s c r ip t iv e  

in fo rm a tio n . In  most in s ta n c e s , f irm s  w ith  m u lt ip le  

businesses were la rg e , and a t  le a s t  some q u a n t ita t iv e  

segment d a ta  were a v a i la b le .

The d is t r ib u t io n  o f  f irm s  by le v e l o f d iv e r s i f ic a t io n  is  

shown in  Table 5 .2 .

Tab le  5 .2

Firms by D iv e r s if ic a t io n  C la s s i f ic a t io n

S in g le  Businesses 50
Dominant Businesses 10
R ela ted  D iv e r s i f ie r s  10
U n re la ted  D iv e r s i f ie r s  £

T o ta l 73

The u n re la te d  d iv e r s i f ie r s  were C h a rte r C o ., LTV C o rp ., 
and UNR In d u s tr ie s .

Jn.dU5_t.r y C la s s if ic a t io n

A ll  f irm s  were assigned a s in g le  f o u r - d ig i t  SIC in d u s try  

code. Of th e  73 f irm s  in  th e  sample, 60 were e i th e r  s in g le  

businesses o r dominant businesses f o r  which th e  in d u s try  

c la s s i f ic a t io n  was r e la t iv e ly  s tra ig h tfo rw a rd . For the  

d iv e r s i f ie d  f irm s , th e  c la s s i f ic a t io n  was determ ined by the  

f i r m ’ s la rg e s t  business segment and th e  segment most d i r e c t ly  

resp o n s ib le  fo r  th e  f i r m ’ s bankruptcy . Only one case was
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encountered f o r  which th e  la rg e s t  segment and th e  f a i l i n g  l in e  

o f business were no t th e  same. In  the  case o f  th e  C h arte r C o ., 

the  f a i l i n g  business was petro leum  r e f in in g ,  which was s m a lle r  

than petroleum  m arketing  o r i t s  u n re la te d  businesses. Only th e  

p a re n t company and th e  r e f in in g  s u b s id ia ry  f i l e d  fo r  

bankruptcy. O ther s u b s id ia r ie s , in c lu d in g  l i f e  insurance and 

petroleum  m ark e tin g , d id  n o t f i l e  fo r  bankruptcy . The f ir m  was 

c la s s if ie d  as a petro leum  r e f in e r  fo r  a n a ly t ic a l  purposes.

Sources o f in fo rm a tio n  used f o r  the  in d u s try  

c la s s i f ic a t io n  were:

1. Compustat In d u s try  Codes: A ll  the  Compustat in d u s try  

codes a re  fo u r  d i g i t ,  b u t those w ith  a te rm in a l zero a re  

g e n e ra lly  e q u iv a le n t to  t h r e e - d ig i t ,  and in  some cases 

tw o -d ig i t ,  SIC codes. Compustat in d u s try  codes g e n e ra lly  

p a r a l le l  th e  SIC codes, bu t th e re  are  d if fe re n c e s . For 

exam ple, th e  SIC has a s in g le  code, 3573, fo r  a l l  e le c tro n ic  

computing equipm ent, but Compustat has te n  sep ara te  codes, 

3680 to  3689, an unused SIC range, fo r  computing equipm ent.

2 . Standard and Poor’ s C orporate  R e g is te r:  The R eg is te r  

l i s t s  SIC codes a t  th e  f o u r - d ig i t  le v e l .  M u lt ip le  codes a re  

l is te d  fo r  f irm s  p a r t ic ip a t in g  in  more than  one fo u r

d ig i t - in d u s t r y .  Codes a re  g e n e ra lly  l i s t e d  in  o rder o f  

segment s iz e .

3 . D e s c r ip tiv e  in fo rm a tio n  from annual re p o r ts , Moody’ s , 

Standard and P oo r’ s C orporate  Records, and th e  business  

press.
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The d e c is io n  ru le s  used f o r  the  in d u s try  c la s s i f ic a t io n  in  

th e  o rd er in  which they were a p p lie d  were:

1. I f  S & P l is te d  a s in g le  SIC code, and i t  was the same 

as Com pustat, th a t  code was used.

2 . I f  th e re  was a s in g le  S & P code, and th e  Compustat code 

had th e  same f i r s t  th re e  d ig i t s  w ith  a 0 fo u r th  d i g i t ,  th e  S 

& P code was used. The assumption was th a t  th e  firm  

p a r t ic ip a te d  in  a s in g le  in d u s try  segment.

3 . I f  th e re  were m u lt ip le  S & P codes, and th e  Compustat 

code had th e  same f i r s t  th re e  d ig i t s  w ith  a 0 fo u rth  d i g i t ,  

th e  Compustat code was used. The assumption was th a t  the  

f irm  p a r t ic ip a te d  in  m u lt ip le  in d u s try  segments, and th a t  

aggregated g e n e ric  in d u s try  da ta  b e t te r  represented  the  

f i r m ’ s c o m p e tit iv e  environm ent than  any s in g le  in d u s try  

code.

4 . I f  S & P codes were not c o n s is te n t w ith  Compustat codes, 

f irm  d e s c r ip t io n s  from  a v a i la b le  sources were used as a 

basis  f o r  c la s s i f ic a t io n .

The r e s u lts  o f  th e  in d u s try  c la s s i f ic a t io n s  by firm  are  

given in  T ab le  7 .2  in  Chapter 7 . As d escrib ed  in  g re a te r  

d e ta i l  in  C hapter 7, f o r  c e r ta in  a n a ly t ic a l  purposes the f irm s  

were aggregated in to  seven in d u s try  groups: p etro leum , t e x t i le s  

and c lo th in g , process, m eta ls  and m in ing , m anufacturing , 

t r a n s p o r ta t io n , and d is t r ib u t io n .
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Growth and D ec!ine  Rates

In f la t io n -a d ju s te d  growth d a ta  were c o lle c te d  both by f irm  

and by in d u s try . The s p e c if ic a t io n s  and d a ta  c o lle c t io n  method 

f o r  each is  described  below. The ra te  o f  d e c lin e  fo r  each f ir m  

was c a lc u la te d  from  income data  as d escribed  below.

In d u s try  Growth Rates

The growth ra te s  used in  th e  study a re  th e  

in f la t io n -a d ju s te d  an n u a lized  ra te  o f  growth (o r  d e c lin e )  in  

s a le s  fo r  th e  f iv e  f u l l  c a len d ar years p r io r  to  th e  bankruptcy  

d e c la ra t io n . The d a ta  used f o r  c a lc u la t in g  in d u s try  growth  

ra te s  were taken  from  th e  P re d ic a s t Base Books, which a re  

compendiums o f  in d u s try  d a ta  from  a v a r ie ty  o f sources. Data  

from th e  U. S. Bureau o f  th e  Census were used as a f i r s t  

p re fe re n c e . P r e d ic a s t ’ s d a ta  a re  provided  by SIC code w ith  

aggregation s  from  tw o- to  s e v e n -d ig it  le v e ls .  To th e  e x te n t  

p o s s ib le , th e  in d u s try  growth r a te  assigned to  each f irm  used 

in d u s try  d a ta  a t  th e  same le v e l o f  ag g reg a tio n  used in  th e  

in d u s try  c la s s i f ic a t io n  coding d escribed  above. The in d u s try  

growth data  l e f t  much to  be d e s ire d  in  u n ifo rm ity  and 

com pleteness. In  a few cases, th e  1985 d a ta  re q u ire d  fo r  th e  

c a lc u la t io n  had no t been re p o rte d , so th e  a v a i la b le  da ta  was 

an n u a lized  over a fo u r -y e a r  p e r io d . A v a r ie ty  o f growth 

measures a re  re p o rte d  f o r  most in d u s tr ie s , in c lu d in g  in p u t and 

o u tp u t d a ta , and d o l la r  and ph ys ica l u n it  denominated measures,
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in c lu d in g  b o th  raw d a ta  and in d ex  v a lu e s . C u r re n t  d o l l a r  

den o m in ated  v a lu e s  o f  s h ip m e n ts , s a le s ,  o r  re ve n u es  w ere used  

as th e  m easure o f  f i r s t  c h o ic e , and th e y  w ere  a v a i l a b le  in  m ost 

c a s e s . F o r in d u s t r ie s  w ith  w ide  sw ings in  p r ic e s  d u r in g  th e  

re s e a rc h  p e r io d ,  such as th e  p e tro le u m  in d u s t r y ,  th e  grow th  

r a te s  in  p h y s ic a l u n i t s  and d o l la r s  w ere o f t e n  d iv e r g e n t ,  b u t 

th e  a d v a n ta g e s  o f  u s in g  d o l l a r  d a ta  c o n s is t e n t ly  o v e r  th e  range  

o f  in d u s t r ie s  in  th e  sam ple ap p eared  to  o u tw e ig h  c o n s id e ra t io n s  

p e r t a in in g  t o  a s in g le  in d u s t r y .

An in d u s t r y  g ro w th  r a t e  was c a lc u la t e d  f o r  each  f i r m  u s in g  

th e  in d u s t r y  d a ta  f o r  th e  f i v e  y e a rs  p r io r  t o  th e  y e a r  in  w hich  

th e  f i r m  d e c la r e d  b a n k ru p tc y . An i n f l a t i o n  a d ju s tm e n t was made 

by d iv id in g  th e  in d u s t r y  d a ta ,  t y p i c a l l y  t o t a l  sh ip m e n ts  in  

d o l l a r s ,  f o r  th e  y e a r  p re c e d in g  th e  b a n k ru p tc y  by a  f i v e - y e a r  

GNP d e f l a t o r .  The d e f la t o r s  f o r  th e  p e r io d s  in v o lv e d  were  

c a lc u la te d  fro m  th e  an n u al GNP d e f la t o r s  as  re p o r te d  in  th e  

Economic R e p o rt o f  th e  P r e s id e n t  ( 1 9 8 7 ) .  The a c tu a l  v a lu e s  a re  

shown in  T a b le  5 . 3 .  The g row th  r a t e  was th e  compound grow th  

r a t e  f o r  th e  f i v e - y e a r  p e r io d  u s in g  o n ly  th e  b e g in n in g  and 

e n d in g  d a ta .  The f i v e - y e a r  o v e r a l l  g ro w th  r a t e  was used on 

th e  b a s is  t h a t  b a n k ru p tc y  is  more l i k e l y  t o  o c c u r as a  r e s u l t  

o f  lo n g -te r m  t r e n d s  th a n  y e a r - t o - y e a r  f lu c t u a t i o n s .  The use o f  

th e  f i v e - y e a r  g ro w th  r a t e  can be m is le a d in g , i f  e i t h e r  th e  

i n i t i a l  o r  f i n a l  base y e a rs  w ere n o t r e p r e s e n t a t iv e  o f  th e  

p e r io d  f o r  w h ich  th e  g ro w th  was b e in g  c a lc u la t e d .
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Table  5 .3

Factors  used f o r  D e f la t in g  Firm  and In d u s try  Growth Rates

Base Last D e f la to r
Year Year Facto r

1973 1978 1 .459
1974 1979 1 .456
1975 1980 1 .445
1976 1981 1 .480
1977 1982 1 .486
1978 1983 1 .438
1979 1984 1 .375
1980 1985 1 .303

Mean D e f la to r  1.432

For exam ple, one base year m ight have represen ted  e i t h e r  a high  

o r low year fo r  a business c y c le . As a r e s u l t ,  in  some cases 

in d u s tr ie s  which were c la s s i f ie d  as d e c lin in g  in  one f iv e -y e a r  

p erio d  were c la s s i f ie d  as growing in  a la t e r  p e r io d . The 

in d u s try  growth r a te s , a t  b e s t, a re  on ly  rough in d ic a to rs  o f  

th e  h e a lth  o f a g iven  in d u s try , and given th e  number o f  

d i f f e r e n t  in d u s tr ie s  represen ted  in  th e  sam ple, any a tte m p t to  

t a i l o r  th e  growth ra te  c a lc u la t io n  to  s p e c if ic  in d u s tr ie s  would 

have been onerous, and any advantages gained would have been 

lo s t  in  th e  ag g reg a tio n  necessary f o r  th e  s t a t i s t i c a l  a n a ly s is .

The problem o f  ass ig n in g  growth ra te s  was compounded by 

th e  requ irem en t th a t  every  in d u s try  p erio d  had to  be c la s s i f ie d  

as e i th e r  d e c lin in g  o r  grow ing, which meant th a t  very  sm all 

d if fe re n c e s  from year to  year would change th e  c la s s i f ic a t io n ,  

i f  th e  growth ra te s  were near ze ro . In d u s try  growth ra te s  

ranged from  +22.4-5 to  -15 .9 2% , w ith  a mean o f 1.32% and a
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standard  d e v ia t io n  o f  6 .7 7 * .  The mean va lu e  was somewhat lower 

than n a tio n a l GNP growth ra te s , but th a t  was expected s in ce  

f irm s  in  d e c lin in g  in d u s tr ie s  were overrepresen ted  in  th e  

sample.

F i rm Growth Rates

Firm  growth ra te s  c a lc u la te d  were the f iv e -y e a r  an n u a lize d  

in f la t io n -a d ju s te d  ra te s  f o r  th e  f iv e  years p r io r  to  

bankruptcy . The f ir m  d a ta  were much c le a n e r than th e  in d u s try  

d a ta , because th e  sample had been l im ite d  to  firm s  f o r  which  

com plete d a ta  were a v a i la b le .  The ra te s  were c a lc u la te d  on 

t o t a l  f ir m  s a le s , s in c e  business segment d a ta  were no t 

a v a i la b le  fo r  most o f  th e  f irm s . As a r e s u lt ,  i t  is  p o s s ib le  

th a t  a f ir m  could have had d ecreas in g  sa les  in  a f a i l i n g  

segment o f  i t s  bu s iness , and y e t  be rep o rted  as having  

in c re a s in g  s a le s  as a r e s u lt  o f  h igh growth in  o th e r business  

segments. T h is  was most troublesom e f o r  d iv e r s i f ie d  firm s  in  

which th e  f a i lu r e  was la r g e ly  th e  r e s u lt  o f a d e c lin e  in  one 

in d u s try  segment. A prim e example is  LTV C o rp o ra tio n , whose 

bankruptcy was s te e l in d u s try  d r iv e n , w h ile  LTV had a la rg e  

p r o f i ta b le  defense b u sin ess . F irm  growth ra te s  ranged from  

+ 9 0 .68  to  - 3 1 .3 0 * ,  w ith  a mean o f  0 .2 5 *  and a standard  

d e v ia t io n  o f  1 5 .4 1 * , a much w id er range and g re a te r  v a ria n c e  

than  th e  in d u s try  growth ra te s .
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Fi rm Peeline Rates

A d e c lin in g  f ir m  was d e fin ed  as a f ir m  w ith  n e g a tiv e  net 

income. Q u a n tify in g  th e  ra te  o f d e c lin e  presen ted  a number o f  

problem s. I f  th e  ab s o lu te  va lu e  o f  n e t income was used, the  

re s u lts  were b iased  by d i f f e r e n t  ra te s  o f  f ir m  grow th. I f  n e t 

income was measured as a r a te  o f re tu rn , th e  r e la t iv e ly  sm all 

numbers e x h ib ite d  a high v a ria n c e . Using changes in  n e t income 

over a f iv e -y e a r  p e rio d  led  to  a d d it io n a l problem s. For 

exam ple, a f irm  th a t  grew a t  a modest r a te  fo r  fo u r  years  and 

had a m ajor loss in  th e  f in a l  year b e fo re  bankruptcy m ight show 

an o v e ra ll  growth in  n e t income and y e t be b an kru p t. The 

measure th a t  was f i n a l l y  adopted was based on th e  number o f  

years w ith in  th e  f iv e -y e a r  study p erio d  fo r  which a f ir m  had a 

n e g a tiv e  n e t income. The ra te  was c a lc u la te d  using  Equation 1:

Eq. 1 RD = 1 / ( YNNI +1) 

where RD = r a te  o f  d e c lin e

YNNI = years w ith  n e g a tive  n e t income

The equatio n  was based on th e  assumption th a t  a f ir m  th a t  goes 

bankrupt a f t e r  o n ly  one ye ar w ith  a n eg a tiv e  income has 

d e c lin e d  more ra p id ly  than a f irm  th a t  had two o r  more years in  

which i t  was u n p r o f ita b le . The re c ip ro c a l was used fo r  

num erical c o n s is ten cy : RD increases  as th e  r a te  o f  d e c lin e  

in cre a s es . Adding one to  YNNI was in troduced  to  avo id  a zero  

denom inator f o r  f i v e  f irm s  which had no years  w ith  n e g a tiv e  n e t
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income. Tab le  5 .4  below shows the  number o f f irm s  w ith  the  

number o f  lo s in g  years  f o r  th e  sample o f  73 f irm s .

Tab le  5 .4  

Number o f  Losing Years  

Number o f Losing Years Number o f Firm s

0
1
2
3
4
5
6

73

D e s c r ip t iv e  In fo rm a tio n

General in fo rm a tio n  on th e  bankrupt f irm s  was c o lle c te d  

from  a v a r ie ty  o f  sources, in c lu d in g  th e  W al1 S tr e e t  J o u rn a l. 

Standard and P oo r’ s C o rp o ra tio n  Records. Standard and Poor’ s 

C orporate  Pi r e c to r y , and Moody’ s Manuals. L e tte rs  were w r it te n  

to  a l l  th e  firm s  fo r  which c u rre n t addresses were a v a i la b le ,  

req u es tin g  cop ies o f  annual re p o rts , re o rg a n iz a tio n  p lan s , and 

d is c lo s u re  s ta tem en ts . Most o f  the  requests were d ire c te d  to  

c h ie f  f in a n c ia l  o f f ic e r s ,  and some to  c o rp o ra te  r e la t io n s  or 

p u b lic  in fo rm a tio n  o f f ic e r s .  The f in a n c ia l o f f ic e r s  who d id  

respond g e n e ra lly  provided more d e ta ile d  in fo rm a tio n , but the  

co rp o ra te  r e la t io n s  o f f ic e r s  were more l i k e ly  to  respond. Late  

in  the  study a l im ite d  number o f f irm s  were contacted  by 

te lepho ne fo r  in fo rm a tio n  on progress toward re o rg a n iz a tio n .

Of the  73 bankrupt f irm s , addresses fo r  55 were found, and
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responses were ob ta ined  from 25.

Founding dates  fo r  a l l  f irm s  were recorded . Choosing a 

founding d a te  was no t always a s im ple m a tte r . In  some cases 

th e  f irm s  had e x is te d  p r io r  to  fo rm al in c o rp o ra tio n  fo r  unknown 

p erio d s  o f t im e . Many o f th e  firm s  had undergone name changes 

and been in vo lved  in  mergers and a c q u is it io n s . The founding  

d ate  o f  th e  p a re n t c o rp o ra tio n  was used when th e  record was 

c le a r .  For exam ple, th e  founding date  f o r  LTV C o rp o ra tio n  was 

taken as 1956, th e  founding d a te  o f  the  conglom erate, a lthough  

th e  s te e l business resp o n s ib le  f o r  i t s  bankruptcy had la r g e ly  

been acq u ired  from  much o ld e r  f ir m s , such as R epublic  S te e l.

Bankruptcy d a te s , in c lu d in g  both f i l i n g  and re o rg a n iz a tio n  

d a te s , were la r g e ly  taken from  th e  W al1 S t r e e t  J o u rn a l. In  

some cases th e  p re c is e  f i l i n g  da te  was no t known, on ly  th e  da te  

o f th e  p u b lic  announcement, bu t th e  d if fe re n c e s  were minor in  

a l l  cases in  which both dates were known. R eo rg an iza tio n  dates  

presented  more o f  a problem . As in d ic a te d  p re v io u s ly , 12 o f  

th e  73 firm s  had no t completed th e  process by the end o f th e  

d a ta  c o lle c t io n  p e r io d . For f irm s  th a t  were re o rg a n ize d , one 

o f th re e  d i f f e r e n t  events is  re p o rte d  as th e  end o f  the  

process: th e  d a te  o f  th e  f i l i n g  o f th e  re o rg a n iz a tio n  p la n ,

th e  Bankruptcy C ourt c o n firm a tio n  o f the  p la n , o r th e  

com pletion o f  th e  execu tion  o f th e  p la n . The date  o f  th e  C ourt 

c o n firm a tio n  was used when i t  was a v a i la b le .  For severa l 

uncontested p lans by sm all f ir m s , f o r  which no fu r th e r
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in fo rm a tio n  was a v a i la b le ,  th e  f i l i n g  d a te  fo r  th e  

re o rg a n iz a tio n  p lan  was used. In  some cases th e  in fo rm a tio n  

source noted o n ly  th a t  the  f ir m  had emerged from  bankruptcy on 

a c e r ta in  d a te  w ith o u t s p e c ify in g  whether th a t  d a te  was a 

f i l i n g ,  a c o u rt o rd e r , o r an execu tio n  d a te . For uncontested  

f i l i n g s  th e  le n g th  o f  tim e between f i l i n g  and th e  c o u rt o rder 

was s h o rt, t y p ic a l ly  ten  days. For contes ted  f i l i n g s  the  

c o n firm a tio n  d a tes  were g e n e ra lly  a v a i la b le .

C la s s i f ic a t io n  o f R eo rg a n iza tio n  Outcomes

The c la s s i f ic a t io n  o f re o rg a n iz a tio n s  as successfu l o r not 

depended on in fo rm a tio n  on th e  s iz e  o f  th e  reo rg an ized  f irm  

r e la t iv e  to  i t s  s iz e  p r io r  to  bankruptcy. For f irm s  which 

surv ived  as p u b lic ly  trad e d  firm s  th is  in fo rm a tio n  was re a d ily  

a v a i la b le .  For o th e r  f irm s  i t  fre q u e n tly  was n o t, so es tim ates  

were made when necessary . In  some cases d a ta  from th e  pro  

forma f in a n c ia l  p ro je c tio n s  in  th e  re o rg a n iz a t io n  p lans were 

used. In  o th e r  cases newspaper sources es tim ated  th e  s iz e  o f  

th e  reo rg an ized  f ir m  in  re p o rtin g  th e  re o rg a n iz a t io n . In  some 

cases q u a l i t a t iv e  in fo rm a tio n •was s u f f ic ie n t  to  c la s s ify  the  

re o rg a n iz a tio n  as un su ccessfu l. More d e t a i l  on th is  

c la s s i f ic a t io n  is  provided in  a la t e r  ch a p te r which discusses  

re o rg a n iz a tio n  in  d e t a i l .
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Comparison Nonbankrupt Firms

A fte r  th e  sample o f  bankrupt f irm s  had been e s ta b lis h e d  an 

e q u a l-s iz e d  m atching sample o f nonbankrupt f irm s  was s e le c te d  

f o r  comparison purposes. The matching firm s  a re  l is t e d  in  

Tab le  5 .1  above. The m atching f irm s  were s e le c te d  in  the  

fo llo w in g  way. F i r s t ,  a l l  th e  f irm s  on th e  1985 Annual 

In d u s t r ia l  Compustat tap e  were l is te d  by in d u s try  and company 

number w ith  d a ta  on t o t a l  assets  fo r  each year from  1973 to  

1985. Then each f ir m  in  the  bankrupt sample was matched to  

nonbankrupt f ir m  from  th e  same in d u s try . The m atching f irm  had 

com plete d a ta  f o r  th e  same s ix  years  as th a t  recorded fo r  th e  

bankrupt f i r m , and most c lo s e ly  matched th e  bankrupt f irm  fo r  

s iz e  o f  t o t a l  asse ts  f o r  the  la s t  o f th e  s ix  y e a rs . Firms 

which were known to  have been bankrupt o r had n e g a tiv e  e q u ity  

in  th e  f in a l  comparison year were excluded . S t a t is t ic a l  te s ts  

f o r  d if fe re n c e s  in  sample means in d ic a te d  th a t  th e re  were no 

s ig n i f ic a n t  d if fe re n c e s  in  s a le s  o r to t a l  assets  in  any o f th e  

s ix  years  f o r  which d a ta  was c o lle c te d .

As discussed in  C hapter 4 and d e ta ile d  in  T ab le  4 .1  on 

page 71, th e  m atching f irm s  were s m a lle r  and f in a n c ia l ly  weaker 

than  th e  p o p u la tio n  from  which they were drawn. Bankruptcy  

r is k  is  h ig h e r in  some in d u s tr ie s  than o th e rs , and sm all f irm s  

are  a t  g re a te r  r is k  than la rg e  f irm s , th e  two fa c to rs  used in  

s e le c t in g  th e  m atching f ir m s . T h is  un iform  b ias  is  v a lu a b le  in  

making s t r a te g ic  comparisons between bankrupt and nonbankrupt
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f irm s , but i t  l im i t s  th e  e x te n t to  which th e  f in d in g s  a re  

g e n e ra liz a b le  and th e  e x te n t to  which bankruptcy p re d ic t io n  

models based on these  samples a re  a p p lic a b le  to  o th e r  f irm s .

Chapter Summary

A research  sample o f  73 bankrupt f irm s  was s e le c te d  from  

th e  Compustat d atabase. Of th e  73 f irm s , 50 were c la s s if ie d  as 

s in g le  businesses, 10 as dominant businesses, 10 as re la te d  

d iv e r s i f ie r s ,  and 3 as u n re la te d  d iv e r s i f ie r s  using a m odified  

Rumelt c la s s i f ic a t io n  system. Each f irm  was assigned to  an 

in d u s try  using  th e  Compustat and SIC codes. The in d u s tr ie s  and 

in d u s try  groupings a re  rep o rted  in  Chapter V I I .  In d u s try  and 

f irm  growth ra te s  fo r  each f irm  fo r  th e  f iv e  years p r io r  to  

bankruptcy were c a lc u la te d  using in f la t io n -c o r r e c te d  d a ta . A 

sample o f  nonbankrupt firm s  matched fo r  in d u s try , s iz e ,  and 

tim e  p e rio d  was s e le c te d  fo r  comparison purposes. A complete  

l i s t  o f  matched p a ir s  o f  th e  bankrupt f irm s  and nonbankrupt 

f irm s  is  p ro v id ed .
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Chapter 6

DECLINE AND FAILURE 

C hapter In tro d u c tio n

Th is  c h a p te r begins by p ro v id in g  com parative d a ta  on th e  

bankrupt and nonbankrupt f irm s , which is  then used to  develop  

hypotheses about f a i l i n g  f irm s . V a r ia b le s  which a re  considered  

in  seeking e x p la n a tio n s  o f  d e c lin e  and f a i lu r e  in c lu d e  ra te s  o f  

p r o f i t  d e c lin e , f ir m  and in d u s try  growth ra te s , s tandard  

f in a n c ia l  r a t io s ,  f ir m  d iv e r s i f ic a t io n ,  age, and s p e c if ic  f irm  

and in d u s try  shock e v e n ts . The re s u lts  o f th e  hypothesis  

te s t in g  a re  re p o rte d  w ith  some proposed e x p la n a tio n s .

Prebankruptcv C h a ra c te r is t ic s  o f  th e  F a i1inq  Firms

The p rim ary  q u es tio n  addressed here is :  how a re  f a i l i n g  

f irm s  d i f f e r e n t  from  th e  genera l p o p u la tio n  o f  business f irm s  

and from  a s p e c if ic  matched sample o f firm s ?  The s e le c tio n  o f  

th e  sample o f  bankrupt f irm s  and th e  matching sample was 

described  in  C hapter 5.

The bankrupt f irm s  and th e  th e  matched sample were 

compared on a number o f  f in a n c ia l  c h a r a c te r is t ic s ,  in c lu d in g  

2 -s c o re s . Tab le  6 .1  g ives  th e  sample means fo r  some o f  th e  key
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v a r ia b le s  and th e  r e s u lts  o f  s ig n if ic a n c e  te s t in g  f o r  th e  

d if fe re n c e  in  means between th e  samples. From Tab le  6 .1  i t  can 

be seen th a t  th e re  were no d if fe re n c e s  between th e  samples on 

th e  s iz e  o f  a s s e t o r  s a le s , e i th e r  a t  th e  beg inn ing  o r  end o f  

th e  study p e r io d . However, even a t  th e  beginning o f  th e  

p e rio d , th e  bankrupt f irm s  were weaker on some o f  th e  

perform ance measures. The most im p o rtan t d if fe re n c e  was in  X2, 

th e  r a t io  o f  re ta in e d  earn in g s  to  to t a l  a s s e ts . As w i l l  be 

developed in  more d e t a i l  in  Chapter 7 in  th e  d iscu ss io n  o f  

f a i lu r e  p a tte rn s , re ta in e d  earn in g s  is  an in d ic a to r  both o f  

p ast perform ance and th e  a b i l i t y  to  absorb f in a n c ia l  shocks.

The new Z -scores  a re  h e a v ily  w eighted fo r  th is  v a r ia b le ,  which 

e x p la in s  th e  d if fe re n c e s  on th e  Z -scores  a t  th e  beg inn ing  o f  

th e  p e r io d . A ltm an ’ s Z -sco re  is  not so h e a v ily  w eighted on 

t h is  v a r ia b le ,  so i t  does no t p ick  up th e  d if fe re n c e s  so 

q u ic k ly .

In  s p ite  o f  th e  in d ic a te d  weakness o f  th e  bankrupt f irm s ,  

th ey  grew more r a p id ly  than th e  matching f ir m s . On average the  

th e  bankrupt f irm s  grew by 94.7185 in  t o t a l  asse ts  and 105.8585 

in  s a le s  compared to  78.21% in  to t a l  assets  and 84.33%  in  s a le s  

f o r  th e  m atching sam ple. A ls o , th e  firm s  in  th e  bankrupt 

sample were more h ig h ly  leveraged  than th e  comparison f irm s .

The r a t io s  o f th e  m arket v a lu e  o f e q u ity  to  t o t a l  l i a b i l i t i e s  

were 1 .02  f o r  th e  bankrupt and 1 .39  fo r  th e  nonbankrupt f irm s .  

The d if fe re n c e  was n o t s t a t i s t i c a l l y  d i f f e r e n t  ( t - t e s t  p <

.1 4 ) ,  but i t  was in  th e  expected d ir e c t io n .
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Table  6.1

Com parative D ata fo r  Bankrupt Firms and a Matched Sample 
(means w ith  s tandard  d e v ia tio n s  in  parentheses)

Bankrupt Nonbankrupt D iffe re n c e
V a r ia b le  Firm s Firm s T -T e s t

($  in  m il l io n s )  s ig n i f .
Year 6

T o ta l A s s e ts ($ ) 22 4 .2 8 (5 1 5 .4 5 ) 260.94 (7 1 6 .0 3 )
S a le s ($ ) 35 0 .3 8 (9 8 1 .8 9 ) 348.49 (9 0 6 .6 8 )
M arg in (X ) 1 0 . 2 2 ( 1 0 . 2 2 ) 12.04 (1 0 .6 9 )
R O I(S ) 3 .6 8 (7 .8 7 ) 4 .8 0 (8 .8 0 )
E q u ity /D e b t .91 ( 1 . 1 2 ) 1 .32 ( .9 4 ) *
X1 .24 ( . 2 0 ) .31 ( .1 7 ) *
X2 .19 ( .2 5 ) .31 ( .1 9 ) * *
X3 . 1 0 ( . 1 2 ) .11 ( . 1 1  )
X4 1 . 0 2 (1 .6 1  ) 1 .39 (1 .4 5 )
X5 1 .73 ( 0 . 8 6 ) 1 . 6 6 (0 .7 8 )
Altman Z 3.21 (1 .6 5 ) 3 .66 (1 .3 6 )
New Z (2V ) 1 .44 ( 1 . 6 6 ) 2 .15 (1 .4 7 ) * *
New Z(5V ) 1 .39 (1 .6 1  ) 2 . 1 0 (1 .4 4 ) * *

Year 1

T o ta l A s s e ts ($ ) 380.01 (8 4 5 .3 4 ) 353.98 (6 9 1 .5 3 )
S a le s ($ ) 52 2 .19 (1 2 3 2 .1 1 ) 443.81 (7 9 4 .6 5 )
M arg in (X ) 0 .7 6 (1 4 .9 7 ) 11.27 (9 .4 7 ) * * *
ROI(SK) -1 6 .5 2 (2 6 .0 8 ) 4 .8 0 (8 .1 4 ) * * *
X1 . 0 2 ( .3 5 ) .31 ( .1 9 ) * * *
X2 - . 1 0 ( .3 8 ) .32 ( . 2 1 ) * * *
X3 - .0 7 ( .2 3 ) . 11 ( .0 9 ) * * *
X4 .27 ( .3 2 ) 1 .60 (1 .6 4 ) * * *
X5 1 .75 (1 .0 3 ) 1.67 ( 0 . 8 6 )
Altman Z 1 .61 (1 .7 6 ) 3.81 (1 .7 8 )
New Z(2V ) - . 2 1 (1 .4 7 ) 2 .36 (1 .7 3 ) * * *
New Z (5V ) - .3 1 (1 .5 1  ) 2 .2 9 (1 .7 0 ) * * *

# p r < .0 5 , * * p r < .01 * * *  p r < .001

When th e  book v a lu e  o f  e q u ity  was s u b s titu te d  f o r  th e  m arket 

v a lu e , th e  t - t e s t  s ig n if ic a n c e  moved to  p < .0 2 . The sample 

means fo r  th e  v a rio u s  2 -s c o re s , which a re  com posite in d ic a to rs ,  

a l l  were low er f o r  th e  bankrupt firm s  than th e  nonbankrupt 

f irm s  a t  th e  beg inn ing  o f  th e  s tu d y , but th ey  were w e ll above 

th e  bankruptcy p re d ic t io n  c u to f fs  fo r  a l l  th e  models s tu d ie d .
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iim 9.t bg.ses sod. P ro p o s itio n s  About ifag F a i l in o  Firms

As a guide f o r  th is  p a r t  o f th e  a n a ly s is  a s e t  o f  

hypotheses was developed b e fo re  th e  da ta  were an a lyzed . When 

i t  was d iscovered  th a t  some o f  th e  d a ta  fo r  s t a t i s t i c a l  te s t in g  

were no t a v a i la b le ,  s e v e ra l hypotheses were re s tru c tu re d  as 

p ro p o s itio n s . The p ro p o s itio n s  served as a guide f o r  drawing  

q u a l i t a t iv e  conclus ions based on e i th e r  case d a ta  o r  general 

business and economic d a ta . The hypotheses and p ro p o s itio n s  

are  l is t e d  below, each w ith  a summary o f th e  c o n s id e ra tio n s  and 

arguments on which they were proposed.

H1. For a l l  f a i l i n g  f irm s  th e  th e  ra te  o f  d e c lin e  o f n e t  

income fo r  th e  f ir m  w i l l  be p o s it iv e ly  c o rre la te d  w ith  th e  

r a te  o f s a le s  growth o f  th e  in d u s try  during  th e  f iv e  years  

p r io r  to  th e  f a i l u r e .

F a ilu re s  fo llo w in g  slow d e c lin e s  w i l l  be th e  r e s u lt  o f f a i lu r e  

to  a c t in  response to  lo n g -te rm  s ig n a ls . A t f i r s t  th e  s ig n a ls  

may be missed or ignored as tem porary (A n s o ff, 19 84 ). Even 

when th e  s ig n a ls  a re  understood, a d e c lin in g  f ir m  in  a 

d e c lin in g  in d u s try  may f in d  no easy way to  reverse  th e  d e c lin e .  

In d u s tr ie s  tend to  d e c lin e  s lo w ly , and few t o t a l l y  d is a p p e ar, 

so firm s  th a t  do not f in d  v a lu e -p re s e rv in g  e x i t  s tra te g ie s  

co n tin u e  in  business. B a r r ie r s  to  e x i t  (H a rr ig a n , 1982;

P o r te r , 1976) w i l l  p robab ly  be h ig h . E x is tin g  m arket shares
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w i l l  be s tro n g ly  defended by o th e r f irm s . In c re a s e s  in  volume 

can come o n ly  by s a c r i f ic in g  p r o f i t  m argins, and hence w i l l  not 

reverse  th e  d e c lin e  in  n e t p r o f i t s .  I t  would be expected th a t  

f a i l i n g  f irm s  in  t h is  ca teg ory  would be la rg e ly  found in  

c a p ita l - in te n s iv e  in d u s tr ie s  w ith  s p e c ia liz e d  f ix e d  assets  

which would be d i f f i c u l t  to  s e l l .  In te re s te d  p a r t ie s  may have 

l i t t l e  in c e n tiv e  to  fo rc e  a c tio n  (H am brick, 1 9 8 5 ). The 

disposal v a lu e  o f  f ix e d  assets  is  low, so len d ers  secured by 

mortgages on those asse ts  w i l l  be r e lu c ta n t  to  tra d e  even poor 

repayment prospects  f o r  c e r ta in  c la im s on unwan te d  c o l l a t e r a l .  

S u p p lie rs  w i l l  have few a lte r n a te  custom ers. Labor may be 

w i l l in g  to  c u t wages to  prolong s u r v iv a l .  The ty p ic a l  behavior  

w i l l  be s t r a te g ic  d r i f t  w ith  a b u s in ess-as -u su a l c h a ra c te r .

The general p syc h o lo g ic a l atmosphere w i l l  be one o f  hanging on 

and hoping th a t  th in g s  w i l l  g e t b e t te r .

I t  is  to  be expected th a t  managers in  d e c lin in g  in d u s tr ie s  w i l l  

tend to  be r is k -a v e rs e . They w i l l  no t be in c lin e d  to  e s c a la te  

t h e i r  commitments (S taw , 1 9 8 1 ), but r a th e r  w i l l  m in im ize  r is k y  

investm ents. In  term s o f  th e  "gamblers ru in "  (W ilc o x , 1 976 ), 

they  w i l l  make sm all b e ts  which w i l l  in crease  th e  amount o f  

tim e re q u ire d  to  b rin g  th e  f irm  to  i t s  te rm in a l f a i l u r e  e v en t.

On th e  o th e r hand, f irm s  in  growing in d u s tr ie s  a re  expected to  

f a i l  r a p id ly . Many f a i lu r e s  fo llo w in g  ra p id  d e c lin e s  come in  

th e  shake-out phase o f th e  in d u s try  l i f e  c y c le  (W il la r d  & 

Cooper, 1 9 85 ), when th e re  a re  many sm all weak f irm s  in  a
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growing in d u s try  (S t r e b e l,  1 9 8 3 ). The circum stances fo r  these  

f irm s  a re  e s s e n t ia l ly  th e  re ve rs e  o f  those in  d e c lin in g  

in d u s tr ie s . I f  d e c lin e s  a re  modest, tu rnaround  s t ra te g ie s  in  

growing in d u s tr ie s  a re  r e la t iv e ly  easy to  im plem ent. In

growing in d u s tr ie s , h ig h - r is k  s t r a te g ie s ,  o fte n  re fe r re d  to  as

bet-your-com pany s t r a te g ie s ,  t h a t  appeared a t t r a c t iv e  may have 

d is a s tro u s  consequences. E s c a la tin g  commitment s t ra te g ie s  

(S taw , 1981) w i l l  appear more a t t r a c t iv e  in  growing in d u s tr ie s  

than in  d e c lin in g  in d u s tr ie s . These h ig h -r is k  s t r a te g ie s  may 

be taken  w ith  f u l l  awareness o f th e  r is k s  in v o lv e d , o r managers 

may n e g le c t o r  d isco u n t a v a i la b le  adverse in fo rm a tio n .

However, o th e r s ta k e h o ld e rs  may be im p a tie n t w ith  th e  p u rs u it  

o f s tra te g ie s  th a t  a re  n o t q u ic k ly  s u c c e s s fu l. S ince th e  

in d u s try  is  grow ing, most s ta k e h o ld e rs  w i l l  have o th e r  

o p p o rtu n it ie s  f o r  th e  use o f  both f in a n c ia l  and human c a p i t a l .  

S u p p lie rs  w i l l  have a lte r n a te  s e l l in g  o p p o r tu n it ie s , and assets

w i l l  be v a lu a b le  to  secured c r e d ito r s .  The e x te rn a l

psych o lo g ica l atmosphere w i l l  be one o f  ta k in g  th e  necessary  

losses and moving on to  b e t te r  th in g s . However, managers and 

e q u ity  ho lders  may p r e fe r  to  i n i t i a t e  h ig h -r is k  c o n tin u a tio n  

s tra te g ie s  s in ce  th ey  have l i t t l e  o r no th ing  more to  lo se  and 

th e  recovery  o f  p a s t losses is  p o s s ib le , i f  n o t l i k e l y  (G o lbe , 

1981; Grabowski & M u e lle r , 1972; Jensen & M e c k lin g , 1976; 

Kahneman & Tversky 1 9 7 9 ;) .

H2. For a l l  f a i l i n g  f irm s  th e  ra te  o f  d e c lin e  w i l l  be

p o s it iv e ly  c o r re la te d  w ith  th e  growth in  f ir m  s a le s .
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T h is  hypo thes is  is  re la te d  to  H1, which s ta te s  th a t  fo r  

a l l  f a i l i n g  f irm s  th e  th e  ra te  o f d e c lin e  o f n e t income fo r  the  

f ir m  w i l l  be p o s i t iv e ly  c o r re la te d  w ith  the  r a te  o f  s a le s  

growth o f  th e  in d u s try  d u rin g  th e  f iv e  years p r io r  to  the  

f a i l u r e .  F irm  s a le s  should fo llo w  the  in d u s try  p a t te rn . For 

f irm s  w ith  growing s a le s  th e  ro o ts  o f  f a i lu r e  a re  l i k e ly  to  be 

found in  poor c o n tro ls  and management th a t  a llo w  costs  to  r is e  

more ra p id ly  than  s a le s . Rapid growth would a ls o  be expected  

in  th e  cases o f f irm s  f a i l i n g  as a r e s u lt  o f  h ig h - r is k  

expansions o r a c q u is it io n s .

The emphasis on th e  m u lt iy e a r  growth p a tte rn  is  im p o rtan t, 

because in  th e  y e a r im m ediate ly  preceding bankruptcy th e  f a t a l  

c o lla p s e  may have a lre a d y  begun, p a r t ic u la r ly  i f  th e  bankruptcy  

comes e a r ly  in  th e  fo llo w in g  f is c a l  y e a r . For t h is  and a l l  

o th e r hypotheses, in f la t io n  adjustm ents are  necessary to  

p re v en t in f la t e d  p r ic e s  from  obscuring re a l d e c lin e s  in  s a le s . 

A lte r n a t iv e ly  s a le s  m ight be measured in  some p h y s ic a l u n it .

H3. For a l l  f a i l i n g  firm s  changes in  e q u ity /d e b t  r a t io s ,  

p r o f i t  m arg ins, n e t working c a p it a l ,  and re ta in e d  earn ings  

w i l l  have s ig n i f ic a n t  p o s it iv e  c o r re la t io n s  w ith  changes in  

n e t i ncome.

In  th e  long run these  v a r ia b le s  a re  lo g ic a l ly ,  i f  no t 

p re c is e ly  m a th e m a tic a lly , re la te d  fo r  a l l  f irm s , but th e
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re la t io n s h ip s  are  much more r ig id  f o r  f a i l i n g  f irm s .

Successful firm s  a re  f a r  less  co n s tra in ed  in  t h e i r  s t r a te g ic  

and f in a n c ia l  a l te r n a t iv e s .  They can in crease  n e t income 

e ith e r  by c u tt in g  margins and in c re a s in g  s a le s  o r  in c re a s in g  

margins on decreasing  s a le s , and c a p ita l  s tru c tu re  d e c is io n s  

w i l l  be less  co n s tra in ed  by p rev io u s  in v e s to rs .

The hypothesized r e la t io n s h ip  is  c o n s is te n t w ith  G en try , 

Newbold, & W h itfo rd ’ s (1985a ) ca sh -flo w  p ro p o s it io n s , and th e  

fo u r  r e la te d  v a r ia b le s  in  A ltm an’ s (1983 ) Z -score  bankruptcy  

p re d ic t io n  model a l l  have th e  same s ig n . I f  n e t income is  

p o s it iv e , th e  f irm  is  not l i k e l y  to  f a i l .  I f  ne t income is  

n e g a tiv e , re ta in e d  earn in g s  w i l l  decrease by accounting  

d e f in i t io n .  I t  is  u n lik e ly  th a t  a f irm  w ith  d e c lin in g  earn ings  

w i l l  have in c re a s in g  p r o f i t  m argins; i t  is  more l i k e l y  th a t  a 

d e c lin in g  f ir m  would c u t m argins to  m a in ta in  s a le s . For th e  

f ir m  w ith  d e c lin in g  earn in g s  th e  f i r s t  e f f e c t  is  most l i k e ly  to  

be a d e c lin e  in  working c a p i t a l ,  e s p e c ia lly  cash, a lthough i t  

p o s s ib le  th a t  b lo a ted  in v e n to r ie s  m ight overbalance o th e r  

working c a p ita l  changes. T roubled  f irm s  a re  u n lik e ly  to  be 

a b le  to  a t t r a c t  new e q u ity  a t  a t t r a c t iv e  p r ic e s , so increased  

d eb t is  alm ost u n iv e rs a l fo r  d e c lin in g  f ir m s . The e q u ity /d e b t  

r a t io ,  th e  in ve rse  o f  th e  more t r a d i t io n a l  d e b t/e q u ity  r a t io ,  

is  used to  be keep th e  s igns c o n s is te n t and to  be c o n s is te n t  

w ith  A ltm an’ s (1983 ) Z -sco re  model.
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H4. The ra te  o f  d e c lin e  in  m arket v a lu e  fo r  a f a i l i n g  f ir m  

w i l l  be s ig n i f ic a n t ly  low er than the  r a te  o f  d e c lin e  in  book 

value  in  th e  f iv e  years  preceding f ir m  f a i lu r e .

T h is  hypothesis  is  based on both th e o ry  and o b s e rv a tio n .

As Golbe (1981) has p o in te d  o u t, e q u ity  and bond h o ld e rs  have 

d i f f e r e n t  re tu rn  p r o f i le s ;  th e  upper l i m i t  f o r  th e  bond h o ld e r  

is  s e t by the coupon r a te ,  and lim ite d  l i a b i l i t y  s e ts  th e  lower 

l i m i t  f o r  e q u ity  h o ld e rs . A lthough a l l  s tocks can be seen as 

c a l l  o p tio n s  on th e  f i r m ’ s a s s e ts , th is  is  more obvious a t  very  

low o r n eg a tive  book va lu es  (S t r e b e l,  1 9 8 3 ). As th e  f irm s  

approach bankruptcy, some o f th e  va lue o f  debt is  t ra n s fe r re d  

to  e q u ity  ho lders  (Gordon, 1 9 71 ). Castanga & M ato lcsy (1981 ) 

found th a t  m arket perform ance was a u sefu l p re d ic to r  o f  

bankruptcy, but stocks continued  to  have va lu e  r ig h t  up to  th e  

f a i lu r e .  Fruhan (1979 ) re p o rts  d a ta  th a t  in d ic a te  t h a t  m arket 

va lue /b ook  va lu e  r a t io  d e c lin e s  as th e  ra te  o f  re tu rn  d e c lin e s  

u n t i l  th e  ra te  o f  re tu rn  becomes very  low, and then i t  

in c re a s es . More re c e n t work by th e  S tra te g ic  P lann ing  

A ssociates  (1984 ) on th e  re la t io n s h ip  between m arket and book 

va lu es  p o in ts  to  th e  same co n c lu s io n .

T h is  hypothesis  is  a ls o  c o n s is te n t w ith  e f f i c i e n t  m arket 

th e o ry  in  i t s  weak and semi s tro ng  forms and argues a g a in s t th e  

stro ng  form . Stock p r ic e s  fo llo w  in fo rm a tio n . The book v a lu e  

o f a f ir m  is  an im p o rta n t fa c to r  in  determ in in g  th e  m arket 

v a lu e  o f  th e  f i r m , even though changes in  th e  book v a lu e  o f  th e
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f ir m  may no t be a c cu ra te  in d ic a to rs  o f  th e  t ru e  course o f  

d e c lin e . Managers can use accounting and o p e ra tio n a l  

techn iques to  obscure poor e a rn in g s , and book v a lu e s  o f  

o b so le te  o r u n d e ru t i l iz e d  assets  may' g re a t ly  exceed t h e i r  

economic v a lu e . Some care  needs to  be taken in  te s t in g  th is  

h ypothesis  s in c e  m arket va lu e  c a lc u la te d  from  s to ck  p r ic e s  is  

much more v o la t i l e  than book v a lu e , which is  u s u a lly  es tim ated  

q u a r te r ly  and p resen ted  on an au d ited  b as is  o n ly  a n n u a lly .

The fo llo w in g  p ro p o s itio n s  about f a i l i n g  f irm s  a re  s ta te d  

in  th is  form , because th e  d a ta  necessary f o r  s t a t i s t i c a l  

hypothesis  te s t in g  is  no t a v a i la b le .

P1. The p r o b a b i l i t y  o f  f irm  f a i lu r e  w i l l  be n e g a t iv e ly  

c o rre la te d  w ith  th e  degree o f  f irm  d iv e r s i f ic a t io n .

F in a n c ia l p o r t f o l io  th eo ry  has fre q u e n tly  been 

e x tra p o la te d  to  business s tra te g y  and used to  j u s t i f y  c o rp o ra te  

d iv e r s i f ic a t io n .  However, in  s p ite  o f numerous s tu d ie s  

(B e t t is ,  1981; C h ris ten sen  & Montgomery, 1981; Rumelt 1974,

1982 and o th e r s ) ,  th e  va lu e  o f  d iv e r s i f ic a t io n  remains  

e q u iv o c a l, e s p e c ia lly  u n re la te d  d iv e r s i f ic a t io n .  The observed  

re s u lts  appear to  be a ffe c te d  by sample s e le c t io n , w ith  both  

in d u s try  and tim e  p erio d  s e n s i t iv i t y .  S im ila r ly  a la rg e r  body 

o f work in  f in a n c e  on conglom erates, summarized by Copeland & 

Weston (1 9 8 3 ) , p ro v id es  l i t t l e  support fo r  in creased  re tu rn s  o r  

decreased r is k  f o r  la rg e  d iv e r s i f ie d  f irm s . N e ith e r  stream  o f
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research  has d e te rre d  c o rp o ra te  managers from pursuing  

d iv e r s i f ic a t io n  s t ra te g ie s  ( S a l t e r  & W einhold, 1 9 79 ). The 

c r i t i c a l  fa c to r  may be in  th e  d i f f e r in g  p ercep tio n s  o r  

d e f in it io n s  o f  r is k  (B a ird  & Thomas, 1985 ). S u rv iv a l r is k  may 

be more s a l ie n t  f o r  managers than  v a ria n c e  in  re tu rn s , which is  

th e  most commonly used measure o f  r is k  in  th e  fin a n c e  

l i t e r a t u r e .  Bankruptcy is  o fte n  c ite d  as a r is k  fa c to r  in  the  

fin a n c e  l i t e r a t u r e ,  bu t i t  is  d i f f i c u l t  to  q u a n t ify .

From anoth er p o in t o f v iew  (W illia m s o n , 1975) 

conglom erates can be seen as in te r n a l c a p ita l  m arkets which can 

buy and s e l l  u n its  and r e a l lo c a te  reso urces . When a u n it  o f  

th e  d iv e r s i f ie d  f i r m  becomes u n p r o f ita b le , th e  f ir m  has a wide 

cho ice o f e x i t  s t r a te g ie s  which avo id  th e  h igh f in a n c ia l  and 

p u b lic  r e la t io n s  costs  o f  b ankrup tcy . S ince th e  conglom erates  

have r e la t iv e ly  low dependence on any s p e c if ic  business and may 

la c k  th e  s p e c ia liz e d  s k i l l s  necessary to  in te rv e n e  in  business  

u n it  tu rn aro u n d s , conglom erates tend to  d iv e s t  troublesom e  

u n its  (Dundas & R ichardson, 1 9 8 2 ). I f  the  d e c lin in g  u n it  is  

not e a s i ly  d iv e s te d  im m ed ia te ly , i t  can be su s ta in ed  u n t i l  

b e t te r  e x i t  c o n d itio n s  can be found (Duhaime & G rant 19 84 ), 

asse ts  can be t r a n s fe r r e d  in t e r n a l ly ,  o r new s tra te g ie s  can be 

supported u n t i l  they  a re  p r o f i t a b le .  T y p ic a lly  th e  d ive s te d  

u n it  is  acq u ired  by anoth er f i r m , bu t i t  may be s p u n -o ff as an 

independent f ir m , as in  the  case o f  W ilson Foods, which went 

bankrupt in  1983, le s s  than two years  a f t e r  being s p u n -o ff by 

th e  conglom erate LTV C o rp o ra tio n .
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P2. F a ile d  f irm s  le ss  than  ten  years  o ld  w i l l  d e c lin e  more 

ra p id ly  than f irm s  more than  ten years  o ld .

I t  was recognized  from  th e  beginning th a t  in v e s t ig a t io n  o f  

th is  p ro p o s itio n  would be l im ite d , s in c e  th e  study was l im ite d  

to  f irm s  w ith  f iv e  years  o r more o f  o p e ra tio n s . Altman (1 983 )  

re p o rts  th a t  over 509S o f  a l l  business f a i lu r e s  occur in  years  

two through f i v e ,  bu t th e  percentage is  p robab ly  much s m a lle r  

f o r  la rg e  f irm s , such as those s tu d ied  in  t h is  p r o je c t .  Th is  

p ro p o s itio n  is  re la te d  to  H2, which s ta te s  th a t  f irm s  in  

growing in d u s tr ie s  w i l l  d e c lin e  ra p id ly , and firm s  le s s  than  

ten  years  o ld  a re  l i k e l y  to  be found in  new and growing  

in d u s tr ie s . A lso , f irm s  w ith  s h o rt h is to r ie s  w i l l  have few er  

in c e n tiv e s  to  hang on in  th e  fa c e  o f an u n favo rab le  prognosis  

fo r  fu tu re  p r o f i t a b i l i t y .

P3. The m a jo r ity  o f  f ir m  f a i lu r e s  w i l l  fo l lo w  w ith in  f iv e  

years  o f a m ajor env ironm enta l change fo r  th e  in d u s try  o r a 

m ajor c o m p e titiv e  shock w ith in  th e  in d u s try .

The success or f a i lu r e  o f  any o rg a n iz a tio n  depends on i t s  

a b i l i t y  to  respond in  l i f e -s u s ta in in g  ways to  changes in  th e  

environm ent. In  th e  absence o f  environm ental shocks, th e re  is  

a low le v e l o f  u n c e r ta in ty , and th e  outcomes o f  a c tio n s  are  

r e la t iv e ly  easy to  p r e d ic t .  In  a s ta b le  environm ent, f irm s  

have tim e  to  c o r re c t  in te r n a l weaknesses or f in d  

v a lu e -p re s e rv in g  e x i t s .  I f  problems a re  th e  r e s u lt  o f  poor
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management, owners may have tim e to  rep lace  in e f fe c t iv e  

management teams.

Changes in  th e  environm ent, e i th e r  in  th e  genera l 

socio-econom ic environm ent o r  w ith in  a s in g le  in d u s try  domain, 

in tro d u ce  u n c e rta in ty  which makes new s t r a te g ic  moves r is k y  and 

s h i f t s  th e  r e la t iv e  va lue  o f  e x is t in g  c o m p e titiv e  advantages. 

However, i t  is  environm ental shocks, s p e c if ic  even ts— not 

gradual changes o r  o rd in a ry  c y c l ic a l p a tte rn s  in  th e  general 

environm ent— th a t  a re  most l i k e ly  to  cause business f a i lu r e .

The f a i lu r e  o f  a f ir m  w i l l  not be th e  d ir e c t  r e s u lt  o f  th e  

broad environm ental change; ra th e r  the  change induces s tre s s  

th a t  makes a weak f ir m  more v u ln e ra b le  to  f i r m -s p e c i f ic  

a d v e rs ity , w h ile  s tro n g e r f irm s  s u rv iv e . In  some cases 

g e n e ra lize d  changes in  th e  environm ent may p r e c ip i ta te  

f ir m -s p e c if ic  e v en ts . For example, changing s o c ia l and le g a l 

a t t i tu d e s  towards product l i a b i l i t y  may u n d e r lie  s p e c if ic  

product l i a b i l i t y  s u its .

D e reg u la tio n  o f  an in d u s try  is  a c la s s ic  example o f  an 

in d u s try  shock, and i t  is  f re q u e n tly  fo llo w ed  by th e  f a i lu r e  o f  

some firm s  to  compete s u c c e s s fu lly  in  the  new environm ent. 

B ankruptc ies  have been rampant in  th e  a i r l i n e  in d u s try  s in ce  

d e re g u la tio n . A c o m p e titiv e  shock may a ls o  be a te c h n o lo g ic a l 

breakthrough by a co m p etito r o r the  e n try  o f  a m ajor new 

c o m p e tito r. The e n try  o f IBM in to  the  personal computer 

in d u s try  was a m ajor fa c to r  in  th e  m u lt ip le  b an kru p tc ies  in
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th a t  in d u s try . O th er environm enta l changes may come more 

s lo w ly  and more d i f fu s e ly ,  p a r t ic u la r ly  in  d e c lin in g  

in d u s tr ie s . New te c h n o lo g ies  d if fu s e  s lo w ly  (Cooper & Schendel 

1 9 76 ), im ports erode dom estic m arkets , and economic swings a re  

u s u a lly  o n ly  a few  percentage p o in ts . Elements o f  change may 

be complex and in t e r r e la t e d ,  and s p e c if ic  causes o f  f a i lu r e  may 

be d i f f i c u l t  to  p in p o in t  beyond th e  general in d u s try  m a la ise .

I t  is  no t so much th e  environm enta l shocks th a t  determ ine  

th e  outcome, b u t th e  m anagerial responses to  those  

environm ental shocks. Successfu l s tra te g ie s  a re  dependent on 

a p p ro p ria te  responses to  the  environm ent (A n s o ff, 1984, P fe f fe r  

& S a la n c ik , 1 9 7 8 ). Managers may be slow to  respond to  d if fu s e  

o r weak s ig n a ls  (M in tz b e rg , R a is in g h an i & T h eo re t, 19 76 ), thus  

a llo w in g  s t r a te g ic  d r i f t  which so weakens a company th a t  

recovery  is  d i f f i c u l t  when th e  th r e a t  is  reco gn ized . O ther 

in e f fe c t iv e  m anageria l responses in c lu d e  a ttem p tin g  to  apply  

in a p p ro p r ia te  o ld  s o lu tio n s  to  new problems and e s c a la t in g  

commitment to  c u r re n t  s t ra te g ie s  (S taw , 1981 ). Long de lays  in  

problem re c o g n it io n  may a llo w  th r e a ts  to  grow to  th e  p o in t th a t  

managers pan ic  a t  t h e i r  m agnitude (J a n is  & Mann, 1977; Smart & 

V e rtin s k y , 1 9 8 4 ).

P4. The r a te  o f  d e c lin e  f o r  f irm s  which f a i l  w ith in  f iv e  

years  o f  a s p e c if ic  f a i lu r e - r e la t e d  d e c is io n  o r even t w i l l  

be s ig n i f ic a n t ly  h ig h e r than f o r  f irm s  w ith o u t such c r i t i c a l  

e ven ts .
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The slow d e c lin e  p a r t  o f  th is  p ro p o s itio n  fo llo w s  from H1 

and H2 , which p o s tu la te  th a t  slow d e c lin e  is  a s so c ia ted  w ith  

d e c lin in g  in d u s tr ie s . I t  is  c o n s is te n t w ith  th e  o b s e rv a tio n  o f  

Schendel, P a tto n  & Riggs (1 9 7 6 ) , who claim ed th a t  m u lt ip le  

causes and lack  o f  m anageria l a t te n t io n  were re s p o n s ib le  f o r  

th e  d e c lin e s  they  observed . H arrig an  (1 9 79 ) a ls o  found th a t  

th e  reasons f o r  in d u s try  d e c lin e  a re  o fte n  com plex, 

slow -em erg ing , and d e b a ta b le . In  th e  absence o f  c r is is  and 

s tro n g  s ig n a ls , f irm s  tend to  d r i f t  along w ith  t r a d i t io n a l  

responses to  im m ediate problem s, no t seeing th e  environm enta l 

changes th a t  may be tran s fo rm in g  th e  e n t ir e  in d u s try  s tru c tu re .  

Even in  d e c lin in g  in d u s tr ie s  some firm s  remain p r o f i ta b le  o r  

f in d  v a lu e -p re s e rv in g  e x i t s .  There may be a lo t  o f  c r i t ic is m  

o f m anagerial judgm ent in  d e c lin in g  f irm s , bu t l i t t l e  consensus 

on th e  s p e c if ic  cause o f f a i l u r e .

For f a i l i n g  f irm s  w ith  ra p id  d e c lin e s  th e re  w i l l  tend to  

be one or two s p e c i f ic ,  id e n t i f ia b le  f irm  d e c is io n s  o r events  

th a t  were d i r e c t ly  re sp o n s ib le  f o r  the f a i l u r e .  These events  

a re  what a re  fre q u e n t ly  la b e l le d  " s tra te g ic  s u rp ris e s "  (A n s o ff,

1 9 8 4 ). I t  a ls o  p a r t  o f  th e  la rg e r  assumption th a t  ra p id  

d e c lin e  is  as so c ia ted  w ith  h e a lth y  in d u s tr ie s , and th e re fo re  

f a i lu r e  w i l l  be th e  r e s u lt  o f  e i th e r  bad d e c is io n s  o r  

a c c id e n ts , no t th e  lo n g -te rm  tre n d s  found in  d e c lin in g  

in d u s tr ie s . I f  th e  d e c is io n  o r  ac c id e n t is  no t q u ic k ly  f a t a l ,  

then reco ve ry , not lo n g -te rm  d e c lin e , w i l l  be th e  l i k e ly
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outcome. The ra p id  d e c lin e  may be th e  r e s u lt  o f  some h ig h -r is k  

ven tu re  th a t  proves to  have been a m is take . For exam ple, the  

Wickes Company bankruptcy came im m ediate ly  a f t e r  the  

Gamble-Skogmo a c q u is it io n .  A lthough a sudden f a i lu r e  may be 

p r e c ip ita te d  by s p e c if ic  e v en ts , i t  is  p o s s ib le  th a t  

lo n g e r-te rm  problems may have weakened th e  f ir m  so th a t  i t  is  

unable to  w ith s tan d  a sudden shock. The Penn C en tra l 

bankruptcy can be a t t r ib u te d  to  th e  merger o f  th e  Pennsylvania  

and the  New York C e n tra l R a ilro a d s , but both were d e c lin in g  

firm s  in  a d e c lin in g  in d u s try  p r io r  to  th e  m erger. B ra n if f  

Airways had s e rio u s  o p e ra tio n a l weaknesses, bu t i t  was th e  

unprecedented expansion fo llo w in g  d e re g u la tio n  th a t  d i r e c t ly  

led  to  i t s  bankruptcy .

S ep ara tin g  o u t th e  in d u s try  e f fe c ts  o f  P3 from th e  

f i r m -s p e c i f ic  even ts  o f  th is  p ro p o s itio n  may be d i f f i c u l t .  A 

sudden change in  th e  environm ent may p lace  demands on th e  firm  

th a t  i t  is  p o o rly  equipped to  m eet. Managers w ith  s k i l l s  

c r i t i c a l  in  an e a r ly  phase o f th e  l i f e  c y c le  may be unsu ited  

fo r  coping w ith  new problems th a t  a r is e  la t e r  in  th e  l i f e  cyc le  

(Pearce & Robinson, 1 9 8 5 ). An ab ru p t change in  le a d e rs h ip  may 

s ig n a l a f i r m -s p e c i f ic  c r is is ,  o r i t  may re p re s e n t a 

re c o g n itio n  o f  a growing mismatch between th e  le a d e rs h ip  and 

e v o lv in g  c r i t i c a l  c o n tin g en c ies  f o r  managers.
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Hypothesis Testing Results

The hypotheses were te s te d  as o r ig in a l ly  fo rm u la te d , and 

in  a d d it io n  some were te s te d  on a re fo rm u la ted  v e rs io n  based on 

th e  perform ance o f a matching sample o f  nonbankrupt f irm s .

H I. For a l l  f a i l i n g  f irm s  the  th e  ra te  o f  d e c lin e  o f n e t 

income o f th e  f ir m  w i l l  be p o s it iv e ly  c o r re la te d  w ith  th e  

ra te  o f  s a le s  growth o f th e  in d u s try  du ring  th e  f iv e  years  

p r io r  to  th e  f a i l u r e .

The c o r r e la t io n  between th e  ra te  o f d e c lin e  and th e  ra te  

o f  growth in  th e  in d u s try  was p o s it iv e  and s ig n i f ic a n t  ( r  =

.2 8 , p < . 0 2 ) ,  when th e  ra te  o f d e c lin e  was d e fin ed  as:

ra te  o f d e c lin e  = 1 /  number o f  lo s in g  years + 1 .

The ra t io n a le  f o r  th a t  d e f in i t io n  was provided in  C hapter 5 . 

However, i f  th e  ra te  o f  d e c lin e  was d e fin ed  as th e  percentage  

change over th e  f iv e  years  p r io r  to  bankruptcy, then th e  

c o r re la t io n  was p o s it iv e  bu t n o t s ig n i f ic a n t .  In  growing  

in d u s tr ie s , f irm s  t y p ic a l ly  were p r o f i ta b le  f o r  s e ve ra l years  

and then f a i le d  ra p id ly  th e  la s t  year o r two. The re s u lts  fo r  

th e  e n t ir e  sample a re  shown in  Table  6 .2 .
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Table 6 .2

Rates o f  D ec lin e  o f  F a i l in g  Firms

Number o f  Losing Years Number o f  Firm s

0
1
2
3
4
5
6

5
17
18 
19

3
5
1

73

Berven C arpets  he ld  th e  record  o f s ix  consecutive  years  

w ith  n e g a tiv e  n e t income. During th a t  p e r io d  i t s  sa les  

d e c lin e d  by 71% (28% on an in f la t io n  a d ju s te d  b a s is ) ,  and i t s  

assets  d e c lin e d  by 73%. Berven was l iq u id a te d . Among th e  

f irm s  w ith  no lo s in g  years  were Revere Copper and Brass and th e  

C h a rte r Company. R evere ’ s p r o f i t s  on i t s  copper business more 

than balanced i t s  losses in  aluminum, and C h a r te r ’ s losses in  

th e  o i l  business were covered by i t s  p r o f i t s  in  f in a n c ia l  

s e rv ic e s . Revere used th e  bankruptcy proceedings to  d iv e s t  i t s  

aluminum business, but C h a rte r so ld  o f f  i t s  most p r o f i ta b le  

u n its  and emerged from  bankruptcy w ith  a m ajor p o rt io n  o f  i t s  

o i l  business.

H2. For a l l  f a i l i n g  f irm s  th e  r a te  o f d e c lin e  w i l l  be 

p o s it iv e ly  c o r re la te d  w ith  th e  growth in  f ir m  s a le s .

The c o r r e la t io n  between th e  f i r m ’ s r a te  o f  d e c lin e  and th e  

f i r m ’ s growth in  s a le s  ( r  = .5 1 , p < .0 0 1 ) was s tro n g e r than  

f o r  in d u s try  grow th. In  t h is  and every o th e r  a n a ly s is , f ir m
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s a le s  growth (o r  d e c lin e )  was a s tro n g e r p re d ic to r  o f  f irm  

perform ance than  in d u s try  growth.

H3. For a l l  f a i l i n g  f irm s  changes in  e q u ity /d e b t  r a t io s ,  

p r o f i t  m arg ins , n e t working c a p i t a l ,  and re ta in e d  earn ings  

w i l l  have s ig n i f ic a n t  p o s it iv e  c o r r e la t io n s  w ith  changes in  

n e t i ncome.

The movements were a l l  in  th e  d ir e c t io n  p o s tu la te d , but 

high v a ria n c e s  and ir r e g u la r  p a tte rn s  o f  d e c lin e  l im ite d  the  

s t a t i s t i c a l  s ig n if ic a n c e s . E q u ity /d e b t r a t io s  and p r o f i t  

margins f e l l  q u ite  u n ifo rm ly , but w orking c a p ita l  and re ta in e d  

earn in g s  had slow e a r ly  d e c lin e s  fo llo w e d  by ra p id  d e c lin e s  as 

bankruptcy became im m inent. The ROI f e l l  r a p id ly ,  then  had a 

s l ig h t  up turn  two years  b e fo re  bankruptcy, and then  plummeted.

H4. The r a te  o f  d e c lin e  in  m arket v a lu e  f o r  a f a i l i n g  f irm  

w i l l  be s ig n i f ic a n t ly  low er than th e  r a te  o f  d e c lin e  in  book 

v a lu e  in  th e  f i v e  years  preceding f ir m  f a i l u r e .

The h yp o th es is  was n o t supported . Except f o r  th e  obvious 

and expected d e c lin e  in  both book and m arket v a lu e  fo r  the  

bankrupt f irm s  over th e  f iv e  years p r io r  to  b ankrup tcy , the  

study o f a v a r ie t y  o f  m arket measures f a i le d  to  uncover any 

s t a t i s t i c a l l y  s ig n i f ic a n t  e f fe c ts .  The mean book and market 

values fo r  both th e  bankrupt and m atching f irm s  a re  shown in  

Tab le  6 .3  and F ig u re  6 .1 .  The m arket b eh av io r was c o n s is te n t
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w ith  an e f f i c i e n t  m a rk e t th e o r y .  B oth  grou ps o f  f i r m s  s t a r t e d  

o u t w ith  book and m a rk e t v a lu e s  v e ry  n e a r ly  e q u a l,  b u t  

th ro u g h o u t th e  s tu d y  p e r io d  th e  m a rk e t d is c o u n te d  th e  book 

v a lu e  o f  th e  b a n k ru p t f i r m s ,  w ith  th e  d is c o u n t  in c r e a s in g  u n t i l  

tw o y e a rs  b e fo r e  b a n k ru p tc y . T h is  was th e  p e r io d  d u r in g  w h ich  

th e  b a n k ru p t f i r m s  w ere  a d d in g  t o  t h e i r  a s s e ts  a t  a  h ig h e r  r a t e  

th a n  n o n b a n k ru p t f i r m s ,  a s t r a t e g y  t h a t  c o n t r ib u te d  t o  t h e i r  

e v e n tu a l f a i l u r e .  T h is  p o in t  is  d is c u s s e d  in  more d e t a i l  in  a  

s u b seq u en t c h a p te r .  F o r th e  n o n b a n k ru p t f i r m s  th e  mean book 

and m a rk e t v a lu e s  rem ain ed  v e ry  c lo s e " to  each  o t h e r .  In  th e  

f i n a l  r e p o r t in g  y e a r  f o r  th e  b a n k ru p t f i r m s ,  th e  d e c lin e s  in  

m a rk e t v a lu e  d id  n o t  keep pace w ith  th e  d e c l in e s  in  book v a lu e ,  

b u t th e  d i f f e r e n c e s  d id  n o t  ap p ro ach  s t a t i s t i c a l  s ig n i f ic a n c e .  

As in  th e  c a s e  o f  a number o f  o th e r  v a r ia b le s ,  th e  v a r ia n c e  f o r  

th e  book v a lu e  f o r  th e  b a n k ru p t f i r m s  in  th e  l a s t  y e a r  was 

l a r g e .  In  t h a t  f i n a l  y e a r  some f i r m s  had n e g a t iv e  book v a lu e ,  

w h ile  o th e r s  had o n ly  begun t o  d e c l in e .  The m a rk e t v a lu e  d id  

n o t e x h i b i t  a s i m i l a r  in c re a s e  in  v a r ia n c e ,  p e rh a p s  because th e  

m a rk e t v a lu e  can n e v e r  be n e g a t iv e .
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Table  6 .3

Book and M arket Value fo r  Bankrupt Firms and a Matched Sample 
(means w ith  s tandard  d e v ia tio n s  in  p aren theses)

Year

Bankrupt 
Fi rms

Book M arket

Nonbankrupt 
Fi rms

Book M arket

6 11 .75 (1 3 .3 3 ) 10 .72 ( 1 3 .5 5 ) 16 .98 (1 5 .2 3 ) 15.37
5 12.15 (1 3 .7 4 ) 10 .28 ( 9 .5 2 ) 17.52 (1 5 .0 3 ) 17 .00
4 12.47 (1 4 .9 7 ) 9 .41 ( 7 .7 6 ) 16.85 (1 4 .3 6 ) 16.59
3 12 .24 (1 3 .4 3 ) 8 .8 3 ( 7 .4 7 ) 17.10 (1 4 .7 1 ) 16 .60
2 1 0 . 6 6 (11 .9 6 ) 7 .5 8 ( 6 .5 7 ) 16 .04 ( 1 2 . 2 0 ) 16 .07
1 6 .2 4 (1 0 .5 0 ) 4 .9 2 ( 4 .1 9 ) 16 .18 (1 3 .2 9 ) 15.27

(1 5 .6 9 )  
(1 7 .1 5 )  
(1 6 .7 5 )  
(1 3 .0 6 )  
(1 2 .0 3 )  
( 1 1 . 2 2 )

F ig u re  6 .1

Book and M arket Values per Share 
Bankrupt and Nonbankrupt Firms

20- r

LU l6'  
CC a i
3s
85
Q_
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6 5 4 3 2 1
YERRS BEFORE BANKRUPTCY

A ttem pts to  a n a ly ze  m arket-to -b o o k  r a t io s  produced e r r a t ic  

r e s u lts ,  la r g e ly  caused by n e a r-ze ro  denom inators and n e g a tiv e  

book va lu es  f o r  th e  bankrupt f irm s , which produced la rg e  

v a ria n c e s . Using bo o k-to -m arke t r a t io s  ra th e r  than th e  more
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t r a d i t io n a l  m a rk e t-to -b o o k  r a t io s  avoided th e  problem o f  

n e g a tiv e  denom inators, but some m arket p r ic e s  approached ze ro . 

In  th e  la s t  year th e  bo o k-to -m arke t r a t io s  fo r  th e  bankrupt 

firm s  had a mean o f  0 .8 0  w ith  a minimum o f  - 1 0 . 2 0  and a maximum 

o f 4 .2 0 . For th e  nonbankrupt f irm s  th e  mean was 1 .20  w ith  a 

minimum o f  0 .4 2  and a maximum o f 3 .3 6 .

Chapter Summary

The bankrupt and nonbankrupt f irm s  were compared on a 

number o f  f in a n c ia l  v a r ia b le s  and bankruptcy p re d ic t io n  scores  

on a y e a r -b y -y e a r  b as is  fo r  f iv e  years  p r io r  to  th e  bankruptcy  

o f  th e  f a i l i n g  f ir m s . A t th e  beginning o f  th e  study p e rio d  th e  

bankrupt f irm s  appeared to  be weaker and more h ig h ly  leveraged  

than th e  nonbankrupt f irm s , but th e  d if fe re n c e s  were n o t 

s t a t i s t i c a l l y  s ig n i f ic a n t ,  except fo r  w orking c a p i t a l ,  d eb t, 

and re ta in e d  ea rn in g s  r a t io s .  By th e  end o f  th e  study p erio d  

a l l  th e  v a r ia b le s  were s ig n i f ic a n t ly  d i f f e r e n t ,  excep t fo r  s iz e  

as measured by s a le s  and t o ta l  a s s e ts .

The f irm s  v a r ie d  g r e a t ly  on th e  le n g th  o f  th e  d e c lin e : one 

f irm  had s ix  co n secu tive  u n p ro f ita b le  y e a rs , w h ile  f i v e  had no 

u n p ro f ita b le  years  p r io r  to  th e  year o f  th e  b ankruptcy . The 

mean fo r  th e  sample was 2 .1  y e a rs . Two g en era l p a tte rn s  were 

observed. Some f irm s  d e c lin e d  s te a d ily  in  both s a le s  and 

p r o f i t a b i l i t y ,  w h ile  o th e rs  grew in  s a le s  and assets  and f a i le d  

a f t e r  s h o rt p e rio d s  o f p r o f i t  d e c lin e . Hypotheses about the
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re la t io n s h ip s  between common f in a n c ia l  r a t io s  and between book 

and m arket va lu e  were n o t supported .

-1 5 4 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

Chapter 7

BUSINESS DECLINE AND FAILURE PATHWAYS 

Chapter In tro d u c tio n

The preced ing  chapter focused on th e  in te r n a l  

c h a r a c te r is t ic s  o f  f a i l i n g  f irm s  and t h e i r  c o n tra s t w ith  those 

o f n o n fa il in g  f ir m s . The prim ary emphasis o f t h is  ch ap te r is  

on the  r e la t io n s h ip  between in te rn a l f ir m  c h a r a c te r is t ic s  and 

th e  in d u s try  environm ent o f th e  the  f a i l i n g  f irm s , w ith  

p a r t ic u la r  emphasis focused on f irm  and in d u s try  growth ra te s .  

Growth re la t io n s h ip s  are  tra n s la te d  in to  r is k  fa c to rs  based on 

concepts from  s t r a te g ic  management and f in a n c e . These 

re la t io n s h ip s  and r is k s  a re  then used to  p o s tu la te  a s e r ie s  o f  

d i f f e r e n t  d e c lin e  pathways.

T h e o re tic a l Background

The d e c lin e  and f a i lu r e  models proposed in  Chapter 3 are  

s u f f ic ie n t l y  g enera l to  encompass a very  la rg e  number and range 

o f pathways th a t  can lead from success to  d e c lin e  and f a i lu r e .  

I f  they a re  to  be u s e fu l, they need to  be reduced in  number and 

confirm ed by a p p lic a t io n  to  a c tu a l case s itu a t io n s . I f  th is  

can be done, th ey  then can p rov id e  th e o r e t ic a l in s ig h ts  fo r  the  

s t r a te g ic  management research l i t e r a t u r e  and a ls o  p r a c t ic a l
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g u id e lin e s  f o r  managers in  turnaround and d e c l in e  s i tu a t io n s .

There a re  two common, but q u ite  c o n f l ic t in g ,  p ercep tions  

o f th e  c h a r a c te r is t ic s  o f  f a i l i n g  o rg a n iz a tio n s . One view is  

th a t  o f  a once successfu l o rg a n iz a tio n  which is  w ith e rin g  away 

e ith e r  from  m a lad ap ta tio n  to  an in c re a s in g ly  h o s t i le  

environm ent o r from  in te rn a l in e p t itu d e . The o th e r view is  

th a t  o f  an o rg a n iz a tio n  going down in  flam es , having  

u n su cces s fu lly  pursued a high r is k  s tra te g y .

The w ith e rin g -a w a y  view  dominates th e  d e c lin in g  

o rg a r.i7a tio n  l i t e r a t u r e  as summarized in  W hetten’ s (1987) 

recan t review  a r t i c l e .  Perhaps th e  most u se fu l concepts from  

th is  research  stream  a re  d e c lin e  ty p o lo g ie s  developed by 

Zammuto and Cameron (1 9 85 ) based on th e  concept o f  changing 

environm ental n ich es . T h e ir  fo u r  ty p o lo g ie s  a re : ( i )  e ro s io n , 

a gradual red u c tio n  in  n iche s iz e ;  ( i i ) c o n tra c t io n , a sudden 

red u c tio n  in  n iche s iz e ;  ( i i i )  d is s o lu t io n , a gradual change in  

niche shape (o r  a s h i f t  from one niche to  a n o th e r);  and ( i v )  

c o lla p s e , a sudden change in  n iche shape. In  s t ra te g ic  

management, th e  d e c lin in g  in d u s try  l i t e r a t u r e ,  dominated by th e  

work o f  H arrig an  (1 9 7 9 ) , is  c o n s is te n t w ith  th is  v iew .

The g o in g -d o w n -in -flam es  view has m u lt ip le  ro o ts  in  th e  

l i t e r a t u r e  o f  s tra te g y  and fin a n c e . S tra te g y  researchers  note  

th a t  new v e n tu re s , s ta r tu p s , in d u s try  e n t r ie s ,  and product 

in tro d u c tio n s  a l l  have h igh f a i lu r e  ra te s  (B a ird  and Thomas,
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19 85 ). The turnaround l i t e r a t u r e  adds to  th is  v ie w p o in t by 

making c le a r  th a t  i t  is  p r o f i t a b i l i t y ,  no t s iz e , th a t  is  th e  

c r i t i c a l  measure o f  d e c lin e . That l i t e r a t u r e  (H o fe r , 1980; 

Ham brick, 1985) which d is tin g u is h e s  between s t r a te g ic  and 

o p e ra tio n a l d e c lin e s /tu rn a ro u n d s  a ls o  recognizes th e  

d is t in c t io n  between in te rn a l and e x te rn a l causes o f  f a i l u r e .

A s t r a te g ic  d e c lin e  o r turnaround is  seen to  be e x te r n a l ly  

o r ie n te d — what th e  f ir m  does in  response to  i t s  

environm ent— whereas an o p e ra tio n a l d e c lin e  or tu rnaround  is  

in t e r n a l ly  o r ie n te d — how e f f e c t iv e ly  a f irm  uses i t s  resources  

The fin a n c e  l i t e r a t u r e  (A ltm an, 1983, and o th e rs ) emphasizes  

th e  business f a i lu r e  (b a n kru p tc y ) r is k s  o f excess ive  debt and 

h ig h ly  leveraged  s t r a te g ie s .

F a i1ure Pathways

An o rg a n iz a t io n a l d e c lin e  v iew  o f  business f a i l u r e  leads  

to  the  e x p e c ta tio n  th a t  f a i lu r e  w i l l  be asso c ia ted  w ith  f irm s  

which a re  s h r in k in g  in  s iz e  a n d /o r o p e ra tin g  in  d e c lin in g  

in d u s tr ie s . The r is k  view  would suggest th a t  f a i lu r e  m igh t 

w e ll be asso c ia ted  w ith  growth o f  th e  f irm  a n d /o r th e  in d u s try  

The com bination o f  th e  two views on a p u re ly  lo g ic a l b as is  

leads to  fo u r  p o s s ib i l i t ie s  as shown in  th e  s im ple tw o -b y -tw o  

m a tr ix  in  F ig u re  7 .1 .
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F ig u re  7.1

Firm and In d u s try  Growth M a tr ix :  F a i lu r e  Pathways

Firm  Sales
In d u s try  Sales  

D e c lin in g  Growing

D e c !in in g 1. M arket | 2 . M arket 
D e te r io ra t io n !  Mai a d a p ta tio nFi rm 

Sales
Growing 3 . F ig h t f o r  | 4 . Loss o f  

M arket Share C ontro l

Not o n ly  a re  a l l  fo u r  p o s s ib i l i t ie s  lo g ic a l ly  p o s s ib le , bu t 

reasonab le pathway scen ario s  can be d ep ic ted  f o r  each. One 

such s e t  o f sc en ario s  fo llo w s :

1. M arket D e te r io ra t io n  Pathway— A f ir m  in  a d e c !in in g

in d u s try  exp erien ces  d e c !in in g  s a le s  and is  unable to  s h i f t  

i t s  resources to  serve  p r o f i ta b le  p ro d u c t-m a rk e ts . The 

in d u s try  d e c lin e  is  t y p ic a l ly  s low , bu t te c h n o lo g ic a l 

breakthroughs may p r e c ip i ta te  a sudden c o lla p s e . Examples 

o f slow d e c lin e  along th is  pathway can be found in  the  s te e l  

in d u s try .

2 . M arket M a la d a p ta tio n  Pathway— A f ir m  experiences  

d e c !in in g  s a le s  in  a growing in d u s try . Shakeouts in  a 

growing in d u s try  a re  a common example o f  th is  pathway.

E a rly  le a d e rs  may f in d  th a t  t h e i r  products cannot 

s u c c e s s fu lly  compete w ith  improved products from  new 

e n tra n ts , o r  th a t  they  a re  unable to  compete w ith  f irm s  

which have low er costs  o r s tro n g e r m arke tin g . D e c lin in g  

f irm s  in  v o la t i l e  in d u s tr ie s , such as toys  and c lo th in g ,  

m ight fo llo w  th is  pathway.

3 . F ig h t f o r  M arket Share Pathway— A f ir m  pursues a growth
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s tra te g y  in  a d e c l in in g  in d u s try ,  hoping to  fo rc e  

com petitors  to  e x i t  or accept a d is p ro p o r t io n a te  share o f  

the  in d u s try  decline ., However, th e  f i r m  experiences  

d e c l in in g  p r o f i t s  in  s p i te  o f  growing s a le s .  The cause may 

l i e  w ith in  th e  f i r m ,  perhaps as a r e s u l t  o f  p r ic e  c u t t in g  

w ith o u t compensating cost decreases. A l te r n a te ly  th e  cause 

may l i e  o u ts id e  the  f i r m ,  f o r  example i f  com petitors  do not  

e x i t  and e s c a la te  th e  f i g h t  f o r  th e  a v a i la b le  m arket. A 

f i g h t  f o r  m arket share in  a d e c l in in g  in d u s try  is  a r is k y  

s tra te g y ,  p a r t i c u l a r l y  i f  com petito rs  have g re a te r  reserves  

o f resources to  cover losses .

4. Loss o f C ontro l Pathway— A f i r m  experiences sa les  growth  

in  a growing in d u s try ,  but is  unable to  convert the  s a le s  

growth in to  p r o f i t a b i l i t y .  The cause may be in t e r n a l ,  

perhaps from a llo w in g  costs to  increase  w ith o u t compensating  

p r ic e  in cre as es . A l t e r n a te ly  the  cause may l i e  o u ts id e  the  

f i r m ,  f o r  example i f  com petito rs  develop advantages which 

perm it p r ic e  c u t t in g  or new e n tra n ts  a ttem pt to  buy t h e i r  

way in to  the  m arket. In d u s try  d e re g u la t io n  and in ten se  

com petition  in  the  a i r l i n e  in d u s try  has d r ive n  a number o f  

f irm s  down t h i s  f a i l u r e  pathway.

A l l  f a i l i n g  f irm s  w i l l  f a l l  in to  one o f  th e  fo u r  m u tu a lly  

e x c lu s iv e  c a te g o r ie s .  The i d e n t i f i c a t i o n  o f  th e  pathway from  

t h i s  conceptual typo logy  may have d e s c r ip t iv e  v a lu e , but i t  may 

prov id e  l i t t l e  causal in fo rm a t io n . W hile d e c l in in g  sa le s  in  a 

d e c l in in g  in d u s try  may be a c le a r  in d ic a to r  o f  t r o u b le ,  growing
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s a le s  in  a growing in d u s try  would appear t o  be a fa v o ra b le  

in d ic a to r .  The question  then becomes: a re  th e re  some common 

fa c to rs  which p lace  seme f irm s  a t  g re a te r  r is k  o f  f a i l u r e  than  

others?

Risk Factors

In  th e  c o n te x t  o f  a r is k / r e t u r n  view o f  business  

performance, the  pathways developed above a re  r e tu r n - r e la t e d ,  

s in ce  d e c l in e  is  d e f in e d  as nega tive  ne t income. But s ince  

f a i l u r e  is  a ls o  r i s k - r e l a t e d ,  i t  is  im portant to  consider r is k  

fa c to rs  as w e l l .  In  s e le c t in g  r is k  fa c to r s ,  an a ttem pt was 

made to  s e le c t  f a c to r s  which were c a u s a l ly  r e la te d  to  f a i l u r e  

and not j u s t  measures o f  r is k ,  such as beta  or th e  va r ian c e  o f  

f in a n c ia l  data  item s. F i r s t ,  i t  seemed d e s ira b le  to  s e le c t  

fa c to rs  which have been w e l l -e s ta b l is h e d ,  e i t h e r  in  the  

t h e o r e t ic a l  l i t e r a t u r e  o r  in  conventional business wisdom. 

Second, f o r  t h is  c ro s s -s e c t io n a l study, i t  was im portant to  

d e f in e  f a c to r s  b road ly  to  a llo w  g e n e r a l iz a b i1i t y  across f irm s  

and in d u s t r ie s .  The fo u r  fa c to rs  s e le c te d  a re  described below. 

U n lik e  th e  f a i l u r e  pathways described above, th e  r is k  fa c to rs  

are  not m u tu a lly  e x c lu s iv e .  A l l  o f  the  r is k  fa c to r s  could  

appear in  a l l  th e  pathways, although some combinations may be 

u n l ik e ly ,  or unwise, i f  they are  the  r e s u l t  o f  d e l ib e r a te  

cho ice . Although the  d e s c r ip t io n s  o f  the  r is k  f a c to r s  w i l l  

focus on t h e i r  n e g a t iv e  e f f e c t s ,  p a r t i c u l a r l y  the  increased  

r is k  o f  bankruptcy, i t  is  im portant to  recognize  t h a t  r is k  may
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be necessary to  e x p lo i t  o p p o r tu n it ie s  or in crease  re tu rn s .

1. H igh-Growth S t r a te g ic  R isk— High-growth s t r a te g ie s  may be 

r is k y  f o r  s e v e ra l reasons. The assumptions on which 

s tra te g y  is  p re d ic a te d  may be in c o r r e c t ;  e . g . ,  markets may 

not develop and grow as a n t ic ip a te d ,  com petito rs  may behave 

in  unexpected ways, o r  new com petito rs  may e n te r  a m arket. 

The costs o f  expansion may be underestim ated , o r  e x is t in g  

m anagerial competencies may be inadequate f o r  an enlarged  

e n te r p r is e .  There a re  numerous examples o f  f i r m  co lla p s es  

a f t e r  excess ive  investm ent in  h igh-grow th s t r a t e g ie s .

Wickes went in to  bankruptcy less  than two years a f t e r  a 

merger w ith  Gamble-Skogmo in  1980, which approx im ate ly  

doubled th e  f i r m  s iz e .  H in d s ig h t in d ic a te s  t h a t  Wickes 

overpaid  f o r  Gamble-Skogmo. O ther examples in c lu d e  the  

c o lla p s e  o f  Penn C en tra l fo l lo w in g  the  merger o f  the  

Pennsylvania and New York C en tra l R a i lro a d s , and the  

bankruptcy o f  B r a n i f f  fo l lo w in g  i t s  ra p id  expansion a f t e r  

the  d e re g u la t io n  o f  th e  a i r l i n e s  in  1978. In  th e  B r a n i f f  

case, B r a n i f f ’ s CEO Lawrence Harding m is taken ly  b e lie ve d  

th a t  d e re g u la t io n  was on ly  tem porary, le a v in g  a b r i e f  

"window o f  o p p o rtu n ity "  f o r  B r a n i f f  to  move in to  th e  ranks 

o f the  major a i r l i n e s .

2. F in a n c ia l  Leverage R is k - F in a n c i a l  leverag e  r is k  is  one 

o f  the  cornerstones  o f  f in a n c ia l  th e o ry . In c re a s in g  the  

debt component o f  th e  c a p i ta l  s t ru c tu re  is  a r is k y  s t ra te g y
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(H u rd le , 1 9 74 ). Increased debt may be a sso c ia ted  w ith  

d e l ib e r a te  growth s t r a t e g ie s ,  but t h i s  is  no t n e c e s s a r i ly  

so. O p era ting  losses may fo rc e  the f i r m  to  borrow 

e x c e s s iv e ly  j u s t  to  s u rv iv e .  The bankruptcy o f  MGF O i l  was 

p r im a r i ly  th e  r e s u l t  o f  excessive  f in a n c ia l  r i s k .  In  one 

y e ar ,  MGF O i l  increased i t s  debt to  $229 m i l l io n  from $80 

m i l l io n .  At th e  same tim e i t s  sa les  increased o n ly  to  $114 

from $72 m i l l i o n .  During th e  next two years th e  f i r m  lo s t  

over $170 m i l l i o n ,  le a v in g  i t  w ith  a n e g a t iv e  e q u i ty  o f  $38 

mi 11 ion.

3. Environmental R isk— Increased environm ental s t re s s  

in e v i ta b ly  in creases  r i s k .  In crease  in  s t re s s  may come as a 

r e s u l t  o f  a change in  well-known e x is t in g  fa c to r s ,  or  i t  may 

come as a r e s u l t  o f  a ra d ic a l  change in  the  environm ent. 

In d u s try  d e re g u la t io n  is  good example o f  the  typ e  o f  

environm ental s t re s s  t h a t  can lead to  business f a i l u r e .  

Fo llow ing th e  d e re g u la t io n  o f  th e  a i r l i n e  in d u s try  in  1978, 

th e re  were 36 a i r l i n e  bankruptc ies  in  e ig h t  years  

(G ladstone, 1 9 86 ), in c lu d in g  such la rg e  a i r l i n e s  as B r a n i f f ,  

C o n t in e n ta l ,  C a p i to l ,  A i r  F lo r id a ,  and F r o n t ie r .  Other  

f i n a n c i a l l y  d is t re s s e d  a i r l i n e s ,  in c lu d in g  Eastern  A i r l in e s  

and People Express, have been fo rced  in to  mergers to  avoid  

bankruptcy. In creased  re g u la to ry  in te r v e n t io n  has d r iv e n  

s e vera l e l e c t r i c  u t i l i t i e s  w ith  heavy investm ents in  n u c lea r  

p la n ts  towards bankruptcy. Rapid growth in  im ports is  

another example o f  an e x te rn a l  s t re s s .  I t  has been a major
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f a c to r  in  th e  numerous bankruptc ies  among t e x t i l e  and 

garment f i rm s  in  th e  past te n  years . The s tre s s  may not 

n e c e s s a r i ly  be in d u s t r y -s p e c i f ic ;  i t  may be geographic or  

c o n s tra in e d  in  some o ther way. What is  common t o  t h i s  

pathway is  t h a t  many f irm s  are  sub jec ted  to  the s t re s s ,  but 

the  e x te n t  o f  th e  impact may be q u ite  d i f f e r e n t  from one 

f i r m  to  a n o th er .

4 . F i rm -S p e c if ic  R isk— F ir m -s p e c i f ic  s t re s s  may be the  

r e s u l t  o f  a wide v a r ie t y  o f  causes, both n a tu ra l  and man 

made. For small f i r m s ,  a f i r e  or earthquake m ight r e s u l t  in  

f a i l u r e ,  but even very  la rg e  co rp o ra t io n s  a re  n o t immune to  

d is a s te rs  t h a t  th re a te n  t h e i r  e x is te n c e . Product l i a b i l i t y  

bankrupted both M a n v il le  and A. H. Robins, a lthough in  the  

M a n v il le  case, asbestos l i a b i l i t y  was an in d u s try -w id e  

problem and no t unique to  th e  f i r m .  The Bhopal d is a s te r  d id  

not bankrupt Union C arb ide , a lthough the  adverse e f fe c ts  

helped d r iv e  a major r e s t r u c tu r in g  o f  the  f i r m .  C rim inal  

a c t i v i t y  is  another example o f  a f i r m  d is a s te r .  The Equity  

Funding case is  w e ll  known, and system atic  lo o t in g  o f  the  

f i r m  over a p er io d  o f  severa l years by two CEOs was a major 

f a c t o r  in  th e  bankruptcy o f  Saxon In d u s t r ie s .  A high le v e l  

o f  m anagerial c o n f l i c t  is  another example o f  f i r m - s p e c i f ic  

s t re s s ,  as is  the  t r a n s i t io n  from fa m i ly  ownership con tro l  

to  p ro fe s s io n a l management c o n t r o l .  C ontro l t r a n s i t io n  and 

the  accompanying managerial c o n f l i c t  were c r i t i c a l  fa c to rs  

in  th e  d e c l in e  o f  Pabst and S c h l i t z  in  th e  brewing in d u s try .
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The a s s o c ia t io n  o f  a f a i l u r e  w ith  a pathway and the  

c o n tr ib u to ry  r i s k  f a c to r s  can on ly  begin t o  id e n t i f y  th e  most 

im portant elem ents in  a s p e c i f ic  f a i l u r e .  In  most f a i lu r e s  

m u lt ip le  elem ents w i l l  be e v id e n t ,  and compound s tre s s e s  are  

d i f f i c u l t  to  manage. A ctions  taken to  r e l ie v e  one s tre s s  may 

exacerbate  another problem, or a conventional s o lu t io n  to  a 

problem may be ru le d  out by c o n s tra in ts  from another q u a r te r .  

Many f a i l i n g  f i rm s  f in d  t h e i r  f in a n c ia l  o p tio n s  s e v e re ly  

l im i te d  by r e s t r i c t io n s  imposed by p r io r  lend ing  agreements.

Pathway and Risk Factor Hypotheses

The p r io r  exam ination o f  the  pathways typo logy  and the  s e t  

o f  p o te n t ia l  r is k  f a c to r s  can be enriched by adding form al 

hypothesis  te s t in g  to  th e  d e s c r ip t iv e  approach taken  so f a r .  

Only the  fo u r  pathways and th e  f i r s t  two r is k  fa c to r s  a re  

r e a d i ly  amenable to  s t a t i s t i c a l  a n a ly s is ,  as the  la s t  two r is k  

fa c to rs  a re  based on events th a t  a re  unique to  th e  f i r m  o r  the  

in d u s try .  The fo l lo w in g  hypotheses are proposed on the  basis  

o f  the  d iscussion  im m ediate ly  above and th e  broader p ers p e c tive  

o f t h i s  research as a whole. The r a t io n a le  f o r  each hypothesis  

is  summarized b r i e f l y  here .

H1. F a i l in g  f i r m s  w i l l  increase  t h e i r  assets  more r a p id ly  

than comparable n o n fa i l in g  f i rm s .
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H2. F a i l in g  f irm s  w i l l  increase  t h e i r  debt more r a p id ly  

than comparable n o n fa i l in g  f i rm s .

These two hypotheses a re  po sited  f o r  f irm s  in  a l l  fo u r  

pathways. A t an e a r ly  s tage  the  ra p id  growth in  a sse ts  may 

r e f l e c t  a d e l ib e r a te  s t r a te g y ,  but l a t e r  i t  may be a 

r is k -s e e k in g  response to  f a i l u r e .  Th is  hypothesis  and the  

fo l lo w in g  one a re  la r g e ly  based on prospect th eo ry  (Kahneman 

and Tversky , 1979) and e s c a la t in g  commitment th e o ry  (Staw,

1981; Whyte, 1 9 86 ) ,  which suggest t h a t  d e c is io n  makers a re  more 

r is k  seeking in  the  fa c e  o f  f a i l u r e  than success. Asset and 

debt growth a re  l in k e d  by th e  f in a n c in g  o f  h igh-grow th  

s t r a te g ie s  w ith  d eb t. The need to  fund growth through debt may 

be more p ress ing  f o r  d e c l in in g  f i r m s ,  because they  may have 

less  access to  e q u ity  fund ing  than s trong f i r m s .

H3. F a i l in g  f irm s  in  d e c l in in g  in d u s t r ie s ,  th e  m arket 

d e te r io r a t io n  and f i g h t - f o i —m arket-share  pathway ty p e s , w i l l  

d e c l in e  more s lo w ly  than f a i l i n g  f irm s  in  growing  

in d u s t r ie s ,  m arket m a lad ap ta tio n  and loss o f  c o n tro l  

pathways.

F a i l in g  f i r m s  in  d e c l in in g  in d u s tr ie s  w i l l  tend to  d e c l in e  

p a r a l l e l  to  the  in d u s try .  In  g e n e ra l,  in d u s t r ie s  d e c l in e  in  

response to  e v o lv in g  environm enta l c o n d it io n s , and in d u s t r ie s  

seldom suddenly d isap p e ar . On the  o th e r  hand, f a i l i n g  f i rm s  in  

growing in d u s t r ie s  are  more l i k e l y  to  be th e  v ic t im  o f
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f i r m - s p e c i f i c  e v en ts , which tend to  be p layed ou t over s h o r te r  

periods o f  t im e . A ls o , f irm s  in  d e c l in in g  in d u s t r ie s  have 

few er a t t r a c t i v e  e x i t  s t r a te g ie s  than f irm s  in  growing  

in d u s t r ie s .

H4. F a i l in g  f i rm s  w ith  decreasing  s a le s ,  th e  m arket 

d e t e r io r a t io n  and m arket m aladapta tion  pathway ty p e s , w i l l  

d e c l in e  more s lo w ly  than f a i l i n g  f irm s  w ith  in c re a s in g  

s a le s ,  f ig h t - f o r - m a r k e t - s h a r e  and loss o f  c o n tro l pathways.

Growth s t r a t e g ie s  a re  in h e re n t ly  r is k y ,  and decreasing  

s a le s  may be an in d ic a to r  o f  a r is k -a v e r s e  management u n w i l l in g  

to  a c t  d e c is iv e ly  in  th e  fa c e  o f  emerging danger s ig n a ls .  

Decreasing s a le s  suggest s t r a t e g ic  weaknesses, w h i le  

u n p r o f i ta b le  growth suggests o p e ra t io n a l problems, which are  

g e n e ra l ly  more amenable to  qu ick  s o lu t io n s .  A lso , th e  assets  

o f  f irm s  w ith  growing s a le s  w i l l  be more a t t r a c t i v e  to  

o u ts id e rs ,  which may fo rc e  a c t io n  to  re so lv e  problems. The 

assets  o f  f i rm s  w ith  d e c l in in g  s a le s  w i l l  have le s s  v a lu e ,  and 

th e re  w i l l  be less  p ressu re  from o u ts id e rs  to  a c t .  Th is  

argument draws on th e  turnaround l i t e r a t u r e  (as  a le a d in g  

re fe re n c e , see Hambrick, 1 9 85 ).

H5. F a i l in g  f i rm s  in  growing in d u s t r ie s  w i l l  in c re as e  t h e i r  

assets  more r a p id ly  than f a i l i n g  f irm s  in  d e c l in in g  

in d u s t r ie s .
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In d u s try  growth prov ides  an a t t r a c t i v e  environm ent, making 

investments in  a d d i t io n a l  assets more a t t r a c t i v e  than in  

d e c l in in g  in d u s t r ie s .  The hypothesis would appear to  be 

s e l f - e v i d e n t ,  ex ce p t f o r  the  p o s s ib i l i t y  t h a t ,  c o n s is te n t  w ith  

prospect th e o ry ,  d e c l in in g  f irm s  in  d e c l in in g  in d u s tr ie s  are  

w i l l i n g  to  ta k e  g r e a te r  r is k s  than comparable f i rm s  in  more 

fa v o ra b le  c ircum stances .

H6. F a i l in g  f i r m s  in  growing in d u s tr ie s  w i l l  increase  t h e i r  

debt more r a p id ly  than f a i l i n g  f irm s  in  d e c l in in g  

in d u s t r ie s .

The arguments f o r  debt are  e s s e n t ia l ly  the  same as those  

above f o r  a s s e ts ,  w ith  th e  a d d it io n a l  argument t h a t  f irm s  in  

growing in d u s t r ie s  are  more l i k e l y  to  f in d  in v e s to rs  w i l l i n g  to  

accept a d d i t io n a l  debt than f irm s  in  d e c l in in g  in d u s t r ie s .

H7. F a i l in g  f i r m s  w ith  growing sa le s  w i l l  in crease  t h e i r  

assets  more r a p id ly  than f a i l i n g  f irm s  w ith  d e c l in in g  s a le s .

H8. F a i l in g  f i r m s  w ith  growing sa les  w i l l  in crease  t h e i r  

debt more r a p id ly  than f a i l i n g  f irm s  w ith  d e c l in in g  s a le s .

Hypotheses 7 and 8 a re  the  p a r a l le ls  to  Hypotheses 5 and 

6 , s u b s t i tu t in g  d e c l in in g  f i r m  sa le s  f o r  in d u s try  d e c l in e  as 

th e  f a i l u r e  t h r e a t .  W hile  in d u s try  growth s ig n a ls  an 

a t t r a c t i v e  env ironm ent, f i r m  sa le s  growth prov ides  assurance
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th a t  th e  f i r m ’ s s t r a te g ie s  are  working.

H9. For f a i l i n g  f i rm s  in growing in d u s tr ie s  increases in  

debt w i l l  be determ ined more by in creases  in  assets  than by 

d e c lin es  in  income, and the  reverse  w i l l  be t r u e  f o r  f a i l i n g  

f irm s  in  d e c l in in g  in d u s t r ie s .

H10. For f a i l i n g  f i rm s  w ith  growing s a le s  increases  in  debt 

w i l l  be determined more by increases in  assets  than by 

d e c lin es  in  income, and the  reverse w i l l  be t r u e  f o r  f a i l i n g  

f irm s  w ith  d e c l in in g  s a le s .

F a i l in g  f i rm s  by d e f in i t io n  have nega tive  n e t incomes, 

which is  u s u a lly  preceded by negative  cash f lo w s . When cash 

flow s become n e g a t iv e ,  the  f i r m ’ s a l t e r n a t iv e s  a re  e i t h e r  

gradual s e l f - 1 iq u i d a t io n  o r  debt. Firms w ith  d e c l in in g  sa les  

o r in d e c l in in g  in d u s t r ie s  w i l l  have less m o tiv a t io n  to  grow 

than f i rm s  whose s a le s  a re  growing or which a re  in  growing 

in d u s t r ie s .  However, w ith  l im i te d  e x i t  o p p o r tu n i t ie s ,  f irm s  

may f e e l  fo rced  to  borrow to  keep going u n t i l  a turnaround  

occurs o r  an e x i t  o p p o rtu n ity  a r is e s .

Data D e f in i t io n s  and C a lc u la t io n s

In  o rd er  to  assign th e  f a i l i n g  f irm s  in  th e  research  

sample to  the  pathways and r is k  fa c to r s ,  the  fo l lo w in g  

c la s s i f i c a t io n  ru le s  and procedures were fo l lo w e d :
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F i r s t ,  the  ra te s  o f  change in  f i r m  and in d u s try  s a le s ,  

ad ju sted  f o r  i n f l a t i o n ,  f o r  th e  f a i l i n g  f irm s  were c a lc u la te d  

f o r  the  l a s t  f i v e - y e a r  p e r io d  f o r  which data  were a v a i la b le .

For a d e ta i le d  d e s c r ip t io n  o f  th e  da ta  c o l le c t io n  and 

m a n ip u la t io n , see Chapter 5 . On average both f i r m  and in d u s try  

s a le s  e x h ib i te d  slow growth during  the period  under s tudy. The 

mean annual f i r m  s a le s  growth over the  f i v e - y e a r  p e r io d  v a r ie d  

from + 90 .6 8  to  -31 .30% , w ith  a mean o f  + 0.25%. In d u s try  

annual s a le s  growth v a r ie d  from + 22 .45  to  -  15.92%, w ith  a 

mean o f  +1.32%. The average growth in  n a t io n a l  in d u s t r ia l  

production  was 2.40% f o r  th e  same p e r io d . The growth r a te  f o r  

th e  sample would be expected to  be lower than th e  in d u s t r ia l  

average, as d e c l in in g  in d u s t r ie s  were overrepresen ted  in  the  

sample. The f i r m  s a le s  growth r a te  was less  than th e  in d u s try  

growth r a te ,  but t h i s  would be expected f o r  f a i l i n g  f i r m s .

Assets and debt in c lu d e  s tock elements as w e l l  as f lo w , so 

meaningful q u a n t i t a t iv e  i n f l a t i o n  adjustm ents are  more 

d i f f i c u l t  f o r  assets  and debt than f o r  s a le s .  Consequently, 

high asse t and debt growth were d e fin ed  as a doubling  in  va lue  

(100% in c re a s e )  f o r  e i t h e r  v a r ia b le  over the  f i v e - y e a r  research  

p e r io d , r a th e r  than using an a n n u a lly  ad ju sted  i n f l a t i o n  

f a c t o r .  Given t h a t  the  mean i n f l a t o r  f o r  f i v e  years was 1 .432 ,  

th e  doubling o f  assets  and debt was comparable to  a 40% 

increase  on an in f la t io n -a d ju s t e d  ba s is . The mean 

n o n in f la t io n -a d ju s te d  growth r a te  f o r  f a i l i n g  f i r m s  was 95% fo r  

assets  and 205% f o r  d eb t. For n o n fa i l in g  f irm s  assets  grew by
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78* and debt by 6 9 * .

Pathway and Risk F ac to r  Assignments

Given the  d e f in i t io n s  and j u s t i f i c a t i o n s  above, th e  

f a i l i n g  f irm s  were c la s s i f i e d  using the  fo l lo w in g  d e c is io n  

r u le s :

1. Market D e te r io r a t io n  Pathway— Any f i r m  which had a 

n e g a t iv e  sa les  growth in  a n eg a tive  growth in d u s try .

2 . Market Mai a d a p ta t io n  Pathway— Any f i r m  which had a 

n e g a tiv e  s a les  growth in  a p o s i t iv e  growth in d u s try .

3 . F ig h t  f o r  Market Share Pathway— Any f i r m  which had a 

p o s i t iv e  sa les  growth in  a n eg a tiv e  growth in d u s try .

4 . Loss o f  C ontro l Pathway— Any f i r m  which had a p o s i t iv e  

s a les  growth in  a p o s i t iv e  growth in d u s try .

5 . H igh-Growth S t r a te g ic  R isk— Any f i r m  which reported  

t o t a l  assets  in  the  l a s t  annual re p o r t  b e fo re  bankruptcy  

which were double o r  more than those rep o rted  f i v e  years  

p re v io u s ly .

6 . F in a n c ia l  Leverage R isk— Any f i r m  which re p o rte d  t o t a l  

l i a b i l i t i e s  in  the  l a s t  annual re p o r t  be fo re  bankruptcy  

which were double o r  more than those rep o rted  f i v e  years  

p re v io u s ly .
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R esu lts

Path C la s s i f ic a t io n  R esu lts

The c l a s s i f i c a t i o n  o f  f irm s  is  summarized in  F igure  7 .2 ,  

and the  d e t a i le d  l i s t i n g s  by pathway and in d u s try  a re  shown in  

Tables 7.1 and 7 .2 .  Contingency ta b le  a n a ly s is  in d ic a te d  th a t  

th e  on ly  s i g n i f i c a n t  d e v ia t io n s  from random d is t r ib u t io n s  were 

f o r  th e  doubled debt and assets  f o r  f irm s  w ith  growing sa le s  in  

growing in d u s t r ie s .

F igure  7 .2

Firm Sales and In d u s try  Sales  
Asset and Debt Growth R e la t io n s h ip s

INDUSTRY SALES 
D e c l in in g  Growing T o ta ls  

FIRM SALES -------------------------------------------
Path 1 Path 2
TF 19 | TF 21 TF 40

D ec lin in g DA 1 ! DA 1 DA 2
DD 2 ! DD 4 DD 6

Path 3 ! Path 4
TF 10 ! TF 23 TF 33

Growing DA 6 I DA 9 DA 15
DD 6 ! DD 17 DD 23

TF 29 TF 44 TF 73
T o ta ls DA 7 DA 10 DA 17

DD 8 DD 21 DD 29

(TF = T o ta l F irm s, DA = Doubled A ssets, DD = Doubled Debt)
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Table  7.1

Fi rms C la s s i f ie d  by D ec!ine  Pathway

Fi rm DNUM CNUM

Market D e te r io r a t io n
(D e c l in in g  S a le s , D e c lin in g  In d u s try )

DOUBLED
ASSETS

A lte c 3651 21438
Auto T ra in  Corp 4013 52755
Beker In d u s t r ie s 2870 77266
Berven C arpet Corp. 2270 86068
Branch In d u s t r ie s 4210 105187
Cook U n ited 4210 216244
Cooper J a r r e t t 4210 216687
Crompton 2200 227129
Eastmet 3310 277488
Garland Corp. 2300 366064
K - te l  In te r n a t io n a l 3652 482724
LTV C orpora tion 3310 565020
Magic Marker Corp. 3950 559142
M obile  Homes In d . 5270 607386
Richton In t e r n a t io n a l 3911 765516
Smith In t e r n a t io n a l 3533 832110
Tacoma Boatbu i 1d i ng 3730 873452
Transcont. Energy 1381 895560
W h e e lin g -P ittsb u rg h 3310 963150

Subtota l

Market Mai a d a p ta t io n
(D e c l in in g  S a le s , Growing In d u s try )

AM In te r n a t io n a l  
Barclays In d u s t r ie s  
Bobbie Brooks 
Cont i n e n ta 1 S te e 1 
Glover In c .
Good, L. S. Co. 
Le isure  Dynamics 
Lynnwear Corp.
Mego In te r n a t io n a l  
Mesta Machine Co. 
Morton Shoe Cos. 
N atio n a l Shoes 
Pathccm
Poloron Products In c

3550 1723
2400 67374
2300 96779
3310 212072
2010 379848
5311 382073
3940 525400
2300 551675
3940 585163
3540 590825
5661 616390
5661 637691
3662 703191
2450 731568

19
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Table 7.1 ( c o n t . )

Fi rms C la s s i f ie d  bv Dec1i ne Pathway

Firm DNUM CNUM DOUBLED DOUBLED
ASSETS DEBT

M arket Mai a d a p ta t io n
(D e c l in in g  S a le s , Growing In d u s try )

Robintech In c . 3079 771010
Rusco 3442 781768
Sal an t Corp. 2300 793897
S te v c o k n it  In c . 2250 860156
Tobin Packing Co. 2010 888837 X
Upson Co. 2600 916745 X
White Motor 3713 964066

S ub to ta l 21 1 4

F ig h t  f o r  M arket Share
(Growing S a les , D e c l in in g  :In d u s try )

Amfesco In d u s tr ie s 3069 31145 X X
Berry In d u s tr ie s 3533 85776 X X
Commodore 2450 202651
Flame In d u s tr ie s  In c 3533 338486 X V/

A

Global Marine 1381 379352 X X
Lionel Corp. 5999 536257 X X
Phoenix S tee l 3310 719151
Revere Copper 3350 761406
Solomon, Sam, In c . 5999 834269 X X
Stee lm et In c . 5093 858263

S ub to ta l 10 6 6

Loss o f  Control
(Growing S a les , Growing In d u s try )

Advent 3651 7551
Anglo Energy 4210 35054 X X
Argo Petroleum 1311 40138 X
B r a n i f f  I n t l .  Airway 4511 105425 X
CS Group 2300 126351
C a p ito l A i r 4511 140556 X
C h a rte r  Co. 5170 161177 X X
C o n tin en ta l A i r l in e s 4511 210795
Data Access Systems 3683 237570 X X
Gilman Se rv  i ces 5120 375847
KDT In d u s tr ie s 5331 482455 X X
MGF O i l 1381 552813 X X
M a n v il le  Corp. 3230 565020 X

- 1 7 3 -
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Table 7.1 ( c o n t . )

Fi rms C la s s i f ie d  bv P e e lin e  Pathway

Fi rm DNUM CNUM DOUBLED DOUBLED

Loss o f  C ontro l
(Growing S a le s , Growing In d u s try )

Marion Corp. 2911 568695
McLouth s te e l  3310 582273
Nucorp Energy 3533 670349
Robins, A .H . 2830 770706
Sambo’ s R es tau ran ts  5812 795872
Saxon In d u s t r ie s  2600 805567
Storage Technology 3573 862111
Towle Mfg. 3914 892008
UNR In d u s t r ie s  3310 903185
Wickes Cos. 5411 967441

x

x

x

x
x
X

x
x
x
x

S u b to ta l 23 9 17

T o ta ls  73 17 29

Table  7 .2

Pathways by In d u s try

INDUSTRY AND FIRM BR SIC PATH . DOUBLE DOUBLE
YR CODE ASSETS DEBT

Petroleum  In d u s try

Argo Petroleum 1986 1311 4 X
Anglo Energy 1983 1389 4 X X
C h a rte r  Co. 1984 2911 4 X X
Global Marine 1986 1381 3 X X
MGF O i l 1984 1311 4 X X
Marion Corp. 1983 1311 4 X
Nucorp Energy 1982 1311 4 X X
T ra n s c o n t. Energy 1984 1381 1

S ubto ta l 6 5 7

-  174-
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Tab le  7 .2  ( c o n t . )

Pathways by In d u s try

INDUSTRY AND FIRM BR SIC PATH DOUBLE DOUBLE
YR CODE ASSETS DEBT

T e x t i le s  and C lo th in g  In d u s try

Amfesco In d u s t r ie s 1985 3143 3
Berven C arpet 1983 2271 1
Bobbie Brooks 1982 2330 2
CS Group 1982 2339 4
Crompton 1984 2211 1
Garland Corp. 1980 2330 1
Lynnwear Corp. 1981 2330 2
Richton In t e r n a t io n a l  1980 3961 1
Sal a n t Corp. 1985 2310 2
S te v c o k n it  In c . 1981 2250 2

Subtotal 10

Process (M is c e lla n e o u s )

B arc lays In d u s t r ie s 1981 2400 2
Commodore 1985 2450 3
Glover 1980 2011 2
Poloron Products 1982 2452 2
Robins, A .H . 1985 2834 4
Robintech In c . 1983 3079 2
Tobin Packing Co. 1981 2011 2 X
Upson Co. 1980 2661 2 X

Subtota l 8 0 2
le ta ls  and M in ing

Beker In d u s t r ie s 1985 2874 1
C o n tin e n ta l S te e l 1980 3441 2
Eastmet 1986 3312 1 X
LTV C orpora tion 1986 3312 1
M a n v i l le  Corp. 1982 3290 4 X
McLouth S te e l 1981 3316 4 X
Phoenix S te e l 1983 3312 3
Revere Copper 1982 3351 3
Rusco 1982 3442 2
Stee lm et In c . 1983 3398 4
UNR In d u s t r ie s 1982 3317 4 X
W h e e lin g -P it ts b u rg h 1985 3312 1

Subtota l 12 0 4

-1 7 5 -
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Table  7 .2  ( c o n t . )

Pathways by In d u s try

INDUSTRY AND FIRM BR SIC PATH DOUBLE DOUBLE
YR CODE ASSETS DEBT

M anufacturing

AM In te r n a t io n a l 1982 3550 2
Advent 1981 3651 4
A lte c 1983 3651 1
B erry In d u s t r ie s 1984 3533 3 X
Data Access Systems 1983 3573 4 X
Flame In d u s t r ie s 1983 3533 3 X
Le isure  Dynamics 1983 3944 2
Magic Marker 1980 3953 1
Mego In te r n a t io n a l 1982 3940 2 X
Mesta Machine Co. 1983 3541 2
Pathcom 1981 3662 2
Smith In te r n a t io n a l 1986 3533 1
Storage Technology 1984 3573 4 X
Tacoma B o a tb u ild in g 1985 3731 1 X
Towle Mfg. 1986 3914 3
White Motor 1980 3713 2

Subto ta l 16 6
T ra n s p o r ta t i  on

Auto T ra in  Corp 1980 4011 1
Branch In d u s t r ie s 1984 4213 1
B r a n i f f  I n t l .  Airway 1982 4511 4
C a p ito l A ir 1984 4511 4
Conti nenta l Ai r 1 ines 1983 451 1 4
Cooper J a r r e t t 1981 4213 1

S ub to ta l 6

-1 7 6 -
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Table  7 .2  ( c o n t . )

Pathways by In d u s try

D is t r ib u t io n — Wholesale and R e ta i l

Cook U nited 1984 5311 1
Gilman Serv ices 1982 5122 4
Good, L. S. Co. 1980 5311 2
KDT In d u s tr ie s 1982 5311 4 X X
K - te l  In te r n a t io n a l 1984 5099 1
Lionel Corp. 1982 5945 3 X X
M obile  Homes In d . 1984 5271 1
Morton Shoe Cos. 1982 5661 2
N atio n a l Shoes 1980 5661 2
Sambo’ s R estaurants 1981 5812 4 X X
Saxon In d u s tr ie s 1982 5111 4
Solomon, Sam, In c . 1980 5311 3 X X
Wickes Cos. 1982 5211 4 X X

Subtota l 13 5 5

T o ta ls 73 17 29

The d i s t r ib u t io n  o f  paths and r is k  fa c to r s  by in d u s try  

groupings appears to  be c o n s is te n t  w ith  in d u s try  re p u ta t io n s .  

Problems in  in d u s try  c la s s i f i c a t io n  and lack  o f  in fo rm a tio n  

about th e  in d u s try  po pu la tio n s  in h ib i te d  s t a t i s t i c a l  t e s t in g  o f  

th e  r e s u l ts ,  but th e  s im ple count data  were s u f f i c i e n t  to  make 

some q u a l i t a t i v e  o b serv a tio n s . A lso, i t  is  im po rtan t to  

recognize  t h a t  a l l  th e  q u a n t i t a t iv e  in d u s try  growth ra te s  used 

elsewhere in  t h i s  study r e f e r  to  narrow ly  d e fin ed  in d u s try  

c la s s i f i c a t io n s ,  w h ile  th e  in d u s try  groupings here a re  broadly  

d efin ed  and cover th e  e n t i r e  research p e r io d . Consequently  

they  t y p i c a l l y  in c lu d e  both growing and d e c l in in g  segments, so 

the  r e s u l ts  cannot be d i r e c t l y  r e la te d  to  th e  r e s u l ts  r e la t in g  

f a i l u r e  p a t te rn s  to  in d u s try  growth or d e c l in e .

-1 7 7 -
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The petro leum  in d u s try  was c h a ra c te r iz e d  by h ig h - r is k  

s t r a te g ie s  and h igh  f i r m  and in d u s try  growth, but the  reported  

r a te  o f  growth in  th e  petroleum  in d u s try  needs to  be 

in te r p r e te d  w i th  c a re .  A l l  growth ra te s  were based on d o l la r  

volumes, and p r ic e  increases  f o r  petroleum  products were 

s u b s t a n t ia l ly  h ig h e r  during  t h i s  p e r io d  than th e  o v e r a l l  

i n f l a t i o n  r a t e .

For m eta ls  and mining f i rm s  d i f f e r e n t i a l  p r ic e  i n f l a t i o n  

ra te s  may e x p la in  th e  lack  o f  c o n s is te n t  growth p a tte rn s  a t  

both f i r m  and in d u s try  le v e l .  However, both growing and 

d e c l in in g  f i r m s  were c o n s is te n t ly  r is k -a v e r s e .

In  the  t e x t i l e  in d u s try  f i rm s  t y p i c a l l y  had d e c lin in g  

s a le s  and lo w - r is k  c h a r a c t e r is t ic s ,  re g a rd le s s  o f  in d u s try  

growth o r  d e c l in e ,  which v a r ie d  w ith  in d u s try  segment and tim e  

p er io d .

The process in d u s t r ie s  were a d iv e rs e  group f irm s  sharing  

a common emphasis on low technology conversion o f  raw m a te r ia ls  

to  consumer goods, in c lu d in g  meat and wood products. They 

t y p i c a l l y  had d e c l in in g  sa le s  in  a growing in d u s try  and were 

r is k -a v e r s e .

M anufacturing  f i r m s ,  a very  d iv e rs e  group, were t y p i f i e d  

by d e c l in in g  s a le s  and h ig h - r is k  s t r a t e g ie s .  I t  may be th a t  

e x i t  b a r r ie r s  were h ig h er  than f o r  t e x t i l e  f i r m s ,  o r  t h a t  banks
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and f in a n c e  companies were more w i l l i n g  to  extend c r e d i t  to  

f i rm s  w ith  more c a p i ta l  asse ts  to  mortgage.

The t r a n s p o r ta t io n  group included both t ru c k in g  f irm s  and

a i r l i n e s ,  which behaved ve ry  d i f f e r e n t l y .  A l l  the  t ru c k in g  

f irm s  had d e c l in in g  s a le s  in  a d e c l in in g  in d u s try  and were 

lo w - r is k .  The a i r l i n e s  were growing f irm s  in  a growing  

in d u s try  and were r e l a t i v e l y  r is k  seeking.

The f i r m s  in  the  d i s t r ib u t io n  group were h ig h ly  d iv e rs e .

The group inc luded  w h o le s a le rs , r e t a i l e r s ,  and one re s ta u ra n t  

ch a in . N e i th e r  t h e i r  pathway p a t te rn  nor t h e i r  r i s k  a t t i tu d e s  

e x h ib i te d  any s i g n i f i c a n t  cons is tency .

Q u a n t i t a t iv e  R es u lts

The p rev ious  s e c t io n  prov ided some q u a l i t a t i v e  and 

c a te g o r ic a l  ana lyses o f  th e  d a ta  on d e c l in in g  f i r m s .  This  

s e c t io n  w i l l  p ro v id e  th e  q u a n t i t a t iv e  data  developed in  t h is  

research and used in  hypothesis  t e s t in g ,  r e ly in g  la r g e ly  on the  

use o f  ta b le s  which are  in tended to  be s e l f - e x p la n a to r y .  The 

o rd e r  o f  p re s e n ta t io n  w i l l  be ra te s  o f  d e c l in e  o f  f a i l i n g  

f i r m s ,  then com parative d a ta  f o r  f a i l i n g  and n o n fa i l in g  f i rm s ,  

and then com parative  da ta  by f a i l u r e  pathway ty p e .
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Table  7 .3  shows the d e c l in e  ra te s  by path and path  

com binations. As described in  Chapter 5 th e  d e c l in e  ra te s  were 

c a lc u la te d  using th e  form ula:

r a te  o f  d e c l in e  = 1/(number o f  years w ith  ne t losses + 1 ) .

Table 7 .3  

Rates o f  D ec line

P a th ( s ) n Rate s . d.
1 19 .273 .109
2 21 .300 .111
3 10 .442 .215
4 23 .446 .248

1 & 2 40 .291 .110
1 & 3 29 .331 .171
2 & 4 44 .380 .205
3 & 4 33 .445 .235

O v e ra l1 73 .367 .206

The ra te s  o f  d e c lin e  f o r  f irm s  w ith  d e c l in in g  s a le s ,  Paths 

1 and 2 , were n e a r ly  the  same and much lower than f o r  f irm s  

w ith  growing s a le s ,  Paths 3 and 4 , which were a ls o  q u ite  

s im i la r .  The d i f fe r e n c e s  in  the  ra te s  o f  d e c l in e  by path,  

using e i t h e r  s in g le  o r  combined path r a te s ,  were s t a t i s t i c a l l y  

s i g n i f i c a n t  on ly  when the  sample was p a r t i t io n e d  on f i r m  sa les  

growth .

The com parative  mean growth ra te s  in  s a le s ,  a s se ts , and 

debt f o r  th e  bankrupt and nonbankrupt f i rm s  are  shown in  Table  

7 .4 .  A l l  th e  asse t and debt growth ra te s  in  t h i s  study are  

based on da ta  t h a t  was not ad justed  f o r  i n f l a t i o n .  For 

com parative purposes the  mean GNP d e f la t o r  f o r  the  f iv e - y e a r
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period s tud ied  f o r  each f i r m  was 1 .4 2 ,  so a nominal growth o f  

42* approximates re a l  zero  growth.

Table 7 .4

Comparative Growth Rates in  S a les , Assets, and Debt 
Bankrupt and Nonbankrupt Firms 
(means and standard d e v ia t io n s )

Bankrupt Nonbankrupt D if fe re n c e
*  In crease  over F ive  Years ( t  t e s t )

S a le s *
A ssets*
Debt*

106 (434)  
95 (203)  

205 (336)

84 (133)  
78 (8 9 )  
88 (128)

n .s .  
n .s .  

pr < .01

F a i l in g  f irm s  increased t h e i r  s a le s ,  a s s e ts , and debt more 

ra p id ly  than n o n fa i l in g  f i rm s ,  but on ly  the  d i f fe r e n c e  in  

increases  in  debt was s ig n i f i c a n t .  As c o n s is te n t ly  noted  

throughout t h is  s tudy , th e  f a i l i n g  f irm s  e x h ib i te d  much g re a te r  

va rian c e  in  t h e i r  behavio r than n o n fa i l in g  f i r m s .  G e n e ra l ly ,  

small f i rm s  e x h ib i te d  h ig h er growth ra te s  than la rg e  f i r m s .

This  is  demonstrated by growth ra te s  f o r  the  sample means ( th e  

e q u iv a le n t  o f  s iz e -w e ig h te d  means) o f  the  bankrupt f irm s  which 

were: s a le s  4 9 * ,  assets  6 9 * ,  and debt 112*; f o r  nonbankrupt 

f irm s :  s a le s  2 7 * ,  assets  3 3 * ,  and debt 5 3 * .

F igure  7 .3 ,  s im i l a r  in  form at to  the  prev ious  F igures  7.1  

and 7 .2 ,  g ives the  q u a n t i t a t iv e  growth ra te s  by pathway, and 

Table 7 .5  expands on t h a t  d a ta .
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Fig u re  7 .3

Asset and Debt Growth by Pathway

In d u s try  Sales  
D e c l in in g  Growing T o ta ls

Fi rm 
Sales

D e c !in in g

Growing

1. Market 2. Market
D e te r io r a t io n Mai a d a p ta t io n

n 19 n 21 n 40
AG 4 3 .5 AG - 2 . 8 AG 19.6
DG 9 1 .8 DG 9 2 .0 DG 9 1 .9

3 . F ig h t  f o r 4 .  Loss o f
Market Share C ontro l

n 10 n 23 n 33
AG 163.9 AG 196.0 AG 186.3
DG 245 .2 DG 383.1 DG 341 .3

n 29 n 44 n 73
AG 8 5 .0 AG 101 .1 AG 94 .7
DG 144.7 DG 2 44 .2 DG 204.7

T o ta ls

AG = Asset Growth in  %, DG = Debt Growth in  %

Table 7 .5

Assets and Growth Rates in  Assets and Debt by Path  
(means and standard d e v ia t io n s )

V a r ia b le Path 1 Path 2 Path 3 Path 4

i i 19 21 10 23

T o ta l Assets  
Year 6

($  mi 1) 360.7
(9 2 2 .2 )

110.2
(1 9 3 .4 )

144.8  
( 2 0 1 .7 )

2 5 0 .4  
( 3 0 1 .7 )

Asset Growth 
Year 6 to  1

(%) 4 3 .5
(1 6 6 .0 )

2 .8
(4 0 .3 )

163.9
(1 5 3 .4 )

196 .0
(2 7 7 .8 )

Debt Growth 
Year 6 to  1

( * ) 91 .8  
( 2 1 6 .2 )

9 2 .0
(1 8 0 .3 )

245 .2
(2 0 6 .5 )

383.1
(4 7 7 .0 )

The r e l a t i v e  s iz e  o f  th e  f irm s  by pathway appears to  be 

c o n s is te n t  w ith  t r a d i t i o n a l  wisdom about f a i l i n g  f i r m s .  Firms  

w ith  d e c l in in g  s a le s  in  d e c l in in g  in d u s t r ie s ,  Path 1, t y p i c a l l y  

came from mature heavy in d u s tr ie s  and included th e  la rg e  s te e l
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companies, LTV Corp. and W h e e lin g -P it ts b u rg h . I t  a ls o  included  

a l l  th re e  s u rfa ce  t r a n s p o r t  f i r m s .  The f i rm s  w ith  d e c l in in g  

sa le s  in  growing in d u s t r ie s ,  Path 2, t y p i c a l l y  came from v o l a t i l e  

consumer nondurables in d u s t r ie s ,  such as t e x t i l e s ,  c lo th in g ,  

to y s , and r e t a i l i n g ,  which tend to  be r e l a t i v e l y  s m a ll .  Firms 

w ith  growing s a le s  in  growing in d u s t r ie s ,  Path 4, included most 

o f  the  f i rm s  which had been sub jec ted  to  s p e c i f ic  f i r m  o r  

in d u s try  shocks. Th is  group included th re e  f irm s  h u r t  by product  

l i a b i l i t y  l i t i g a t i o n ,  M a n v i l le ,  A. H. Robins, and UNR In d u s t r ie s  

and th re e  a i r l i n e s  which f a i l e d  fo l lo w in g  the  d e re g u la t io n  o f  the  

in d u s try .  The Path 3 group, growing s a le s  in. a d e c lin in g  

in d u s try ,  was s m a ll ,  and the  f i rm s  in i t  were not e a s i ly  

c a te g o r i zed .

As can be seen from F ig u re  7 .3  and Table 7 .5 ,  f i r m  growth 

e f f e c t s  dominated in d u s try  growth e f f e c t s .  To f u r t h e r  q u a n t i fy  

the  separa te  e f f e c t s  o f  f i r m  and in d u s try  growth, a number o f  

analyses were run using pooled data  from p a ir s  o f  pathway types .  

The r e s u l ts  o f  those analyses a re  g iven in  Tables 7 .6  and 7 .7 .

The r e s u l ts  d e c is iv e ly  demonstrate the  overwhelming  

dominance o f  f i r m  e f f e c t s ,  w ith  both a s s e t  and debt growth  

showing s i g n i f i c a n t  d i f fe re n c e s  between the  groups o f  f irm s  

obta ined  by p a r t i t io n in g  the  sample on f i r m  sa le s  growth.
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Table 7 .6

Percentage Changes in Debt over Time by Groups 
(s tan d a rd  d e v ia t io n s  in  parentheses)

Grouping
V a r ia b le

In d u s try  
Fi rm

In d u s try  
Fi rm

44
33

44
33

Growing 
Fi rms

%

2 44(391 )  
341(4 1 5 )

D ec !in in g
Fi rms 

n %
F iv e -Y e a r  Period

29
40

145(222)
92 (196)

Two-Year Period

58 (140 )
80 (152 )

29
40

4 5 (80 )
29 (79 )

D if fe re n c e

n .s .
p r  < .001

n .s .
n .s .

Table  7 .7

Percentage Changes in  Assets over Time by Groups 
(s tan d a rd  d e v ia t io n s  in  parentheses)

Grouping
V a r ia b le

In d u s try  
Fi rm

In d u s try  
Fi rm

n

44
33

44
33

Growing 
F i rms 

%

101(224)  
186(245)

D e c lin in g
Fi rms 

n %
F iv e -Y e a r  Period

29
40

85(169)
19(119)

iwo-Year Period

15 (112 )  
8 0 ( 152)

29
40

8 (4 7 )
29 (79 )

D if fe re n c e  
( t  t e s t )

n .s .
p r  < .001

n .s .
n .s .

However, th e  d i f fe r e n c e s  arose r e l a t i v e l y  e a r ly  in  th e  f i v e  year 

prebankruptcy p e r io d ;  no d i f fe r e n c e s  were observed -in th e  la s t  

two o f  those y ears . The s trong e f f e c t  o f  f i r m  growth a ls o  

outweighs the d i f fe r e n c e  between f a i l i n g  and n o n fa i l in g  f i rm s .  

For f a i l i n g  f irm s  w ith  d e c l in in g  s a le s ,  assets  grew more s low ly  

than f o r  n o n fa i l in g  f i rm s ,  w h ile  f o r  f a i l i n g  f irm s  w ith  growing 

s a le s ,  assets  grew more r a p id ly .  Growth in  debt d isp la yed  a
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s im i la r  p a t te r n ,  re in fo rc e d  by the  s ig n i f i c a n t  d i f fe r e n c e  in  debt  

growth between f a i l i n g  and n o n fa i l in g  f i r m s .

On average, the  f a i l i n g  f i rm s  increased t h e i r  debt more than  

t h e i r  a s se ts , a 205X in crease  in  debt and a 95% increase  in  

a s se ts . N o n fa i l in g  f i rm s  a lso  increased t h e i r  debt more than  

t h e i r  asse ts , but th e  d i f fe r e n c e  f o r  them was s m a ll ,  an 88*  

in crease  in  debt and a 78% increase  in  asse ts . A p o ss ib le  added 

e x p la n a t io n  f o r  the  f a i l i n g  f i r m s ’ in creas in g  debt was t h a t  they  

were using debt to  cover income losses.

Table  7 .8  shows th e  r e s u l ts  o f  a regress ion  a n a ly s is  used to  

determ ine the  r e l a t i v e  importance o f  in cre a s in g  assets  and losses  

in  income in  e x p la in in g  th e  increases  in  debt by the  f a i l i n g  

f i r m s .  The increase  in  debt, f o r  each o f  th e  groups o f  f irm s  and 

th e  pooled sample, was regressed on the change in  o p era tin g  

income and n e t income and on th e  change in  t o t a l  as se ts , f o r  the  

f u l l  f i v e - y e a r  p e r io d  p r io r  to  bankruptcy and the  la s t  tw o-year  

p e r io d . The r e s u l ts  f o r  o p era t in g  income and n e t  income were 

e s s e n t ia l ly  p a r a l l e l ,  so only  th e  r e s u lts  f o r  n e t  income w i l l  be 

re p o rte d . In  a l l  cases R-SQ was h igh , ranging from .60 to  .9 1 .  

For each p a r t i t io n e d  reg ress io n  a Chow t e s t  was conducted to  t e s t  

f o r  th e  e q u a l i ty  o f  th e  c o e f f ic ie n t s ,  w ith  the  n u l l  hypothesis  

t h a t  they are  equal (Chow, 1960; Hambrick and L e i ,  1 985 ).
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Tab le  7 .8

Regression R esu lts : Change in  Debt Regressed
on Changes in  Income and Assets

(Pooled Sample, n = 73)

FIVE-YEAR MODEL TWO-YEAR MODEL
beta  t  s ig . b e ta t  s ig .

Change In :
Assets .83 10.67 * * * .90 2 1 .2 4  * * *
Income - . 0 2  - . 2 5  n .s . - . 2 9 - 6 .7 3  * * *

R-SQ .67 .87
F 71 .1 2 2 41 .58

PARTITIONED ON INDUSTRY GROWTH/DECLINE
FIVE-YEAR MODEL

GROWING DECLINING
(n = 44) (n = 29)

beta  t  s ig . b e ta t  s ig .
Change In :
Assets .92 7 .17  * * * .93 11 .53  * * *
Net Income - . 1 6  - 1 .2 8  n .s . .05 .66  n .s .

R-SQ .66 .84
F 39 .7 3 6 7 .9 5
Chow t e s t  d i f fe r e n c e  not s i g n i f i c a n t

PARTITIONED ON FIRM SALES GROWTH/DECLINE 
FIVE-YEAR MODEL

GROWING DECLINING
(n = 33) (n = 40 )

Change In :
b e ta  t  s ig . b e ta t  s ig .

Assets .80  5 .37  * * * .82 8 .7 0  * * *
Net Income - . 0 3  - .2 1  n .s . .02 .20  n .s .

R-SQ .60 .67
F 22 .92 3 8 .2 5
Chow t e s t  d i f fe r e n c e  not s i g n i f i c a n t
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T ab le  7 .8  ( c o n t . )

Regression R esu lts :  Change in  Debt Regressed 
on Changes in  Income and Assets  

(Pooled Sample, n = 73)

PARTITIONED ON INDUSTRY GROWTH/DECLINE 
TWO-YEAR MODEL

GROWING 
(n = 44)

beta  t  s ig .
Change In :
Assets .92  20 .0 2  * * *
N et Income - . 3 2  - 6 .8 8  * * *

DECLINING 
(n = 29)

R-SQ
F

.91
217.53

beta

.85
- . 0 4

.71
32.02

t  s ig .

7 .97  * * *  
- . 3 5  n .s .

Chow t e s t  d i f fe r e n c e  not s i g n i f i c a n t

PARTITIONED ON FIRM SALES GROWTH/DECLINE 
TWO-YEAR MODEL

Change In :
Assets  
Net Income - .0 1

GROWING 
(n = 33) 

b e ta  t  s ig .

.96  15 .75  * * *
- . 2 2  n .s .

R-SQ
F

.89
124.86

DECLINING 
(n = 40)  

beta t  s ig .

.74 11 .69  * * *
- .6 1  - 9 .6 6  * * *

.85 —
106.49

Chow t e s t  d i f fe r e n c e  s ig n i f ic a n c e  p < .05  

* * *  p < .0 0 1 , *  < .0 5 ,  n .s .  p > .05

For the  f i v e - y e a r  p e r io d  be fore  b a n k r u p t c y ,  change in  

assets  was the  o n ly  s i g n i f i c a n t  p r e d ic to r  o f  th e  change in  debt 

in  the  pooled samples and a l l  p a r t i t io n s .  For th e  tw o -year  

p eriod  before  bankruptcy , both th e  change in  asse ts  and th e  

change in  income were s i g n i f i c a n t  p re d ic to rs  o f  th e  change in  

debt in  the  pooled sample. When the  sample was p a r t i t io n e d  on 

in d u s try  g ro w th /d e c l in e ,  change in  income was s i g n i f i c a n t  f o r  

f irm s  in  growing in d u s t r ie s ,  but not f o r  f irm s  in  d e c l in in g
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in d u s t r ie s .  When th e  sample was p a r t i t io n e d  on f i r m  sa les  

g ro w th /d e c l in e ,  change in  income was s ig n i f i c a n t  f o r  f irm s  w ith  

d e c l in in g  s a le s  and no t s i g n i f i c a n t  f o r  f irm s  w ith  growing  

s a le s .  However, change in  assets  had a h igher beta  c o e f f i c ie n t  

than change in  income, which in d ic a te s  i t  was the  more 

im portant p r e d ic to r .  In  summary, in creas in g  assets  was the  

dominant d r iv in g  fo rc e  behind the  f a i l i n g  f i r m s ’ increases  in  

debt. Income loss became im portant on ly  in  the  l a s t  two years  

before  bankruptcy, and then on ly  fo r  th e  group o f  f i rm s  in  

growing in d u s t r ie s  and the  group o f  f irm s  w ith  d e c l in in g  s a le s .

Results  o f  Hypothesis  T e s tin g

The r e s u l ts  o f  th e  hypothesis  t e s t in g  are  d isp layed  in  

Table 7 .9  below. The d a ta  used fo r  hypothesis  t e s t in g  are  

provided in  d e t a i l  in  th e  ta b le s  imm ediately preceding t h is  

s e c t io n . In  a l l  cases th e  experim enta l r e s u lts  were in  the  

d i r e c t io n  hypothes ized , but in  severa l cases th e  r e s u l ts  were 

not s t a t i s t i c a l l y  s i g n i f i c a n t .  The r e l a t i v e l y  la rg e  varian ces  

f o r  f a i l i n g  f i r m  d a ta  item s was a c o n tr ib u t in g  f a c to r  in  th e  

f a i l u r e  to  f in d  s t a t i s t i c a l  s ig n i f ic a n c e .  In  g e n e ra l ,  in d u s try  

e f fe c ts  were weaker than f i r m  e f f e c t s .

-  188-

Re produced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

Table  7 .9

Summary R esu lts  o f  Hypothesis T es tin g

Hypothesis R es u lts *

H1. F a i l in g  f i rm s  in  d e c l in in g  in d u s t r ie s ,  
market d e te r io r a t io n  and f ig h t - f o r - m a r k e t -  
share pathways, w i l l  d e c l in e  more s low ly  
than f a i l i n g  f i rm s  in  growing in d u s t r ie s ,  
market m aladaptation  and loss o f  c o n tro l  
pathways.

H2 . F a i l in g  f irm s  w ith  decreasing s a le s ,  
market d e te r io r a t io n  and market maladap
ta t io n  pathways, w i l l  d e c l in e  more s low ly  
than f a i l i n g  f irm s  w ith  in cre as in g  s a le s ,  
f ig h t - fo r -m a r k e t -s h a r e  and lo s s -o f -c o n t r o l  
pathways.

Supported
nss.

Supported
p < .001

H3. F a i l in g  f irm s  w i l l  in crease  t h e i r  
assets  more r a p id ly  than comparable 
n o n fa i l in g  f i r m s .

Supported
p < .001

H4. F a i l in g  f i rm s  w i l l  in crease  t h e i r  
debt more r a p id ly  than comparable 
n o n fa i l in g  f i r m s .

Supported
p < .001

H5. F a i l in g  f irm s  in  growing in d u s tr ie s  
w i l l  increase  t h e i r  assets  more r a p id ly  
than f a i l i n g  f irm s  in  d e c l in in g  in d u s t r ie s .

Supported
nss.

H6. F a i l in g  f irm s  in  growing in d u s tr ie s  
w i l l  increase  t h e i r  debt more r a p id ly  than  
f a i l i n g  f irm s  in  d e c l in in g  in d u s t r ie s .

Supported
nss.

H7. F a i l in g  f irm s  w ith  growing sa le s  w i l l  
in crease  t h e i r  assets  more r a p id ly  than  
f a i l i n g  f i rm s  w ith  d e c l in in g  s a le s .

Supported
p < .001

H8. F a i l in g  f irm s  w ith  growing sa le s  w i l l  
in crease  t h e i r  debt more r a p id ly  than  
f a i l i n g  f irm s  w ith  d e c l in in g  s a le s .

Supported
nss.

H9. For f a i l i n g  f i rm s  in  growing in d u s t r ie s ,  
in creases  in  debt w i l l  be determined more by 
in creases  in  assets  than by d e c lin e s  in  
income, and th e  reverse  w i l l  be t ru e  f o r  
f a i l i n g  f irm s  in  d e c l in in g  in d u s t r ie s .

Supported
nss.
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Table  7 .9  ( c o n t . )

Summary R esu lts  o f  Hypothesis T e s t in g

H ypothesis R e s u lts *

H10. For f a i l i n g  f i rm s  w ith  growing s a le s ,  Supported
in creases  in  debt w i l l  be determ ined more nss.
by increases in  asse ts  than by d e c lin e s  in  
income, and th e  reverse  w i l l  be t r u e  f o r  
f a i l i n g  f irm s  w ith  d e c l in in g  s a le s .

*  Supported in d ic a te s  the  e f f e c t s  were in  th e  d i r e c t io n  
hypothesized . P r o b a b i l i t i e s  a re  g iven  f o r  s t a t i s t i c a l l y  
s ig n i f i c a n t  r e s u l ts ;  nss. = not s t a t i s t i c a l l y  s i g n i f i c a n t .

D iscussion o f  R esu lts

Chapters 10 and 11 o f  t h i s  d is s e r ta t io n  a re  devoted to  an 

extended and in te g ra te d  d iscuss ion  o f  the  t h e o r e t ic a l  and 

managerial im p l ic a t io n s  o f  a l l  the  r e s u lts  o f  the  s tu d y , but 

th e re  are  some im po rtan t o b servatio n s  about th e  r e s u l ts  

reported  above which can a p p r o p r ia te ly  be made a t  t h i s  p o in t .

In  the search f o r  f a i l u r e  p a t te rn s ,  the sample o f  bankrupt  

f irm s  was f i r s t  compared to  a sample o f  n o n fa i l in g  f i r m s .  The 

sample o f  f a i l i n g  f i r m s ,  taken  as a whole, e x h ib i te d  some 

im portant d i f fe r e n c e s  from a comparison sample o f  n o n fa i l in g  

f i r m s .  Although th e  comparison f irm s  were matched f o r  in d u s try  

and s iz e  in th e  the  s e le c t io n  process, the  f a i l i n g  f i rm s  were 

somewhat weaker s ix  years be fo re  bankruptcy on most f in a n c ia l  

in d ic a to rs  than the  f i rm s  in  a matched sample, which in  tu rn  

were weaker than th e  genera l p o p u la t io n  o f  f i r m s .  The 

q u a n t i t a t iv e  d a ta  f o r  the  sample o f  n o n fa i l in g  f i r m s  used f o r
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these comparisons were rep o rted  in  Chapter 6 , and th e  da ta  f o r  

the  la r g e r  p o p u la t io n  o f  f i rm s  were provided in  C hapter 4 .

In  s p i te  o f ,  o r  because o f ,  these weaknesses, th e  f a i l i n g  

f irm s  undertook g r e a te r  r is k s ,  both s t r a t e g ic  growth r is k s  and 

f in a n c ia l  leverag e  r is k s ,  than t h e i r  more successfu l  

c o u n te rp a r ts . Fu rtherm ore , they continued to  pursue these  

r is k y  s t r a te g ie s  as performance d e c lin e d , as is  i l l u s t r a t e d  in  

Figure  7 .4  (n o te  t h a t  in  t h a t  graph, net income has been 

adjusted  by a co n s ta n t  increm ent o f  $100 m i l l io n  in  o rd e r  to  

make the r e la t io n s h ip s  more v i s i b l e ) .  An extended  

in v e s t ig a t io n  o f  t h i s  p a t te rn  o f  behavior is  the  s u b je c t  o f  the  

next chapter  in  t h i s  s tu d y .

F igure  7 .4  

A ssets , Debt, and Net Income

YERRS BEFORE BRNKRUPTCY
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The f a i l i n g  f i rm s  were r e l a t i v e l y  even ly  d is t r ib u t e d  

across the  fo u r  m u tu a lly  e x c lu s iv e ,  but c o l l e c t i v e l y  

e x h au s tive , c a te g o r ie s  or pathways, based on whether th e  f irm s  

had growing or d e c l in in g  sa les  and whether the  in d u s t r ie s  in  

which they operated  were growing or d e c l in in g .  Of a t o t a l  o f  

73 f i rm s ,  40 had d e c l in in g  s a le s ,  and 33 had growing s a le s ;  29 

were in  d e c l in in g  in d u s tr ie s  and 44 were in  growing in d u s t r ie s .  

These r e s u l ts  do no t p rov ide  much help  in  develop ing  a d e c l in e  

model, but they do dispose o f any easy p re d ic t io n s  about 

bankruptcy-prone environm ents, such as d e c l in in g  s a le s  in  a 

d e c l in in g  in d u s try .

The behavio r o f  th e  f irm s  in  each pathway were q u ite  

d i f f e r e n t  from those in  o th e r  pathways, and in some pathways 

q u ite  d i f f e r e n t  from t h a t  o f  n o n fa i l in g  f i r m s .  B r i e f l y  

summarized by pathway, th e  groups o f  f i rm s  had th e  fo l lo w in g  

c h a r a c t e r is t ic s :

1. Market D e te r io r a t io n  Pathway. These were th e  f irm s  

w ith  d e c l in in g  s a le s  in  d e c lin in g  in d u s t r ie s .  Asset growth 

was below average compared to  both a l l  f a i l i n g  and a l l  

n o n fa i l in g  f i r m s ,  and debt growth was about th e  same as fo r  

n o n fa i l in g  f i r m s ,  but lower than o th e r  f a i l i n g  f i r m s .  L ike  

a l l  f a i l i n g  f i r m  groups, debt growth was s u b s t a n t ia l ly  

h igher than a s se t growth. Th is  group o f  f irm s  d e c lin e d  most 

s lo w ly .

2 . Market M a lad a p ta t io n  Pathway. These were th e  f irm s
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w ith  d e c l in in g  s a le s  in  growing in d u s t r ie s .  Asset growth 

was much below average, a c tu a l ly  n eg a tiv e , compared to  both 

a l l  f a i l i n g  and a l l  n o n fa i l in g  f i rm s .  Debt growth f o r  these  

f irm s  was the  most d is p ro p o r t io n a te  to  asset growth o f  a l l  

f i r m  groupings. These f irm s  d ec lin ed  more r a p id ly  than  

f irm s  in  Pathway 1, but more s low ly  than f irm s  in  Pathways 3 

and 4.

3. F ig h t  f o r  Market Share Pathway. These were the  

f irm s  w ith  growing s a le s  in  d e c l in in g  in d u s t r ie s .  Asset and 

debt growth was above average compared to  both a l l  f a i l i n g  

and a l l  n o n fa i l in g  f i r m s .  These f irm s  d e c lin e d  more r a p id ly  

than f irm s  in  Pathways 1 and 2, but more s lo w ly  than f irm s  

in  Pathway 4 . The hazards o f  f ig h t s  f o r  m arket share a re  

w e l l -e s ta b l is h e d  (Fruhan, 1972).

4 . Loss o f  C ontro l Pathway. These were th e  f irm s  w ith  

growing s a le s  in  growing in d u s t r ie s .  Asset and debt growth 

ra te s  f o r  t h is  group were the h ig h es t o f  any group, and 

d e c lin e s  th e  most ra p id .  Th is  was the  la r g e s t  subset o f  

f a i l i n g  f i rm s .  I t  is  not unreasonable to  expect th a t  

managers in  these circum stances which appear so fa v o ra b le  

w i l l  be slow to  recognize  the  hazards o f  ra p id  growth. The 

e x p e c ta t io n  t h a t  p r o f i t a b i l i t y  w i l l  fo l lo w  leads to  th e  kind  

o f  overextension  o f  resources t h a t  can r e s u l t  in  sudden

col lapse .

The o rd e r in g  o f  th e  groups on ra te  o f  d e c l in e ,  asset  

growth, and debt growth a re  about what would be expected.
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Pathway 1, market d e t e r io r a t io n ,  most c le a r l y  e x e m p l i f ie s  the  

w ith erin g -aw ay  n o tio n  o f  d e c l in e ,  and Pathway 4 th e  

go ing -d ow n -in -f lam es  n o t io n . A l l  elements o f  th e  study  

demonstrated the  dominance o f  f i r m  g ro w th /d e c lin e  e f f e c t s  over  

in d u s try  g ro w th /d e c lin e  e f f e c t s ,  which r e in fo r c e s  th e  b e l i e f  

t h a t  the  q u a l i t y  o f  m anagerial responses to  env ironm enta l  

s t im u l i  is  c r i t i c a l  f o r  th e  s u rv iv a l  o f  o rg a n iz a t io n s  in  

s t r e s s fu l  environm ents. However, the s tre n g th  o f  th e  deduction  

is  l im i te d  by s t a t i s t i c a l  c o n s id e ra t io n s . In d u s try  growth 

r a te s ,  which by d e f i n i t i o n  are  the  weighted means o f  f i r m  

growth ra te s  in  t h a t  in d u s try ,  should be less  v o l a t i l e  than  

f i r m  growth r a te s .

The g re a te r  v a r ian c e  in  f i r m  c h a r a c t e r is t ic s  compared to  

in d u s try  c h a r a c t e r is t ic s  was an obvious e x p e c ta t io n ,  but the  

f in d in g  th a t  f a i l i n g  f i rm s  were more v o l a t i l e  than n o n fa i l in g  

f i rm s  was less  expected . One c o n s is te n t  o b s e rv a t io n  throughout  

the  study was t h a t  the  v a r ia n c e  f o r  any data  item  was g re a te r  

f o r  the  f a i l i n g  f irm s  than f o r  the  n o n fa i l in g  f i r m s .  The 

increased v a r ia n c e  appears to  be due to  both s t r a te g y  and tim e  

f a c to r s .  In  the  face  o f  s t re s s  and d e c l in e ,  f i r m  responses 

were q u ite  v a r ie d .  Some f irm s  pursued h ig h - r is k  growth  

s t r a te g ie s ,  w h ile  o th e rs  went in to  de fens ive  ho ld  o r  s h r in k  

s t r a t e g ie s .  A ls o , e a r ly  in  th e  f iv e - y e a r  study p e r io d ,  some 

f i rm s  were q u i te  p r o f i t a b l e ,  and d e c l in e  was l a t e  and ra p id .  

Other f irm s  fo l lo w ed  o th e r  p a t te rn s ,  some d e c l in in g  e a r ly  and 

hanging on, o th e rs  d e c l in in g  s t e a d i ly .  As a r e s u l t ,  in  any one
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year the  research sample o f  f a i l i n g  f i rm s  was f a r  less  

homogeneous than the  n o n fa i l in g  sample.

From a p r e s c r ip t iv e  s ta n d p o in t ,  th e  most obvious warning  

coming out o f  th e  study is  the  high r is k  o f  debt-funded  

fo rced -g ro w th  s t r a t e g ie s ,  p a r t i c u l a r l y  f o r  weak f irm s  o r  f irm s  

under s t re s s .  The f i rm s  in  th e  study sample were a l l  a t  le a s t  

ten  years o ld  and s u f f i c i e n t l y  e s ta b l is h e d  f o r  t h e i r  stock to
i

be trad ed  on m ajor exchanges, so i t  would be in a p p ro p r ia te  to  

extend t h i s  p r e s c r ip t io n  to  businesses e a r ly  in  t h e i r  l i f e  

c y c le .

There is  l i t t l e  in  th e  study to  e x p la in  the  m o tiv a t io n  f o r  

s t r a te g ie s  fo l lo w e d .  Kahneman and T v e rs k y ’ s (1979) p ro p o s it io n  

t h a t  d ec is io n  makers a re  r is k  seeking in  th e  fac e  o f  imminent 

losses , or Staw’ s (19 81 ) e s c a la t in g  commitment p ro p o s it io n s ,  

may have been a t  work h e re . However, as Bowen (1987) has 

po in ted  o u t,  i t  i s  d i f f i c u l t  to  d is t in g u is h  between d e c is io n  

dilemmas and d e c is io n  e r r o r s .  I t  is  p o s s ib le  t h a t  high e x i t  

b a r r ie r s ,  e i t h e r  f i r m -  o r  in d u s t r y - s p e c i f ic ,  may have l e f t  some 

f i rm s  w ith  few a l t e r n a t iv e s  to  s ta y in g  in  business u n t i l  

bankruptcy became in e v i t a b le .  Any a ttem p t to  e lu c id a te  

m anagerial m o t iv a t io n  is  l im i te d  by the  e x c lu s io n  o f  f i r m  and 

in d u s t r y -s p e c i f ic  r is k s  from th e  s tudy, which in  p ra c t ic e  may 

dominate more g e n e r a l ly  a p p l ic a b le  r is k s .  For a f i r m - s p e c i f ic  

r is k  example, case d a ta  suggest t h a t  m alfeasance in  f a i l i n g  

f irm s  is  a f re q u e n t  c o n t r ib u to r  to  f a i l u r e .
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A major te n e t  o f  modern f in a n c e , both in th e o ry  and 

p r a c t ic e ,  i s  the  in verse  r e la t io n s h ip  between r is k  and r e tu rn .  

U n fo r tu n a te ly ,  the  a v a i la b le  da ta  p o in ts  on ly  to  th e  n eg a tive  

e f f e c t s  o f  increased r i s k .  What is  not known is  whether th e re  

were comparably weak f irm s  which s u c c e s s fu l ly  pursued s im i la r  

h ig h - r is k  s t r a t e g ie s ,  and which were rewarded by s u r v iv a l  and 

h igher than normal re tu rn s .

Chapter Summary

F a i l in g  f i rm s  were found in  a l l  fo u r  quadrants o f  a m a tr ix  

d efin ed  f i r m  and in d u s try  growth, each quadrant re p re s e n tin g  a 

f a i l u r e  pathway. The pathways were: ( i )  market d e t e r io r a t io n ,  

d e c l in in g  s a le s  in  a d e c l in in g  in d u s try ;  ( i i )  market 

m a lad a p ta tio n , d e c l in in g  s a le s  in  a growing in d u s try ;  ( i i i )  

f i g h t  f o r  market sh are , growing sa le s  in  a d e c l in in g  in d u s try ,  

and ( i v )  loss o f  c o n t r o l ,  growing s a le s  in a growing in d u s try .  

Two r is k  fa c to r s  were d e fin ed  as h igh-grow th s t r a t e g ic  r is k  and 

f in a n c ia l  leverage  r is k .

Several s i g n i f i c a n t  r e la t io n s h ip s  between th e  pathways and 

the  r a te  o f  f i r m  p r o f i t  d e c l in e  were observed. In  g e n e ra l,  

f irm s  w ith  growing s a le s  and assets d ec lin ed  r a p id ly  in  p r o f i t s  

c lose  to  th e  bankruptcy d a te . Firms in  growing in d u s t r ie s  a lso  

tended to  d e c lin e  r a p id ly .  On average the  f a i l i n g  f irm s  

e x h ib i te d  h ig h er  growth ra te s  than t h e i r  nonbankrupt
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c o u n te rp a r ts . In  g e n e ra l ,  the  re s u lts  suggest t h a t  high growth 

s t r a te g ie s  c a rry  s i g n i f i c a n t  f a i l u r e  r is k s .  Debt f o r  a l l  

f a i l i n g  f irm s  grew more r a p id ly  than f o r  matching n o n fa i l in g  

f i rm s .  There was some evidence th a t  w h ile  most debt was used 

to  increase  a s se ts , some f irm s  used debt to  cover losses from  

o p e ra t io n s .
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Chapter 8

PATTERNS IN THE DECLINE OF THE BANKRUPT FIRMS 

Chapter In t ro d u c t io n

The preceding chapter  emphasized the growth and d e c l in e  

r e la t io n s h ip s  between f irm s  and th e  in d u s tr ie s  in  which they  

o p era ted . The focus o f  t h i s  ch ap te r  is  on f in d in g  temporal 

p a tte rn s  in  the  d e c l in e  o f  bankrupt f i r m s .  The in t e n t  is  to  

discover i f  th e re  a re  s e q u e n tia l  p a t te rn s  in  the  f in a n c ia l  

in d ic a to r s ,  which can be used to  imply causal r e la t io n s h ip s .

The f in a n c ia l  in d ic a to r s  s tu d ie d  included th e  Altman bankruptcy  

p r e d ic t io n  model v a r ia b le s ,  as w e ll as the  more t r a d i t io n a l  

f in a n c ia l  performance in d ic a to r s .  In  a d d i t io n ,  the  p a tte rn s  

observed f o r  the  bankrupt f i r m s  are  compared w ith  those o f  the  

nonbankrupt f i r m s .  A t t h i s  p o in t  no a ttem pt w i l l  be made to  

ana lyze  m anagerial b eh av io r, but the  case s tu d ie s  in  the  

appendix may be u s e fu l in  t h i s  connection.
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P a tte rn s  o f  Prebankruptcv P e e lin e

At the  end o f  the  prev ious  ch ap te r  i t  was b r i e f l y  po in ted  

o u t t h a t  on average the  f a i l i n g  f i rm s  continued to  expand t h e i r  

s a le s ,  assets and debts throughout th e  f i v e - y e a r  per iod  p r io r  

to  bankruptcy in  s p i t e  o f  an a lm ost continuous d e c l in e  in  net  

income. In  the  f i v e - y e a r  per iod  under s tudy, mean ne t income 

f o r  th e  f irm s  began to  d e c l in e  in  year fo u r  and went n e g a t iv e  

in  year two, y e t  th e  f i rm s  continued to  increase  t h e i r  assets  

u n t i l  the  la s t  y e a r ,  when some were e f f e c t i v e l y  in  a 

s e l f - l i q u i d a t i o n  phase. The f i rm s  continued to  in crease  t h e i r  

debt to  the  very  end. F ig u re  8 .1 ,  which is  the  same as F igure  

7 .4  in  the prev ious  c h a p te r ,  p rov ides  a graphic  d is p la y  o f  t h i s  

d a ta .  These o b se rva tio n s  led  to  a more d e ta i le d  study o f  th e  

behavior o f  the  f a i l i n g  f irm s  over tim e in  o rder to  e lu c id a te  

the  d e c lin e  and f a i l u r e  process.

These p a t te rn s  would appear to  be in d ic a t iv e  o f  e s c a la t in g  

commitment (Staw, 1981) an d /o r  r is k -s e e k in g  behavior (Kahneman 

and Tversky, 1 9 79 ), but i n s u f f i c i e n t  in fo rm a tio n  about 

m anagerial m o t iv a t io n  was a v a i la b le  to  s y s te m a t ic a l ly  pursue  

these p o s s i b i l i t i e s .  The case s tu d ie s  in  the appendix do 

c o n ta in  some in fo rm a tio n  which would appear to  be c o n s is te n t  

w ith  these e x p la n a t io n s .
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Figure  8.1

Changes in  A ssets , Debt, and Net Income
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YEARS BEFORE BANKRUPTCY

Q u a n t i ta t iv e  A n a lv s is  o f  Prebankruptcv D ec!ine

The o r ig in a l  o b s e rv a t io n s , which led  to  the  th e  diagram in  

Figure  8 .1 ,  were based on the  simple t r a d i t i o n a l  measures o f  

performance, a s se ts , d e b t,  and net income. In  o rd e r  to  expand 

the  e x p lo r a t io n ,  a study was made o f th e  changes in  a number o f  

key f in a n c ia l  v a r ia b le s ,  w ith  emphasis on the  bankruptcy  

p r e d ic t io n  v a r ia b le s  in troduced by Altman and expanded in  t h i s  

study. The bankruptcy p re d ic t io n  models were described in  

d e t a i l  in  Chapter 4 . The Altman v a r ia b le s  were a t t r a c t i v e  f o r  

two reasons. F i r s t ,  th e  Altman model has been w id e ly  used in  

academic s tu d ie s  and is  e x te n s iv e ly  used by p r a c t i t io n e r s  in
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f in a n c e  and banking. Second, the  r a t i o  v a r ia b le s  used in  the  

model have i n t r i n s i c  va lue  as measures o f f in a n c ia l  

performance. In  a d d i t io n  to  the  Altman Z -scores , the  new 

Z-scores using the  same v a r ia b le s ,  but w ith  new c o e f f ic ie n t s ,  

were examined. For in fo rm a tio n  on the d e r iv a t io n  o f  the  new 

Z-scores see Chapter 4 , page 67. In  a d d it io n  to  a study o f  the  

behavior o f  the  bankrupt f i rm s ,  the  performance, o f  those f irm s  

was compared w ith  t h a t  o f  the  matched sample used throughout  

t h i s  s tudy.

The means and c o e f f ic ie n t s  o f  v a r ia t io n  f o r  a l l  the  Altman 

v a r ia b le s  and Z-scores  are  shown in  Table 8 .1 ,  to g e th e r  w ith  

the  r e s u lts  o f  t  t e s ts  which examine the  s ig n i f ic a n c e  o f  the  

d i f fe r e n c e  between th e  means f o r  the bankrupt and nonbankrupt 

f i r m s .  For easy e v a lu a t io n  o f  the  v a r ia b le s  and t h e i r  changes 

as the  f irm s  approach bankruptcy, the  r e s u lts  a re  presented in  

g raph ica l form in  F igures  8 . 2 ( a - f ) .  C ons is ten t w ith  the  

f in d in g s  a t  o th e r  p o in ts  in  t h is  study th e  Altman v a r ia b le  X5, 

th e  sa les  to  t o t a l  assets  r a t i o ,  had no d is t in g u is h in g  va lue  

e i t h e r  across tim e f o r  the  bankrupt f irm s  o r  between bankrupt 

and comparison f i r m s .  For th a t  reason, no f u r t h e r  

c o n s id e ra t io n  w i l l  be g iven to  t h a t  v a r ia b le ,  nor w i l l  i t s  

e x cep tio n a l behav io r be noted in  any g e n e r a l iz a t io n s  th a t  

fo l lo w .  For a l l  th e  o th e r  v a r ia b le s  and the  c a lc u la te d  

Z -scores , th e re  were d i f fe re n c e s  across tim e and samples.
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Table  8.1

Progression o f  In d ic a to r s  as Firms Approach F a i lu r e

Comparison
Bankrupt Firms Nonbankrupt Firms D if fe re n c e s

Mean C o e f . Mean Coef. R a t io T Tei
V a r ia b le

Var. Var. BR/NBR Sign

Year 6

MARGIN .102 1 .02 .120 .88 .85ROI .037 2 .1 4 .048 1 .83 . 77CASH/TA .077 1 .03 .092 .98 .84X1 .24 .83 .31 .55 .77 *
X2 .19 1 .32 .31 .61 .61 * *
X3 .10 1 .20 . 11 1 .00 .91X4 1 .02 1 .58 1 .39 1 .04 .73
X5 1 .73 .50 1 .66 .47 1 .04
AZ 3.21 .51 3 .6 6 .37 .88NZ2V 1 .44 1 .15 2 .15 .68 .67 * *
NZ5V 1 .39 1 .16 2 .1 0 .69 .66 * *

Year 5

MARGIN .098 1 .04 .124 .79 .79ROI .028 3 .01 .056 .99 .50
CASH/TA .068 1 .20 .098 .59 .69X1 .24 .75 .31 .55 .77X2 .19 1 .21 .31 .58 .61 * * *
X3 .09 1 .22 . 11 .82 .82X4 .84 1 .12 1 .48 1 .13 .57 * *
X5 1 .80 .54 1 .64 .45 1 .10AZ 3 .1 3 .47 3 .7 0 .40 .85 *
NZ2V 1 .31 .97 2 .2 3 .72 .59 * * *
NZ5V 1 .25 .98 2 .17 .73 .58 * * *
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Table  8 .1  con t.

Progression o f  In d ic a to r s  as Firms Approach F a i lu r e

Comparison
Bankrupt Firms Nonbankrupt Firms D if fe re n c e s

V a r ia b le

Mean Coef.
V ar.

Mean 

Year 4

Coef.
Var.

R a t io
BR/NBR

T Tes 
Signi

MARGIN .085 1 .28 .124 .79 .69
ROI .002 8 0 .8 7 .055 1 .17 .04
CASH/TA .044 4 .2 7 .098 .70 .45
X1 .23 .83 .31 .55 .74 * *
X2 .17 1 .24 .32 .59 .53 * * *
X3 .06 2 .1 7 .12 .67 .50 * * *
X4 .72 1 .46 1 .68  1 .29 .43 * * *
X5 1 .73 .62 1.71 .51 1 .01
AZ 2 .87 .52 3 .9 6 .45 .72 * * *
NZ2V 1 .15 .99 2 .4 2 .80 .48 * * *
NZ5V 1 .10 1.01 2 .3 5

Year

.81

3

.47 * * *

MARGIN .073 1 .68 .122 .86 .60
ROI .005 14 .43 .054 .96 .09
CASH/TA .047 1 .68 .095 .57 .49X1 .22 .86 .29 .62 .76 *
X2 .15 1 .40 .32 .56 .47 * * *
X3 .05 2 .0 0 .11 .73 .45 * * *
X4 .65 1 .40 1 .37 1 .01 .47 * * *
X5 1.71 .66 1 .66 .52 1 .03
AZ 2 .7 3 .55 3 .6 5 .39 .75 * * *
NZ2V 1 .05 1 .09 2 .1 7 .65 .48 * * *
NZ5V .99 1.11 2 .1 0 .66 .47 * * *
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Table 8.1 cont.

Progression  o f  In d ic a to r s  as Firms Approach F a i lu r e

Comparison
Bankrupt Firms Nonbankrupt Firms D if fe re n c e s

V a r ia b le

Mean Coef.
Var.

Mean 

Year 2

Coef.
Var.

R a t io
BR/NBR

T Tes 
Signi

MARGIN .058 1 .88 .116 .92 .50
ROI - .0 3 7 - 2 .8 0 .049 1 .47 - . 7 6
CASH/TA .010 8 .6 9 .091 .75 . 11
XI .16 1 .63 .30 .67 .53 * * *
X2 .09 4 .2 2 .32 .56 .28 * * *
X3 .01 10 .70 . 11 .91 .09 * * *
X4 .46 1 .33 1 .64 1 .13 .28 * * *
X5 1 .70 .68 1 .66 .52 1 .02
A2 2 .3 4 .60 3 .8 2 .45 .61 * * *
NZ2V .69 1 .62 2 .4 0 .71 .29 * * *
NZ5V .61 2 .1 3 2 .3 2

Year

.74

1

.26 * * *

MARGIN .008 19 .73 . 113 .84 .07 * * *
ROI - .1 6 5 -1 .58 .048 1 .70 - 3 .4 4 * * *
CASH/TA - .1 1 0 - 2 .2 9 .092 .83 -1 .20
X1 .02 17 .50 .31 .61 .06 * * *
X2 - . 1 0 - 3 .8 0 .32 .66 - .3 1 * * *
X3 - . 0 7 - 3 .2 9 . 11 .82 - . 6 4 * * *
X4 .27 1 .19 1 .60 1 .03 .17 * * *
X5 1 .75 .59 1 .67 .51 1 .05
AZ 1 .61 1 .09 3.81 .47 .42 * * *
NZ2V - .2 1 - 7 .0 0 2 .3 6 .73 - . 0 9 * * *
NZ5V - .3 1 - 4 .8 7 2 .2 9 .74 - . 1 4 * * *

Coef. Var. = C o e f f i c ie n t  o f  V a r ia t io n
T Test S ig n i f ic a n c e s :  *  p < .0 5 ,  * *  p < .0 1 ,  * * *  p < .001
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P a tte rn s  o f  Behavior in  Prebankruptcv P e e lin e

Before moving to  a c o n s id e ra t io n  o f  th e  p a tte rn s  f o r  each 

v a r ia b le ,  some genera l p a t te rn s  a re  worthy o f  a t t e n t io n .  For 

every  v a r ia b le ,  except s a le s / t o t a l  asse ts , and every  y ear , the  

bankrupt f irm s  had lower mean scores than the  nonbankrupt 

f i r m s ,  although no t a l l  th e  d i f fe r e n c e s  were s t a t i s t i c a l l y  

s i g n i f i c a n t  in  th e  e a r ly  years . For the  bankrupt f irm s  the  

mean scores f o r  a l l  v a r ia b le s  d e c lin e d  m ono to n ica lly  as the  

f irm s  approached bankruptcy. For the  comparison f irm s  none o f  

the  v a r ia b le s  showed any c o n s is te n t  or s i g n i f i c a n t  p a t te rn  o f  

change over t im e . The degree o f  v a r i a b i l i t y  in  th e  v a r ia b le s  

was c o n s is te n t ly  g r e a te r  f o r  the  bankrupt f irm s  than f o r  the  

comparison f i r m s ,  as in d ic a te d  by the  c o e f f ic ie n t s  o f  v a r ia t io n  

presented in  Tab le  8 .1 .  A lso, f o r  the  bankrupt f i rm s  the  

c o e f f ic ie n t s  o f  v a r ia t io n  increased as th e  f irm s  approached 

t h e i r  f a i l u r e  d a te .
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F ig u re  8 .2 a

Changes in  X1 , Working C a p i t a l /T o t a l  Assets

NONBR

8 . 3 - -

LU
O  8 . 2 “ -
o
CO

YERRS BEFORE BRNKRUPTCV/COMPRRISON YERRS

Figure  8 .2b

Changes in  X2, Retained E a rn in g s /T o ta l  Assets

■ NONBR
8.4-r

- 8.1

VERRS BEFORE BRNKRUPTCY/COMPRRISON VERRS
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F igure  8 .2 c

Changes in  X3, E B IT /T o ta l Assets
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YEARS BEFORE BRNKRUPTCV/COMPRRISON YERRS

F igure  8 .2d

Changes in  X4, Mkt. Value o f  E q u ity /T o ta l  L i a b i l i t i e s

■ NONBR
2 - r

1.75 "

1.5 -  -

YERRS BEFORE BRNKRUPTCY/COMPRRISON VERRS
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F ig u re  8 .2e

Changes in  X5, S a le s /T o ta l  Assets

HQNBR
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YEARS BEFORE BRNKRUPTCY/COMPRRISON YEARS

F ig u re  8 .2 f  

Changes in  Altman and New Z-Scores
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The d e c l in e  p a t te rn s  f o r  th e  separa te  v a r ia b le s  were q u ite  

d i s t i n c t i v e .  Each w i l l  be considered s e p a ra te ly ,  and then an 

attem pt w i l l  be made to  r e la t e  the separa te  p a t te rn s .  The 

g e n e r a l iz a t io n s  made here app ly  to  mean va lu e s , and extensions  

to  s p e c i f ic  f i rm s  would be in a p p ro p r ia te .  In  many cases the  

in c rea s in g  r a te s  o f  d e c l in e  were the  r e s u l t  o f  more f irm s  

exp erien c in g  d e c l in e ,  r a th e r  than in c re a s in g  ra te s  o f  d e c lin e  

f o r  in d iv id u a l  f i r m s .

The f i r s t  v a r ia b le ,  X1, th e  working c a p i t a l - t o - t o t a l  

assets  r a t i o ,  was s i g n i f i c a n t l y  lower f o r  th e  bankrupt f irm s  

than f o r  th e  nonbankrupt f irm s  in  a l l  years before  bankruptcy.  

However, i t  d e c lin e d  o n ly  s l i g h t l y  u n t i l  the  l a s t  two years and 

was th e  l a s t  v a r ia b le  to  begin the  steep d e c l in e .  From year  

s ix  to  year th re e  the  r a t i o  d e c lin e d  from .24  to  .2 2 ,  but then  

went to  .15 in  year two and to  .02 in  year one. The g re a t  

d e c l in e  in  the  l a s t  year was in  p a r t  due to  the  

r e c l a s s i f i c a t i o n  o f  long-term  debt to  a c u r re n t  l i a b i l i t y  when 

i t  was c a l le d ,  because f irm s  f a i l e d  to  meet t h e i r  debt 

covenants. The mean lo ng-te rm  debt d e c lin e d  s l i g h t l y ,  $125.55  

m i l l io n  to  $124 .07  m i l l io n ,  from year two to  year one, w h ile  

c u rre n t  l i a b i l i t i e s  increased from $122 .03  m i l l io n  to  $146.77  

m i l l io n .  The o b serv a tio n  here p a r a l l e ls  G entry , Newbold, and 

W h it fo rd ’ s (1985a) f in d in g  t h a t  the  working c a p i ta l  v a r ia b le  in  

t h e i r  funds f lo w  model d iverged d ra m a t ic a l ly  f o r  the  bankrupt 

f irm s  r e l a t i v e  to  the  nonbankupt matched sample in  the  la s t  

year before  bankruptcy.
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The second v a r ia b le ,  X2, the  re ta in e d  e a r n in g s - t o - t o ta l  

assets r a t i o ,  was s i g n i f i c a n t l y  lower f o r  bankrupt f i r m s  than  

f o r  nonbankrupt f i rm s  in  a l l  f i v e  years . I t  remained  

r e l a t i v e l y  s ta b le  in  years  f i v e  and fo u r ,  and then began a 

steep d e c l in e .  The decrease o f  the  r a t i o  in  years  fo u r  and 

th re e  was marked by in creases  in  t o t a l  assets and slow growth 

o f  re ta in e d  e a rn in g s . In  years two and one the  mean n e t  income 

fo r  the  f irm s  was n e g a t iv e ,  which reduced re ta in e d  earn in g s  and 

which in  tu rn  drove the  r a t i o  down.

The t h i r d  v a r ia b le ,  X3, the  E B IT - to - to ta l  assets  r a t i o ,  

was lower f o r  bankrupt f i rm s  in  a l l  years , but not  

s ig n i f i c a n t l y  so in  years  s ix  and f i v e .  The ra p id  d e c l in e  began 

between years f i v e  and fo u r  and a c c e le ra te d  as th e  d e c l in e  

process continued. The a c c e le ra t io n  in the  r a te  o f  d e c l in e  was 

th e  r e s u l t  o f  an in c re a s in g  number o f  f irm s  w ith  n e g a t iv e  

EBITs, as w e ll as in c re a s in g  ra te s  o f  d e c lin e  f o r  f i rm s  w ith  

e a r ly  d e c l in in g  EBITs. Of the  73 f irm s  in  th e  sample, s ix  

never had a lo s in g  y e a r ,  17 had on ly  one lo s in g  y e a r ,  and 18 

had on ly  two lo s in g  ye ars , a l l  based on th e  more d i f f i c u l t  to  

a t t a i n  n e t o p era t in g  income r a th e r  than EBIT.

The fo u r th  v a r ia b le ,  X4, the  market va lue  o f  e q u i ty  to  

t o t a l  book va lu e  o f  l i a b i l i t i e s ,  was lower f o r  bankrupt f irm s  

in  a l l  years , but not s i g n i f i c a n t l y  so in  year s ix .  Between 

year s ix  and year f i v e  i t  began to  d e c l in e ,  la r g e ly  as a r e s u l t
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o f  increased l i a b i l i t i e s  r a th e r  than d e c lin in g  market v a lu e .

In  subsequent years  the  d e c l in e  in  va lue  came as a r e s u l t  o f  

both d e c l in in g  stock p r ic e s  and in creas in g  d eb t. The d e c l in e  

over the  f iv e - y e a r  p er io d  was q u ite  un iform , and u n l ik e  the  

o th e r  v a r ia b le s ,  d id  not e x h ib i t  a dram atic  decrease from year  

two to  year one. The e x te n t  to  which i t  he ld  up in  th e  l a s t  

year was in  p a r t  due to  e q u i t y - f o r - d e b t  swaps by some f i r m s .

The Z -sc o res , which a re  a composite measure o f  th e  

in d iv id u a l  v a r ia b le s ,  were c a lc u la te d  y e a r -b y -y e a r  using both  

the  t r a d i t io n a l  Altman form ula  and the  new fo rm ulas , NZ5V and 

NZ2V, developed in  t h i s  work, as described in  Chapter 4 . The 

Z -score  la b e l le d  NZ2V uses on ly  th e  X2 and X4 v a r ia b le s ,  w h ile  

NZ5V uses a l l  f i v e  o f  the  v a r ia b le s .  A l l  th e  Z -s c o re s ,

A ltm an’ s and th e  new ones, were c a lc u la te d  using the  

c o e f f ic ie n t s  d e r iv e d  from the  da ta  f o r  the  year preceding  

bankruptcy. The problems in  using Z-scores based on 

c o e f f ic ie n t s  d e r iv ed  in  one year and v a r ia b le s  based on da ta  in  

o th e r  years were discussed in  Chapter 4. In  t h i s  case th e  use 

o f  c o e f f ic ie n t s  d e r iv e d  s e p a ra te ly  f o r  each year would have 

given s l i g h t l y  d i f f e r e n t  numerical r e s u l ts ,  but se ve ra l checks 

in d ic a te d  t h a t  the  observed p a t te rn s  and the  conclusions drawn 

would not have been a f fe c te d .

The general p a t te rn s  o f  r e s u l ts  were about th e  same f o r  

a l l  th re e  models, but th e  new models showed some q u a n t i t a t iv e  

s u p e r io r i ty  over th e  Altman model. The tw o -v a r ia b le  and
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f i v e - v a r i a b l e  m odels’ r e s u l ts  were e s s e n t ia l ly  id e n t ic a l ,  which 

was c o n s is te n t  w ith  s im i la r  f in d in g s  about the  d e s c r ip t iv e  

importance o f  key f in a n c ia l  v a r ia b le s  presented throughout th is  

s tu d y . The new models e x h ib i te d  g re a te r  s t a t i s t i c a l  

s ig n i f ic a n c e  in  years  s ix  and f i v e  than th e  Altman model. The 

bankrupt-nonbankrupt r a t io s  o f  the Z -scores  d e v ia te d  more from 

u n ity  f o r  th e  new models than  f o r  th e  Altman model, another  

in d ic a to r  o f  the  g r e a te r  d is c r im in a t in g  power o f  th e  new 

models. The new models w eight X2, the  re ta in e d  

e a r n in g s - t o - t o ta l  assets  r a t i o ,  more h ig h ly  than any o th e r  

v a r ia b le ,  and h ig h e r  than th e  Altman model, and X2 was a lso  the  

v a r ia b le  t h a t  e x h ib i te d  th e  g re a te s t  d i f fe r e n c e  between 

bankrupt and nonbankrupt f i rm s  in  years  s ix  and f i v e .

D iscussion o f R esu lts

In  d iscu ss in g  the  r e s u l t s ,  an a ttem p t w i l l  be made to  

develop a bankruptcy s c en ario  based on the  v a r ia b le  p a tte rn s .

To do t h i s  one needs to  cons id er  the  behavio r o f  in d iv id u a l  

f i r m s ,  as w e ll  as th e  c o l l e c t i v e  behavior o f  th e  f irm s  in  the  

sample. As noted above, a c c e le r a t in g  d e c l in e s  in  th e  v a r ia b le s  

may have come from in c re a s in g  ra te s  o f  d e c l in e  f o r  in d iv id u a l  

f i rm s  o r  from  an in c re a s in g  p ro p o rtio n  o f  th e  f i rm s  in  the  

sample which were f a i l i n g .  Rather than a ttem p tin g  to  separate  

these e f f e c t s ,  the  approach here w i l l  be to  detach the  scenario  

from th e  t im e  l i n e  and assume t h a t  the  bas ic  p a t te rn s  were 

s im i la r  in  sequence, but v a r ie d  in  e lapsed t im e .
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Before lo ok ing  a t  th e  f i r m s ’ f a i l u r e  behavior p a t te rn s  

during the  f i v e  o r  s ix  years  p r io r  to  bankruptcy, i t  is  

im portan t to  note t h a t ,  on average, th e  f i rm s  in  th e  bankrupt 

sample were weaker than th e  f irm s  in  th e  matching sample by 

every measure a t  the  beginning o f the  study p e r io d . The 

g re a te s t  d i f fe r e n c e  was in  re ta in e d  ea rn in g s , which is  

im po rtan t f o r  two reasons. Retained earn ings  are  a component 

o f  common e q u i ty ,  which is  an obvious c o n s id e ra t io n  in  

measuring th e  f in a n c i a l  s tre n g th  o f  th e  company. In  a d d i t io n ,  

re ta in e d  earn ings  are  d e r iv e d  from p r io r  p r o f i t s ,  which s ig n a ls  

t h a t  the  company had been successful a t  some tim e in  the past.

A strong e q u ity  p o s i t io n  w ith o u t re ta in e d  earn ings  may s ig n a l a 

r is k y  investm ent w a it in g  f o r  a d is a s te r .  Furtherm ore, the  

f irm s  in  the  bankrupt sample were more h ig h ly  leveraged than  

th e  comparison f i r m s .  The mean market va lues  o f  

e q u i t y - t o - t o t a l  l i a b i l i t i e s  r a t io s  o f  1.02 f o r  the  bankrupt 

f i rm s  and 1 .39  f o r  th e  nonbankrupt were not s t a t i s t i c a l l y  

d i f f e r e n t  ( t  t e s t  p = . 1 4 ) ,  but they  do p o in t  in  th e  c o r re c t  

d i r e c t io n .  When the  book v a lu e  o f  e q u ity  was s u b s t i tu te d  f o r  

th e  market v a lu e  th e  t  t e s t  s ig n i f ic a n c e  moved to  p < .0 5 ,  

in d ic a t in g  the  s i g n i f i c a n t  d i f fe r e n c e s  between th e  debt le v e ls  

o f  the bankrupt and nonbankrupt f i rm s .  The v a r io u s  Z -scores ,  

which were composite in d ic a to r s ,  a l l  were lower f o r  the  

bankrupt f irm s  a t  th e  beginning o f th e  s tudy. Although th e  

Z-scores  were lower f o r  th e  f irm s  in  th e  bankrupt sample, they  

were a t  o r above the  bankruptcy p r e d ic t io n  model c u to f fs  u n t i l
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year two.

Knowing t h a t  th e  bankrupt f irm s  were weaker than the  

comparison f irm s  a t  the  beginning o f  the  study p e r io d  is  not  

enough to  understand why they went from weakness to  f a i l u r e .

As developed in  more d e t a i l  in  a previous s e c t io n ,  the  bankrupt  

f irm s  increased t h e i r  t o t a l  assets  and debt more r a p id ly  than  

the  comparison f i r m s .  Th is  ob servation  and the  e a r ly  d e c lin e  

in  X4, the  e q u i ty - to -d e b t  r a t i o ,  suggests t h a t  one element o f  

the  road to  ru in  is  fo rced  growth. Forced growth was 

p a r t i c u la r ly  dangerous f o r  these f a i l i n g  f i r m s ,  as they  

e x h ib i te d  e a r ly  and a c c e le ra t in g  d e c lin e s  in  o p e ra t in g  margins. 

In  o th e r  words, th e  f a i l i n g  f irm s  were earn ing  less  on an 

in c re a s in g ly  la r g e r  asse t base. In  the  absence o f  u n i t  cost  

and p r ic e  d a ta , i t  was not p o ss ib le  to  determ ine whether the  

d e c lin in g  margins were due to  inadequate cost c o n tro l or the  

i n a b i l i t y  to  s e t  p r o f i t a b le  p r ic e  le v e ls .  One m ight c o n jec tu re  

t h a t  the in c rea s in g  f ix e d  costs a r is in g  from increased asset  

bases compelled the  f i rm s  to  c u t p r ic e s  to  m a in ta in  volume. In  

a d d i t io n ,  the increased debt increased in t e r e s t  payments, but  

the  margins d e c lin e d  before  the  debt s e rv ic e  costs  were 

fa c to re d  in .  As the  o p era tin g  income d e c lin e d  and debt 

coverage costs in creased , net income became n e g a t iv e  and 

re ta in e d  earn ings  d e c lin e d . Since one o f  the  prim ary fu n c t io n s  

o f  re ta in e d  earn in g s  is  to  cushion the  f i r m  a g a in s t  f in a n c ia l  

shocks, d e c l in in g  f irm s  lose t h e i r  c a p a c ity  to  s u rv iv e  e i t h e r  

e x te rn a l or in te r n a l  shocks, such as recess ion s, com petito r
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s u rp r is e s ,  or  m anageria l m istakes . The problem may be 

compounded by th e  reduced w i l l in g n e s s  o f  c u r r e n t  or p ro s p e c tiv e  

c r e d i to r s  to  r i s k  a d d i t io n a l  c a p i t a l .

Once f i r m s  a re  weakened by d e c l in in g  income and increased  

d eb t, they  become v u ln e ra b le  to  cash f lo w  c r is e s .  The observed 

l a t e  and d ram atic  decrease in  X1 , n e t  working c a p i t a l ,  was one 

in d ic a to r  o f  th e  cash f lo w  problems. In  o rd e r  to  ga in  f u r t h e r  

evidence on t h i s  p o in t ,  cash f lo w  was measured d i r e c t l y .  For 

th e  purpose o f  th e  in v e s t ig a t io n ,  the  s im ple  d e f i n i t i o n  o f  cash 

f lo w  as th e  sum o f  n e t income p lus d e p re c ia t io n  charges was 

used. The r e la t io n s h ip s  between o p e ra t in g  income, n e t  income, 

and cash f lo w  a re  shown in Tab le  8.1 and F ig u re  8 .3 .

In  la rg e  measure these v a r ia b le s  d u p l ic a te  the  Altman 

r a t i o s ,  except f o r  th e  tre a tm e n t o f  d e p r e c ia t io n .  O perating  

margins were based on earn ings be fore  d e p r e c ia t io n ,  and X3, 

EBIT, a f t e r  d e p r e c ia t io n .  Cash f lo w  and n e t  income moved 

alm ost e x a c t ly  in  p a r a l l e l ,  and d e c lin e d  f a s t e r  than o p e ra t in g  

margins in  th e  l a s t  two years , a lthough cash f lo w  was n eg ative  

o n ly  in  th e  f i n a l  ye ar . Cash f lo w  issues have rece ived  a g re a t  

deal o f  a t t e n t io n  in  bankruptcy l i t e r a t u r e ,  but t h i s  a n a ly s is  

helps to  s e p a ra te  balance sheet weaknesses from cash f lo w  

problems and shows the  lo n g i tu d in a l  r e la t io n s h ip s  between them. 

P o s i t iv e  cash f lo w  provides the  f in a n c ia l  s la c k  necessary f o r  

change, in n o v a t io n ,  and defenses a g a in s t  new th r e a ts .  Reduced 

cash f lo w  l i m i t s  these l i f e - p r e s e r v in g  responses. Beyond th e
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p o in t  t h a t  a f i r m  has inadequate cash to  meet c u r re n t  

commitments, th e  f i r m  w i l l  be unable to  s u rv iv e  w ith o u t  major 

in te r v e n t io n s ,  such as sa le s  o f as se ts , mergers, o r  new 

ownership in t e r e s t s .

F igure  8 .3  

Changes in  M argins, ROI, and Cash Flow

H B R 6 I N - B R * " 4  HBR6IN-NBR 
■-■ROI-NBR 

*■ CftSH-NBR
ROI-BR
CflSH-BR

0 . 1 - *

!------i

o
LU

6 5 4 3 2
VERRS BEFORE BRNKRUPTCY/COMPRRISON YERRS

1

The in t e r a c t io n s  o f  the t im in g  p a t te rn s  f o r  th e  d e c lin e  

were more in t e r e s t in g  than  the  in d iv id u a l  v a r ia b le  p a t te rn s  

taken a lo n e . In  F ig u re  8 .4  the d e c lin e  p a t te rn s  have been 

p lo t te d  f o r  th e  fo u r  s i g n i f i c a n t  v a r ia b le s  and NZ2V, the  

Z -score  based on th e  new tw o -v a r ia b le  model. In  o rd e r  to  make 

th e  v is u a l  comparison e a s ie r ,  the  v a r ia b le s  and NZ2V have been 

scaled w ith  th e  v a lu e  f o r  year s ix  s e t  to  1 .0 0 .
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t-igure 8 .4

Changes in  Key In d ic a to r s  
(Scaled to  Year 6 = 1 .0 0 )
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From th e  graph, the  p a t te rn  po in ted  ou t above can be 

c le a r l y  seen: X4, th e  e q u i ty /d e b t  r a t i o ,  f a l l s  f i r s t ;  then X3, 

EBIT; then X 2 , r e ta in e d  earn ings; and l a s t  X 1 , working c a p i t a l .  

What is  more s t r i k i n g  is  th e  a c c e le ra t in g  r a te  o f d e c l in e  o f  

the v a r ia b le s ,  excep t fo r  X4, the e q u i ty -d e b t  r a t i o .  For the  

new 2 -sco res  and f o r  X1 and X2, the d e c l in e s  in  th e  l a s t  year  

were g r e a te r  than th e  sum o f  the  d e c lin e s  f o r  the fo u r  previous  

years . The p ic t u r e  t h a t  emerges f i t s  the  c h a r a c t e r is t ic s  o f  

the c a ta s tro p h e  model th a t  was developed in  Chapter 3. The 

d e c lin e  appears to  proceed over paths t h a t  were o r  could be 

r e v e r s ib le ,  u n t i l  a p o in t  is  reached where a c o lla p s e  se ts  in  

t h a t  in e v i t a b ly  leads to  a c a ta s tro p h ic  co n c lu s io n . In  the  

cases s tu d ie d  h e re , t h a t  conclusion was bankruptcy, but th e re
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a re  o th e r  p o ss ib le  outcomes, such as v o lu n ta ry  l i q u id a t io n ,  

merger, o r  rescue by an e x te rn a l agency.

The t im in g  p a tte rn s  a ls o  help e x p la in  the d i f f i c u l t y  in  

p re d ic t in g  bankruptcy much more than two years in  advance. 

S ta r t in g  from scores lower than those o f  th e  matching f i rm s ,  

th e  Z -scores f o r  th e  bankrupt f irm s  d id  not f a l l  to  the  c u t o f f  

le v e ls  u n t i l  about the th e  end o f  year th r e e ,  and th e  d e c lin e  

in  the fo l lo w in g  year was modest compared to  the  l a s t  y e a r .

The r e s u lts  reported  here were s im i la r  to  those reported  by 

Altman (1983) in  h is  study o f the  same tren d s  f o r  years f i v e  to  

th re e ,  but Altman found la r g e r  d e c lin e s  f o r  year th re e  to  two 

than f o r  th e  f i n a l  ye ar . The new Z-scores appear to  p ick  up 

the  d e c lin e  a l i t t l e  b i t  e a r l i e r  than A ltm an’ s, but the  

d i f fe re n c e s  a re  s m a ll .  In  t h is  a n a ly s is ,  as in a l l  o th e rs ,  the  

tw o -v a r ia b le  and f i v e - v a r i a b l e  models performed e s s e n t ia l ly  

i d e n t ic a l l y .  In  major p a r t  t h is  is  due to  the  h e a v ie r  

w eighting  o f  the  v a r ia b le s  in  the  tw o -v a r ia b le  model than in  

the  f i v e - v a r i a b l e  model. The performance o f  the  new Z-scores  

across th e  prebankruptcy per iod  is  s t a b i l i z e d  by th e  e a r ly  

emergence o f  th e  importance o f X4, th e  e q u i ty /d e b t  r a t i o ,  and 

the la t e  s tre n g th  o f  X2, re ta in e d  earn ings .

The o v e r a l l  r e s u l ts  suggest the  fo l lo w in g  f a i l u r e  

s cen ar io . Weaker than average f i rm s  tend to  pursue h igh-grow th  

s t r a te g ie s ,  la r g e ly  funded by in creas ing  d eb t, even though the  

f a i l i n g  f i rm s  had h igher debt r a t io s  than th e  matching f i rm s  a t
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the  beginn ing  o f  th e  study p e r io d . As th e  debt in c re a s es , debt 

s e rv ic e  co s ts  in c re a s e , which reduces n et income, which in  tu rn  

leads to  d im in ish ed  re ta in e d  e a rn in g s  on an annual b a s is . The 

decreasing  le v e l o f  re tu rn s  may be a d i r e c t  e f f e c t  o f 

in c re a s in g  c o s t o f  goods so ld  o r an in d ir e c t  e f f e c t  o f 

in c re a s in g  th e  base on which re tu rn s  must be c a lc u la te d , or 

both . The a c c e le r a t in g  problems o f increased d eb t s e rv ic e  and 

o p e ra tio n a l co s ts  then j o i n t l y  lead  to  cash flo w  problem s. As 

th e  problems in c re a s e , so does t h e i r  v i s i b i l i t y ,  which in  tu rn  

reduces th e  f i r m ’ s c r e d i b i l i t y  w ith  custom ers, s u p p lie rs , and 

f in a n c ia l  m arkets . In  the  la t e  stages o f th e  s c e n a rio , the  

downward s p ir a l  becomes i r r e v e r s ib le  and c a ta s tro p h ic .

The f a i l u r e  p a tte rn  observed in  th is  study is  c o n s is te n t  

w ith  a computer s im u la tio n  model developed by Pondy (1 9 8 6 ).

H is  model, based in  p a r t  on o b serv a tio n s  o f  bankrupt f irm s , and 

in  p a r t  on th e o r e t ic a l  c o n s id e ra tio n s , had as i t s  p rim ary  theme 

th e  hazards o f  growing assets  more ra p id ly  than s a le s . Pondy 

b e lie v e d  th a t  f irm s  overresponded to  growth s ig n a ls  and 

in vested  too  much in  c a p a c ity  in creases  which tu rn ed  ou t to  

exceed demand.

C hapter Summary

The p ro g ress io n  o f  mean v a lu e s  o f f in a n c ia l  perform ance  

and bankruptcy p re d ic t io n  v a r ia b le s  were rep o rted  f o r  each o f  

s ix  consecutive  years  f o r  th e  sample o f bankrupt f irm s . As
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rep o rted  in  s e v e ra l o f  th e  p rev io u s  ch ap te rs , th e  bankrupt 

f irm s  were weaker than t h e i r  comparison c o u n te rp a rts  a t  the  

beginning o f  th e  s tudy p e r io d , and fu r th e r  d e te r io ra te d  year by 

y e a r. A lso , as re p o rte d  in  p rev io u s  c h a p te rs , th e  f a i l i n g  

f irm s  increased  t h e i r  asse ts  and debts more r a p id ly  than th e  

n o n fa il in g  f irm s .

The p a tte rn  t h a t  emerges from th e  data  is  th a t  firm s  f i r s t  

in crease  t h e i r  asse ts  using debt to  fin an ce  th e  grow th. Th is  

growth is  fo llo w e d  by a d e c lin e  in  o p era tin g  m arg ins, then in  

th e  re ta in e d  e a rn in g s  to  t o t a l  assets  r a t io ,  and f i n a l l y  by a 

d e c lin e  in  n e t w orking c a p i t a l .  The increased  debt and reduced 

re ta in e d  earn in g s  s u b je c t th e  f ir m  to  the r is k  o f balance sheet 

bankruptcy; th e  d e c lin e  in  n e t working c a p ita l  can lead  to  cash 

flo w  bankruptcy. A lthough th e  p a tte rn  seems to  be f a i r l y  

c o n s is te n t in  both slow and ra p id  d e c lin e s , th e  le n g th  o f tim e  

re q u ire d  f o r  a f ir m  to  pass through the  s e q u e n tia l stages  

v a r ie s  s u b s ta n t ia l ly .  I t  is  t h is  v a r ia t io n  in  e lapsed tim e  

th a t  makes e a r ly  d e te c tio n  o f  bankruptcy d i f f i c u l t .  The 

d iffe re n c e s  in  e lapsed  tim e  may be c o n tin g e n t on e i th e r  

environm enta l o r f i r m - s p e c i f ic  fa c to r s . Slow d e c lin e s  may be 

asso c ia ted  w ith  c a p i ta l - in te n s iv e  d e c lin in g  in d u s tr ie s , w h ile  

ra p id  d e c lin e s  may be as so c ia ted  w ith  r is k y  m anagerial 

d e c is io n s .
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Chapter 9

BANKRUPTCY OUTCOMES 

C hapter In tro d u c tio n

The th re e  preced ing  chapters  o f th is  d is s e r ta t io n  have 

been devoted to  s tu d ie s  o f th e  d e c lin e  and f a i lu r e  o f  bankrupt 

f irm s . T h is  ch ap ter takes  up th e  to p ic  o f bankruptcy outcomes. 

Bankruptcy is  no t a f in a l  even t fo r  a f a i l i n g  f ir m ;  i t  is  a 

form al process f o r  d e te rm in in g  th e  eventua l outcome, which can 

be e i th e r  l iq u id a t io n  o r  re o rg a n iz a tio n  o r some com bination o f  

th e  tw o. The outcomes f o r  th e  f irm s  in  the  research  sample 

w i l l  be re p o rte d , and an a ttem p t w i l l  be made to  id e n t i f y  the  

fa c to rs  which determ ined those outcomes. Th is  w i l l  be fo llo w ed  

by a b r ie f  d iscu ss io n  o f  th e  development o f models f o r  outcome 

p re d ic t io n s .

A lte r n a t iv e  Bankruptcy Outcomes

The p rev io u s  s e c tio n s  o f th is  study have examined and 

track ed  th e  h is to ry  o f  bankrupt firm s  during d e c lin e  and 

through th e  d e c la ra t io n  o f  bankruptcy. The d e c la ra t io n  is  not 

th e  end o f  th e  s to ry , a lthough th e re  is  a s tro n g  tendency in  

both academic w r it in g  and business p ra c tic e  to  t r e a t  bankruptcy  

as a te rm in a l e v e n t. The le g a l and s o c ia l ro le  o f bankruptcy

- 2 2 1 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

is  much more than a fu n e ra l r i t u a l .  Bankruptcy has evolved as 

a process fo r  r e h a b i l i t a t in g  debtors  and fo r  th e  e q u ita b le  

d is t r ib u t io n  o f assets  o f  in d iv id u a ls  and businesses unable to

meet t h e i r  o b lig a t io n s  to  c re d ito rs .

The U n ited  S ta te s  Bankruptcy Code has sep ara te  p ro v is io n s  

f o r  re o rg a n iz a tio n s  (C hapter 11) and l iq u id a t io n s  (C hapter 7 ) ,  

but th e  le g a l d is t in c t io n s  between l iq u id a t io n  and 

re o rg a n iz a tio n  o v e rs im p lify  the range o f p o s s ib le  outcomes. A

b e t te r  way o f c la s s ify in g  bankruptcy outcomes is  on th e  basis

o f whether or no t th e  bankrupt f irm  has been p erpetuated  as an 

autonomous o rg a n iz a t io n a l e n t i t y  and whether o r n o t th e  core  

business o f th e  bankrupt f irm  is  co n tin u ed . Each 

c la s s i f ic a t io n  is  independent o f  th e  o th e r , so a l l  fo u r  

p o ss ib le  perm utations a re  p o ss ib le  and commonly observed. 

F ig u re  9.1 summarizes th e  p o ss ib le  outcomes.

F igure  9.1  

P o ss ib le  Bankruptcy Outcomes

ORGANIZATIONAL CONTINUITY
Yes No

BUSINESS Yes
! Going Concern 1 1
I_________ ______ _

! A c q u is it io n  ! 
! by O thers |

CONTINUITY No
1
j C orporate S h e!111

! L iq u id a tio n  !
i i 
i i

Even th e  p a r t i t io n  o f  outcomes e x h ib ite d  in  F igure  9.1 is  

o v e rs im p lif ie d . For f irm s  w ith  m u lt ip le  business u n its  p r io r  

to  bankruptcy, some u n its  may continue  as going concerns, w h ile
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o th e rs  may be s o ld  to  o th e r  o rg a n iz a tio n s  or l iq u id a te d .  

Furtherm ore, th e  c la s s i f ic a t io n  o f businesses w ith  

o rg a n iz a t io n a l c o n t in u i ty ,  but w ith  s ig n i f ic a n t  re d u c tio n  in  

s iz e ,  may come down to  a judgment c a l l .

Using th e  more fo rm al model fo r  bankruptcy developed in  

Chapter 2 , bankruptcy can be seen as a procedure f o r  th e  

o rd e r ly  r e d is t r ib u t io n  o f  a f i r m ’ s assets  and resources when a 

f i r m ’ s resources and o u tp u ts  a re  in s u f f ic ie n t  to  meet th e  

le g it im a te  c la im s  on them. In  the broadest sense those  

resources and o u tp u ts , both c u rre n t and fu tu r e ,  a re  asse ts  to  

be re s tru c tu re d  in  s e t t l in g  th e  c la im s o f s ta k e h o ld e rs . The 

outcome o f a p a r t ic u la r  bankruptcy then is  th e  r e s u lt  o f th a t  

r e s tru c tu r in g . The asse ts  to  be re s tru c tu re d  in c lu d e  both  

f in a n c ia l  and o rg a n iz a t io n a l a s se ts , and in  most in s tan ces  th ey  

are  sep arab le  in  many d i f f e r e n t  ways. As a r e s u l t ,  outcomes 

can vary  from m inim al change in  th e  prebankruptcy s tru c tu re  to  

th e  com plete d isappearance o f any re co g n iza b le  rem ains. In  

o rd er to  understand th e  p o s s ib le  outcomes, a thorough review  o f  

th e  c h a ra c te r o f  th e  a s s e ts  to  be re s tru c tu re d  and th e  

a lte r n a t iv e s  f o r  t h e i r  d is t r ib u t io n  o r re s tru c tu r in g  must be 

undertaken .

P revious d iscu ss io n s  o f bankruptcy have la r g e ly  focused on 

f in a n c ia l  asse ts  and t h e i r  d is t r ib u t io n  and r e s t r u c tu r in g , and 

o rg a n iz a t io n a l as se ts  have been n e g lec te d . F in a n c ia l assets  

would in c lu d e  th e  fo llo w in g :

-2 2 3 -

Re produced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

1. Cash

2 . O ther w orking c a p i t a l .

3 . C a p ita l a s s e ts , lan d , equipm ent.

4 . Tax a t t r ib u t e s .

O rg a n iz a tio n a l asse ts  which need to  be considered  in c lu d e  the

fo l lo w i ng:

1. C orporate  id e n t i t y  and c h a r te r .

2 . Core business o r businesses.

3 . Ownership c o n tr o l .

4 . Top management.

5 . O ther human reso urces .

6 . In ta n g ib le  a s s e ts .

These l i s t s  a re  no t com prehensive, bu t th ey  a re  s u f f ic ie n t  

to  suggest th a t  com binations and perm utations o f  these assets  

can lead to  a wide v a r ie ty  o f  outcomes. The problem in  

develop ing  a conceptual framework is  compounded by th e  e x te n t  

to  which th e  asse ts  a re  sep a rab le  as c lasses  and d iv is ib le  

w ith in  a c la s s . A lso , in  co n s id e rin g  the re s tru c tu r in g  o f  the  

a s s e ts , i t  is  im p o rta n t to  reco gn ize  th a t  th e re  a re  p o te n t ia l ly  

many more p a r t ic ip a n ts  in  th e  process than those id e n t i f ie d  on 

th e  r ig h t  hand s id e  o f  th e  balance sheet o f  th e  bankrupt f irm ,  

and th e  re s tru c tu r in g  may add new s take h o ld ers  du rin g  th e  

re o rg a n iz a tio n  process. The d iscu ss io n  th a t  fo llo w s  is  

in tended to  suggest a few o f  th e  many p o ss ib le  outcomes w ith  

emphasis on the  exp erien ce  o f f irm s  in c luded  in  th is  s tu d y .
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To s im p lify  th e  a n a ly s is  th a t  fo llo w s , th e  re s tru c tu r in g  

a lte r n a t iv e s  are  described  in  o b je c t iv e  terms in  o rd e r to  

suggest th e  range o f p o s s ib i l i t ie s  and some c r i t e r i a  fo r  

s e le c tio n  among them. In  r e a l i t y ,  th e  bankruptcy process is  

always marked by d iv e rg e n t s ta ke h o ld e r p re fe re n c e s , and, as a 

r e s u lt ,  th e  process tends to  be c h a ra c te r iz e d  as much by human 

fa c to rs  and c o n f l ic t  re s o lu tio n  as by o b je c t iv e  f in a n c ia l  

a n a ly s is . Not o n ly  w i l l  s ta keh o ld ers  have d i f f e r in g  es tim ates  

o f l iq u id a t io n  v a lu e s , p o te n t ia l fu tu re  ea rn in g s , and o th e r  

q u a n t ita t iv e  fa c to rs , bu t they w i l l  a ls o  d i f f e r  in  t h e i r  

s u b je c tiv e  p re fe re n c e s , such as r is k ,  tim e c o n s tra in ts , and 

personal commitment. To add to  th e  co m p lex ity , th e  s u b je c tiv e  

and q u a n t ita t iv e  fa c to rs  w i l l  in te r a c t  as the  s takeh o ld ers  

pursue t h e i r  in d iv id u a l o b je c t iv e s . Some o f th e  a lte r n a t iv e s  

tend to  produce w in n e r - ta k e -a ll  outcomes, w h ile  o th e rs  generate  

more o p p o rtu n it ie s  fo r  compromise. S tr a ig h t  l iq u id a t io n s  tend 

to  lead  to  th e  fo rm er, w h ile  re o rg a n iz a tio n s  tend to  have the  

f l e x i b i l i t y  to  prov id e  something f o r  everyone.

O rg a n iz a tio n a l R e s tru c tu r in g

F igure  9.1 p resents  one way o f  c la s s ify in g  bankruptcy  

outcomes based on whether o r  not th e  o rg a n iz a tio n  has been 

p erp e tu a ted  as an autonomous le g a l e n t i t y .  I f  i t  has, th e  f irm  

has been re o rg an ized ; i f  i t  has n o t, the  f irm  has been 

l iq u id a te d . Both the  bankruptcy ch ap ter and th e  co rp o ra te  

c h a r te r  a re  conven ien t in d ic a to rs  o f  le g a l s ta tu s , but they  may
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t e l l  very  l i t t l e  about the  re s tru c tu r in g  o f th e  bankrupt f i r m ’ s 

asse ts . In  C hapter 7 l iq u id a t io n s , the  assets  may be so ld  in  a 

s in g le  package to  be operated  under new ownership w ith  l i t t l e  

re a l change o th e r  than th e  ow nership. Firms may a ls o  be 

l iq u id a te d  under C hapter 11. Chapter 11 l iq u id a t io n s  d i f f e r  

from Chapter 7 l iq u id a t io n s  in  th a t  they are  managed by the  

debtor in  possession, ra th e r  than by a c o u rt-ap p p o in ted  

t ru s te e .

In  Chapter 11 re o rg a n iz a tio n s , d is t in g u is h in g  th e  

d iffe re n c e s  between an amended c h a r te r , a re c h a r te r in g , and a 

new c h a rte r  can be ju s t  a sem antic e x e rc is e . In  some cases, 

th e  reo rg an ized  f ir m  may be on ly  a m in iscu le  s h e ll o f i t s  

form er s e l f  w ith o u t p ro d u c tiv e  assets  and c o n tro lle d  by new 

owners, m ain ta ined  o n ly  to  preserve p o te n t ia l ly  u se fu l tax  

a t t r ib u te s .  T h is  s c en a rio  is  a reasonably accu ra te  d e s c rip tio n  

o f the  outcome o f th e  Mego In te r n a t io n a l and M obile  Home 

In d u s tr ie s  b a n k ru p tc ie s . In  th e  Auto T ra in  case, th e  bankrupt 

f irm  was in vo lved  in  l i t i g a t i o n  which had a p o te n t ia l fo r  

payment o f  judgm ents which could be d is t r ib u te d  to  c re d ito rs  a t  

a la t e r  d a te .

C orporate Id e n t i t y  and C h arac te r

There is  a q u estio n  as to  whether a p u b !ic lv  trad ed  

company th a t  emerges from  bankruptcy as a o r iv a te lv  held  

company has m a in ta ined  i t s  id e n t i t y  o r n o t. A l l  o f  th e  firm s
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in  th e  research  sample were p u b lic ly  trad e d  p r io r  to  t h e i r  

bankruptcy, bu t s e v e ra l emerged as p r iv a te ly  h e ld  f irm s . For 

an example o f  even g re a te r  c o m p le x ity , in  th e  case o f Phoenix 

S te e l,  G uardian V entures provided cash and loan guarantees in  

exchange fo r  a l l  o f  th e  common s to ck  o f th e  re o rg a n ize d  f ir m ,  

but la t e r  a t  le a s t  a p o rtio n  o f  th e  common stock was so ld  to  

th e  p u b lic  and the f ir m  is  aga in  p u b lic ly  tra d e d . Some 

reorgan ized  f irm s  a re  not p u b lic ly  tra d e d , because they  are  

t r u ly  p r iv a te ly  h e ld , but in  o th e r  cases th e  amount o f stock in  

th e  reorgan ized  f ir m  a v a i la b le  f o r  p u b lic  tra d in g  may be 

in s u f f ic ie n t  to  meet exchange req u irem en ts . H is t o r ic a l ly ,  

bankruptcy was immediate cause fo r  d e l is t in g  by m ajor 

exchanges, but th a t  is  no lo nger t r u e .  A t p re s en t th e  stock o f  

s m a lle r  bankrupt f irm s  is  t y p ic a l ly  d e lis te d  o r  s h if te d  to  a 

le s s e r  exchange, but o th e r  f irm s , such as M a n v ille , LTV, and 

Storage Technology have continued to  be trad ed  on th e  New York 

Stock Exchange a l l  through th e  bankruptcy process.

I f  th e  c h a r te r  o f  th e  bankrupt f ir m  is  not p reserved , the  

business o rg a n iz a tio n  may s t i l l  s u rv iv e  r e la t iv e ly  in ta c t  by 

being brought under th e  c o rp o ra te  c h a r te r  o f  an e x is t in g  f ir m .  

T h is  may occur w ith  l i t t l e  o r no d im in u tio n  o f th e  

o rg a n iz a t io n ’ s asse ts  and th e  re te n t io n  o f  i t s  o rg a n iz a t io n a l  

id e n t i t y .  KDT In d u s tr ie s  was a cq u ired  by Ames Departm ent 

S to re s , and Saxon In d u s tr ie s  became a s u b s id ia ry , Paper 

C o rp o ra tio n  o f Am erica, o f A lco Standard in  the  bankruptcy  

process. T h is  outcome is  b a re ly  d is t in g u is h a b le  from  th e  case
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in  which the  f ir m  is  re o rg a n ize d , but is  acq u ired  o r merged 

a f t e r  th e  re o rg a n iz a t io n  process is  com plete. Revere Copper 

and Brass was bought o u t by Jamie S e c u r it ie s  in  1986 a f t e r  

emerging from a v e ry  successfu l re o rg a n iz a tio n  in  1985. 

C orporate c h a r te rs  may be m a in ta ined  to  p reserve  ta x  

a t t r ib u t e s ,  but those a t t r ib u t e s  may a lso  be preserved in  

mergers or a c q u is it io n s .

E f fe c t  on th e  Core Busi ness

From p r a c t ic a l  economic and o rg a n iz a t io n a l v iew p o in ts  th e  

e f f e c t  o f  bankruptcy on th e  core  business o r businesses o f th e  

bankrupt f irm  may be more im p o rtan t than th e  e f f e c t  on i t s  

le g a l s ta tu s  as a c o rp o ra te  e n t i t y .  The e f f e c t  may be e i th e r  

q u a l i t a t iv e  o r q u a n t i t a t iv e .  A t one extrem e th e  f i r m ’ s e n t ir e  

business may be d isc o n tin u e d  and th e  ph ys ica l asse ts  d ispersed  

by piecemeal s a le s . I f  th e  business co n tin u es , e i th e r  under 

th e  o r ig in a l  o rg a n iz a t io n a l s tru c tu re  or under a new co rp o ra te  

p a re n t, th e  s iz e  may range from  la rg e r  than p rebankruptcy to  

v ery  much s m a lle r . C o n tin e n ta l A ir l in e s  emerged from  

bankruptcy la r g e r  than  i t  went in ,  w h ile  B r a n if f  emerged as an 

a i r l i n e  on ly  about 10* o f  i t s  prebankruptcy s iz e .  D iv e rs if ie d  

m u lti business f irm s  may keep some businesses and dispose o f  

o th e rs . C h a rte r Company s o ld  o f f  p r o f i ta b le  insurance and 

f in a n c ia l  s e rv ic e s  businesses in  o rd e r to  re b u ild  i t s  petroleum  

m arketing  business. Revere Copper and Brass used th e  

bankruptcy process to  unload a m ajor p o rtio n  o f  i t s
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u n p ro f ita b le  aluminum business. The economic bases f o r  making 

d ec is io n s  o f  th is  type a re  e s s e n t ia l ly  th e  same as fo r  s im ila r  

d ec is io n s  by nonbankrupt f irm s , but th e  d e c is io n  making process  

may be com plicated  by th e  com plexity  o f c o n f l ic t in g  s ta ke h o ld e r  

c la im s and p re fe ren c es  and by Bankruptcy C ourt bureaucracy.

Th is  may lead  to  th e  p re s e rv a tio n  o f o rg a n iz a tio n s  and 

businesses w ith  inadequate c a p ita l  to  e f f e c t iv e ly  compete and 

s u rv iv e .

Ownership Issues

Ownership and top management o f  a bankrupt f ir m  can be 

considered e i t h e r  as assets  or c la im ants  on those a s s e ts . In  

many bankruptcy cases they  have l i t t l e  asse t v a lu e , and t h e i r  

c la im s a re  v u ln e ra b le . A c la s s ic  d e f in i t io n  o f  bankruptcy is  

th e  s ta te  in  which the c la im s o f  c re d ito rs  exceed th e  assets  o f 

the  f ir m , so in  e f f e c t  th e  ownership c la im s  a re  e x tin g u is h e d . 

A c tu a lly  most o f  th e  ownership losses u s u a lly  ta k e  p lac e  p r io r  

to  form al bankruptcy . In  p u b lic ly  held firm s  w ith  wide stock  

d is t r ib u t io n ,  i t  is  o fte n  d i f f i c u l t  to  id e n t i f y  in d iv id u a l  

lo s e rs , s in c e  losses are  spread among many s to c kh o ld ers  through  

s e q u e n tia l s a le s  o f  stock a t  ever d e c lin in g  p r ic e s . In  most 

bankruptcy re o rg a n iz a t io n s , common stock is  e i th e r  c a n c e lle d  o r  

s e ve re ly  d i lu te d ,  but th e re  a re  e xcep tio n s . In  o th e r  cases th e  

shares m a in ta in  t h e i r  nominal v a lu e , but va lue  o f th e  owned 

assets  is  decreased. The b ankrup tc ies  o f  C o n tin e n ta l A ir  and 

Revere Copper and Brass were executed w ith  minimum lo ss  to
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e q u ity  h o ld e rs , a lthough th e re  were m ajor f lu c tu a t io n s  in  stock  

p r ic e  during  th e  process.

Ownership c o n tro l and th e  va lu e  o f  ownership are  

s e p a ra b le . I f  a bankrupt f irm  s e t t le s  i t s  c r e d ito r s ’ c la im s by 

s e l l in g  o f f  la rg e  p a r ts  o f th e  f i r m ’ s a s s e ts , th e re  may be no 

loss o f  ownership c o n tro l o f th e  d im in ished f irm  th a t  rem ains. 

A lte r n a te ly ,  i f  th e  c r e d ito r  c la im s a re  s e t t le d  by an 

e q u ity - fo r -d e b t  exchange, then th e re  may be a change in  

ownership w ith o u t red u c tio n  in  s iz e  o r c o rp o ra te  id e n t i t y .  A 

v a r ia t io n  on th e  s t r a ig h t  e q u ity - fo r -d e b t  exchange is  th e  s a le  

o f new stock to  a th i r d  p a rty  w ith  th e  proceeds used to  pay o f f  

th e  c r e d ito r s .  O ther v a r ia t io n s  in c lu d e  th e  a c q u is it io n  o f th e  

bankrupt business by a s o lv e n t f irm  in  exchange fo r  s tock in  

th e  a c q u ir in g  f irm  to  be d is t r ib u te d  to  th e  c u rre n t c r e d ito rs .

A g re a t many o f these tra n s a c tio n s  in vo lv e  th e  c a n c e lla t io n  o r  

d i lu t io n  o f o ld  common stock and th e  issuance o f new p re fe rre d  

s to c k . P re fe rre d  stock w ith  i t s  h yb rid  d e b t-e q u ity  c h a ra c te r  

is  w e ll -s u ite d  to  th is  use. The p r io r  debt ho lders  continue to  

have a p r io r i t y  c la im  on th e  f i r m ’ s e a rn in g s , w h ile  th e  f ir m  is  

g iven  tim e to  re s to re  p r o f i t a b i l i t y  w ith  a reduced th r e a t  o f a 

debt d e fa u lt  which could p r e c ip i ta te  another bankruptcy. Under 

th e  Bankruptcy Code, in d iv id u a ls  are  a llow ed  on ly  one 

bankruptcy every  seven y e ars , but th e re  are  no r e s t r ic t io n s  on 

th e  r e p e t i t io n  o f  bankruptcy by c o rp o ra tio n s . In  e f f e c t ,  th e  

reo rg an ized  f ir m  is  t r e a te d  as a new o rg a n iz a t io n . The 

p re fe rre d  stock is  o fte n  broken up in to  a s e r ie s  o f  issues ,
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each w ith  d i f f e r e n t  p re fe re n c e s  on e a rn in g s , fu tu re  l iq u id a t io n  

r ig h ts ,  v o tin g , and conversion  to  common s to ck . B r a n i f f  issued  

s ix  s e r ie s  o f  p re fe rre d  s to c k , two o f common s to c k s , and one o f  

w arran ts  in  connection w ith  i t s  re o rg a n iz a tio n . The s e r ie s  was 

s tru c tu re d  so th a t  th e  P r i t z k e r s ,  who provided th e  f in a n c in g  

fo r  the  re o rg a n iz a t io n , had v o tin g  c o n tro l and f i r s t  c la im  on 

ea rn in g s , w h ile  th e  o ld  c r e d ito r s  had f i r s t  p r io r i t y  in  c la im s  

fo r  any fu tu r e  l iq u id a t io n .

M anageria l C ontro l Issues

Successful f irm s  o fte n  c la im  th a t  t h e i r  most v a lu a b le  

asse t is  t h e i r  top management team. C o n v e rs e ly ,th e re  is  a 

stro ng  tendency to  blame top  management fo r  business f a i l u r e .  

A ll  o f  th e  l i t e r a t u r e  on turnarounds (Ham brick, 1985; H o fe r ,  

1980; B ib e a u lt , 1982; Schendel and P a tto n , 1976) s tre s s e s  th e  

im portance o f new le a d e rs h ip  in  th e  r e h a b i l i t a t io n  o f  f a i l i n g  

f irm s . In  a d d it io n , in  th e  case o f bankruptcy th e re  is  

f re q u e n tly  a change in  ownership c o n tro l and s tra te g y  

p re fe re n c e s . The o ld  management may be rep laced  by new 

management o r a bankruptcy t r u s te e ,  and even i f  th e  o ld  

management remains as d eb to r in  possession, debt h o ld e rs  and 

o th e r c r e d ito rs  become pow erfu l fo rc e s  in  d ec is io n  making once 

th e  f ir m  e n te rs  bankruptcy . The p re s id in g  bankruptcy ju dge  

a ls o  has e x te n s iv e  powers, p a r t ic u la r ly  i f  the  o th e r p a r t ie s  

cannot agree on issu es . C h a r a c te r is t ic a l ly  th e  debt h o ld e rs  

and bankruptcy c o u rt o f f i c i a l s  a re  more r is k -a v e rs e  than  e q u ity
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owners and ty p ic a l managers, and they  may impose r e s t r a in ts  on 

co n tin u in g  managers o r re p la c e  o ld  managers, presumed to  be 

lo y a l to  th e  e q u ity  h o ld e rs , w ith  new managers s e le c te d  fo r  a 

d i f f e r e n t  s e t o f s k i l l s  and lo y a l t ie s .  I t  should be noted th a t  

c la s s i f ic a t io n  o f managers as o ld  o r new may n o t be s im p le . 

F a il in g  f irm s  have o fte n  been d e c lin in g  fo r  s e v e ra l years p r io r  

to  f i l i n g  f o r  bankruptcy and may have had s e ve ra l rounds o f  

m anagerial tu rn o v e r . B r a n i f f  had a s e r ie s  o f  c h ie f  ex ec u tiv e  

o f f ic e r s  p r io r  to  bankruptcy , and Howard Putnam, who came in  

ju s t  p r io r  to  th e  bankruptcy f i l i n g ,  was rep laced  b e fo re  th e  

re o rg a n iz a tio n  was com plete . In  th e  case o f  W ickes, Sanford  

S ig o lo f f ,  who was brought in  to  tu rn  around a r a p id ly  d e c lin in g  

business, prom ptly took th e  company in to  bankruptcy . He 

re ta in e d  h is  le a d e rs h ip  p o s it io n  throughout th e  re o rg a n iz a tio n  

process and s t i l l  c o n tro ls  th e  reorgan ized  f i r m . I t  is  

extrem ely  ra re  fo r  a s in g le  in d iv id u a l to  m a in ta in  c o n tro l over 

th e  e n t ir e  span o f d e c lin e , re o rg a n iz a t io n , and postbankruptcy  

o p e ra tio n s . In  p a r t  th is  is  a n a tu ra l r e s u lt  o f  th e  tim e span 

in v o lv e d , which on average probably exceeds th e  average ten u re  

o f c h ie f  e x e c u tiv e s . The p e rio d s  du ring  which m anagerial 

tu rn o v e r is  most l i k e ly  to  occur are  th e  p e rio d  o f ra p id  

d e c lin e  ju s t  p r io r  to  th e  acceptance o f  th e  bankruptcy op tio n  

and th e  p e rio d  when th e  re o rg a n iz a tio n  p lan  is  being  

implemented. Once th e  bankruptcy process is  in i t i a t e d ,  th e re  

may be re lu c ta n c e  to  change managers u n t i l  th e  outcome is  

c le a r .  Then a change in  management may be th e  p r ic e  fo r  

g e tt in g  a s e ttle m e n t. For exam ple, th e  approval o f th e
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M a n v ille  re o rg a n iz a tio n  was he ld  up by demands f o r  the  

replacem ent o f  J . A. McKinney, th e  c h ie f  e x e c u tiv e  o f f ic e r  who 

had been a s e n io r manager o f  th e  f irm  fo r  more than t h i r t y  

ye ars .

P re s e rv a tio n  o f O rg a n iz a tio n a l Resources

Below th e  to p  management le v e l human resources are  tre a te d  

much th e  same as f in a n c ia l  and p h ys ica l resources. I f  th e  

business is  to  be p e rp e tu a te d , th e  re te n tio n  o f q u a l i ty  

personnel may be a high p r io r i t y .  On the  o th e r hand, the  

re o rg a n iz a tio n  process may p e rm it the  e lim in a t io n  o f  

unproductive  employees on e i th e r  an in d iv id u a l o r u n it  b a s is .

P hysica l and f in a n c ia l  resources could be considered as 

components o f  th e  o rg a n iz a t io n a l s tru c tu re , but f o r  th e  purpose 

o f t h is  d isc u s s io n , they w i l l  be tre a te d  as a p a r t  o f the  

f in a n c ia l  re s tr u c tu r in g . B efore proceeding to  th a t  d iscu s s io n , 

i t  is  im p o rtan t to  recogn ize  th a t  th e  successfu l re o rg a n iz a tio n  

and r e h a b i l i t a t io n  o f a bankrupt f irm  cannot be accomplished  

w ith o u t p ro v is io n  f o r  an a p p ro p ria te  base o f  human, p h y s ic a l, 

and f in a n c ia l  resources fo r  th e  reorgan ized  f ir m . I f  the  

reorgan ized  f ir m  is  to  be much s m a lle r  than i t  was o r ig in a l ly ,  

th e  base may be s m a ll. I f  th e  scope and s c a le  o f th e  f ir m  is  

to  be m a in ta in ed , th e  success o f  th e  re o rg a n iz a tio n  may depend 

not on ly  on th e  re te n tio n  o f  a l l  e x is t in g  as s e ts , but a ls o  on 

an in fu s io n  o f a d d it io n a l reso urces .
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F in a n c ia l R es tru c tu rin g

V a lu a tio n  Issues

Mapping f in a n c ia l  re s tru c tu r in g  in  bankruptcy is  s im p le r  

and more q u a n t ita t iv e  than o rg a n iz a tio n a l r e s tr u c tu r in g . I t  

has a ls o  re ce iv e d  more c r i t i c a l  academic a t te n t io n , but much o f  

i t  has been o v e r ly  s im p lis t ic .  As in  o rg a n iz a tio n a l  

re s tr u c tu r in g , th e  f i r s t  question  is  w hether th e  bankrupt f irm  

is  to  be reo rg an ized  or l iq u id a te d . In  th e  standard  f in a n c ia l  

l i t e r a t u r e ,  th e  e s s e n tia l question  is  whether th e  l iq u id a t io n  

va lu e  o f  the  f i r m  is  more or less  than i t s  va lu e  as a going 

concern (Bulow and Shoven, 1978; Ang & Chua , 1980 ). N e ith e r  

v a lu e  is  known w ith  c e r ta in ty ,  and most o f  th e  suggestions fo r  

e s tim a tin g  th e  v a lu es  are  sim ply forms o f  f in a n c ia l  p lan n in g , 

augmented by some ru le s  o f  thumb fo r  e s tim a tin g  liq u id a t io n  

v a lu e s . L i t t l e  o r no academic a t te n t io n  has been paid  to  

p a r t ia l  l iq u id a t io n s , a common outcome in  p r a c t ic e . Presumably 

th e  e s tim a tio n  o f  l iq u id a t io n  and going concern va lu es  fo r  

business subu n its  would be q u ite  s im ila r  to  those fo r  e n t ir e  

f irm s , and th e  s e le c t io n  o f  u n its  fo r  r e te n tio n  and d isposal 

would be s im ila r  to  th e  management o f a p o r t f o l io  o f businesses  

in  any d iv e r s i f ie d  f i r m . The le g a l c o n s tra in ts , tim e l im i t s ,  

and c o n f l ic ts  o f  in te r e s t  and c o n tro l in vo lved  in  bankruptcy  

tend to  depress th e  s a le  va lue  o f  assets  o f bankrupt f irm s , 

making th e  problems more d i f f i c u l t  than those in  normal 

business p o r t f o l io  management and f a r  from th e  s im p lic ity  o f
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th e o r e t ic a l cho ice  models.

P ub !ic  Pol ic y  Issues

W hile  th e  f in a n c ia l  l i t e r a t u r e  focuses on v a lu a tio n  

issu es , bankruptcy law and p ra c t ic e  have a p u b lic  p o lic y  

th r u s t ,  as w e l l .  The bankruptcy c o u rt has r e s p o n s ib i l i ty  f o r  

th e  genera l s o c ia l and economic w e lfa re , as w e ll as the  

f in a n c ia l  w e lfa r e , o f debtors  and c r e d ito r s .  For exam ple, the  

l iq u id a t io n  and d is p e rs a l o f  the assets  o f  a p u b lic  u t i l i t y  

would not be an accep tab le  outcome, un less ano th er s u p p lie r  was 

im m ediate ly  a v a i la b le .  In  some cases o f  t h is  s o r t ,  such as 

Lockheed, C h ry s le r  C o rp o ra tio n , and o th e rs , th e  problem was 

preempted by government a c tio n  to  p reven t bankrup tcy , ra th e r  

than by working o u t s o lu tio n s  in  th e  bankruptcy c o u rts . In  

re ce n t years , employee c la im s , in c lu d in g  employment s e c u r ity  

and pension b e n e f its ,  have in c re a s in g ly  become an issue in  

bankruptcy p roceed in gs. For companies th a t  f a i l  a f t e r  an 

extended p erio d  o f  u n p r o f i t a b l i l i t y ,  unfunded pension and 

h e a lth  b e n e f its  f o r  r e t i r e e s  may be t h e i r  la rg e s t  l i a b i l i t y .

In  th e  case o f  W h e e lin g -P itts b u rg h , unions and th e  b ig  c r e d ito r  

banks had m ajor b a t t le s  over th e  amount o f  f in a n c ia l  s a c r i f ic e  

they expected from  each o th e r . The LTV C o rp o ra tio n  has 

t ra n s fe r re d  unfunded pension l i a b i l i t i e s  in  excess o f  two 

b i l l i o n  d o lla r s  to  th e  fe d e ra l Pension Guaranty Board. In  

another case, U n ite d  A i r l in e s ’ p i lo t  union blocked U n ited  

A ir l in e s  from  rescu ing  F ro n t ie r  A ir l in e s ,  which fo rc e d  F ro n t ie r
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in to  bankruptcy. F r o n t ie r  p i lo t s  had accepted m ajor wage cuts  

as p a r t  o f a p lan  to  save F r o n t ie r ,  and U n ited  p i lo t s  fe a re d  

th a t  th e  reduced wage c o n tra c t would ad v erse ly  a f f e c t  t h e i r  

wage s tru c tu re , which they  had ju s t  won in  a b i t t e r  d isp u te  

w ith  U n ited  A ir l in e s  management.

D is t r ib u t io n  o f Assets

The bankruptcy process, w hether f o r  l iq u id a t io n  or  

re o rg a n iz a t io n , re q u ire s  a com plete accounting f o r  the  assets  

o f th e  bankrupt f ir m  and th e  p ro je c te d  d is t r ib u t io n  o f  those  

a s s e ts . I f  th e  f ir m  is  to  be s u b s ta n t ia l ly  re o rg a n ize d , i t  is  

standard procedure to  in c lu d e  pro forma balance sheets and 

income statem ents  f o r  s e v e ra l postbankruptcy years  in  th e  

re o rg a n iz a tio n  p lan  prepared  fo r  c o u rt ap p ro v a l. The num erical 

p re c is io n  o f th e  pro form a accounting s tatem ents  is  conven ien t 

fo r  research purposes, but p ro je c t io n s  o f fu tu re  va lues  is  

u n c e rta in  a t  b e s t, and in  bankruptcy cases th e  f in a n c ia l  

p ro je c tio n s  may be s tro n g ly  b iased by p o l i t i c a l  c o n s id e ra tio n s .

From th e  f in a n c ia l  v ie w p o in t the  m ajor c o n s id e ra tio n  is  

u s u a lly  th e  r e d is t r ib u t io n  o f  assets  between e q u ity  and debt 

h o ld e rs , and between th e  v a rio u s  c lasses  c f  c r e d ito r s . Another 

way o f lo o k in g  a t  i t  is  th a t  th e  o rg a n iz a t io n a l re s tru c tu r in g  

emphasizes th e  l e f t  hand, o r a s s e t, s id e  o f th e  balance s h ee t, 

w h ile  th e  f in a n c ia l  re s tr u c tu r in g  emphasizes the  r ig h t  hand, o r  

l i a b i l i t y ,  s id e . The Bankruptcy Code prov id es  p r io r i t i e s  fo r
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th e  d is t r ib u t io n  o f  asse ts , bu t w h ile  t h e i r  a p p lic a t io n  is  

r e la t iv e ly  s tra ig h tfo rw a rd  when th e  assets  a re  reduced to  cash 

and th e  f irm  l iq u id a te d , th e  a d ju d ic a tio n  o f  c la im s  in  

re o rg a n iz a tio n  is  no t so c le a r  and much more s u b je c t to  

n e g o tia t io n . The e v a lu a tio n  o f  re s tru c tu r in g  outcomes fo r  

c lasses  o f c r e d ito r s  is  o fte n  s im p le r than f o r  in d iv id u a l  

c r e d ito rs  w ith in  c la s s e s , p a r t ic u la r ly  those ho ld in g  n e g o tia b le  

a s se ts , such as p u b lic ly  trad e d  stocks and bonds. H old ing  

period s  and th e  e x te n t  o f  accrued gains o r losses may no t be 

homogeneous w ith in  a c lass  o f  c r e d ito r s , which in  tu rn  w i l l  

a f f e c t  in d iv id u a l in te r e s ts  and p re fe ren ces  a t  d e c is io n  p o in ts .

V a lu a tio n  o f th e  Reorgani zed Fi rm

I f  a f ir m  is  re o rg a n ize d , any e v a lu a tio n  o f  th e  outcome 

must in c lu d e  an e s tim a te  o f th e  fu tu re  va lu e  o f  th e  reorgan ized  

f ir m . In  th e o ry  t h is  should be l i t t l e  d i f f e r e n t  than  the  

a n a ly s is  o f any o th e r  f ir m , bu t th e re  a re  a number o f  

d if fe re n c e s . O verloads o f d e b t, inadequate working c a p ita l ,  

and s im ila r  problem s may be more e a s i ly  id e n t i f ia b le  than some 

o th e r fa c to r s . Revenue and earn in g s  p ro je c tio n s  may be 

p a r t ic u la r ly  d i f f i c u l t .  The h is to r ic a l  bases fo r  such 

p ro je c tio n s  a re  le s s  s o lid  than  fo r  o th e r f ir m s . In  a d d it io n ,  

th e re  is  in e v i ta b ly  a b ias  f o r  o v e r ly  o p t im is t ic  p ro je c tio n s ,  

sin ce  a p ro je c t io n  f o r  success is  a p re re q u is ite  fo r  

r e o rg a n iz a t io n . A ls o , proponents o f  re o rg a n iz a tio n  may make 

u n r e a l is t ic  p ro je c t io n s  fo r  p o l i t i c a l  advantage. On th e  o th e r
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hand, th e  accounting  f o r  assets  may be b e t te r  than norm al, 

s in ce  a l l  a sse ts  must be re e v a lu a te d  in  th e  bankruptcy process. 

For exam ple, book va lues  fo r  accounts re c e iv a b le  and f ix e d  

assets  are  g e n e ra lly  more accu ra te  a f t e r  bankruptcy than  

b e fo re .

Tax Issues

Tax c o n s id e ra tio n s  are  im p o rtan t and complex in  many 

business s itu a t io n s , bu t probab ly  none so extrem e as in  

bankruptcy. Much o f  th e  co m plex ity  o f  re o rg a n iz a tio n  plans and 

bankruptcy s e ttle m e n ts  is  d i r e c t ly  due to  e f f o r t s  to  maximize 

th e  ta x  b e n e f its  o f  a l l  p a r t ie s  concerned. Any unpaid taxes  

have a r e la t iv e ly  high p r io r i t y  c la im  in  bankruptcy, but th e  

cla im s are  u s u a lly  lim ite d  to  sm all amount o f p a y r o l l ,  e x c is e , 

and ta x es  o th e r  than  income ta x e s . Prim ary concerns a re  the  

u t i l i z a t io n  o f  ta x - lo s s  a t t r ib u te s  and th e  ta x  tre a tm e n t o f  

discharged debts by both c re d ito rs  and d eb to rs . S p e c if ic  ta x  

c o n s id e ra tio n s  a re  much too complex to  t r e a t  in  th is  

d isc u s s io n . The bankruptcy d is c lo s u re  s ta tem en ts , which 

d e s crib e  th e  d is t r ib u t io n  o f assets  and s e ttle m e n t o f  c la im s , 

f re q u e n t ly  in c lu d e  a s e c tio n  on the ta x  consequences o f the  

p la n , but they  do not r e l ie v e  any p a r t ie s  o f t h e i r  

r e s p o n s ib i l i t ie s  f o r  ta x  com putation and payment. The 

Bankruptcy Reform A ct o f  1978 and subsequent ta x  le g is la t io n  

have g e n e ra lly  made i t  e a s ie r  to  preserve ta x  advantages. The 

new law has a ls o  tended to  s h i f t  the  emphasis from
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1in e -o f-b u s in e s s  c o n s id e ra tio n s  to  ownership c o n s id e ra tio n s .

Research R esu lts

Outcome C la s s i f ic a t io n

The d iscuss io n  o f  bankruptcy outcomes above has been q u ite  

extended, but th e  research  on th e  outcomes fo r  th e  f irm s  in  the  

study was lim ite d  in  scope. The very co m plex ity  o f th e  

p o ss ib le  outcomes makes research  design d i f f i c u l t ,  and th e  

a v a ila b le  d a ta  is  q u ite  l im i te d .  For a few f irm s , p a r t ic u la r ly  

la rg e  f irm s  th a t  were s u c c e s s fu lly  re o rg a n ize d , company records  

and the business press p ro v id e  e x te n s iv e  d a ta , but fo r  a 

m a jo r ity  o f  th e  f ir m s , l i t t l e  in fo rm a tio n  on outcomes was 

a v a ila b le  w ith in  th e  l im i t s  o f  th e  resources a v a i la b le .  The 

s e c tio n  th a t  fo llo w s  o u t l in e s  th e  d a ta  th a t  were a v a i la b le  and 

describes  some s im ple  ana lyses  th a t  were perform ed.

At th e  tim e  th a t  th e  s t a t i s t i c a l  research  d a ta  base was 

c lo sed , 60 o f th e  73 f irm s  had completed th e  bankruptcy  

process, o r  th e  process was so near com pletion th a t  th e  

outcomes were r e l ia b ly  p re d ic ta b le . For each f ir m  th a t  had 

completed th e  process, th e  date  o f th e  s e ttle m e n t was known and 

enough in fo rm a tio n  was a v a i la b le  to  c la s s ify  th e  outcome in to  

one o f th e  fo u r  fo llo w in g  c a te g o rie s :

1. Successful re o rg a n iz a t io n s . These were firm s  which
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m ainta ined  t h e i r  c o rp o ra te  id e n t i t y ,  and which had 

p o s tre o rg a n iz a tio n  asse ts  o r  s a le s  o f a t  le a s t  50% o f  

prebankruptcy le v e ls .

2 . P a r t ia l l y  successfu l re o rg a n iz a tio n s . These were f irm s  

which m ain ta ined  t h e i r  c o rp o ra te  id e n t i t y ,  bu t which had 

p o s tre o rg a n iz a tio n  asse ts  o r  s a le s  o f less  than 5056 o f  

prebankruptcy le v e ls .

3 . Mergers o r a c q u is it io n s . These were firm s  whose 

business and o rg a n iz a t io n a l s tru c tu re  was continued  by 

another f ir m  a f t e r  a c q u is it io n  o r m erger.

4 . Unsuccessful re o rg a n iz a tio n s  and l iq u id a t io n s . These 

were a l l  th e  firm s  which had completed th e  bankruptcy  

process and d id  n o t f i t  one o f th e  o th e r c a te g o r ie s .

S u f f ic ie n t  in fo rm a tio n  was a v a i la b le  to  make th e  

c la s s i f ic a t io n  o f  f irm s  as successfu l re o rg a n iz a tio n s  c le a rc u t ,  

but th e  o th e r c la s s i f ic a t io n s  re q u ire d  some s u b je c tiv e  

judgm ents. Some firm s  may have m ain ta ined  a le g a l c o rp o ra te  

id e n t i t y  but were so reduced in  s iz e  and v i s i b i l i t y  th a t  i t  was 

not p o ss ib le  to  d is t in g u is h  them from l iq u id a t io n s . In  some 

cases, bankrupt f irm s  so ld  m ajor b locks o f  assets  to  o th e r  

f irm s , but un less some c le a r  business id e n t i ty  was m a in ta in ed , 

they  were c la s s i f ie d  as l iq u id a t io n s .  For exam ple, Sambo’ s 

R estaurants  s o ld  a s u b s ta n t ia l number o f s to re s  to  V ico rp  

R estau ra n ts , bu t they  were not op erated  as Sambo’ s , so the  

outcome was considered  a l iq u id a t io n .  Magic M arker s o ld  i t s  

name and tradem arks to  a n o th er f i r m , which took Magic M arker as
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i t s  new name, but th a t  a ls o  was c la s s if ie d  as a l iq u id a t io n .

I t  is  ir o n ic  to  no te  th a t  th e  new Magic M arker subsequently  

went b an kru p t, to o .

The c la s s i f ic a t io n  o f  outcomes was based on th e  d a ta  taken  

im m ediate ly  a f t e r  th e  emergence from  bankruptcy. A number o f  

f irm s  which were re o rg a n ize d , both s u c c e s s fu lly  and 

u n s u cc e s s fu lly  under th e  d e f in i t io n s  above, d isappeared s h o r t ly  

a f t e r  re o rg a n iz a t io n . Some went bankrupt again  and were 

l iq u id a te d , and o th e rs  were merged o r acqu ired  by o th e r f irm s .  

Firms em erging from  bankruptcy are u s u a lly  in  a weakened 

c o n d itio n  w ith  l im ite d  cash resources, weak c r e d it  ra t in g s , and 

low s tock  p r ic e s . R eorganized firm s  w ith  sound business cores  

may be a t t r a c t iv e  ta rg e ts  f o r  a c q u is it iv e  f irm s .

T ab le  9 .1  l i s t  th e  bankruptcy outcomes fo r  th e  firm s  in  

th e  s tu d y . The f a i l u r e  pathway fo r  each is  a ls o  shown. The 

l i s t  o f  outcomes shown in  T ab le  9 .1  was re v ise d  subsequent to  

th e  s t a t i s t i c a l  te s t in g  rep o rte d  la t e r  in  t h is  c h a p te r . A 

number o f  re o rg a n iz a t io n s  in  progress when the  s t a t i s t i c a l  

analyses were run had been completed p r io r  to  th e  f in a l  e d it in g  

o f t h is  t a b le .
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T ab le  9.1

Bankruptcy Outcomes *

SUCCESSFUL REORGANIZATIONS (1 2 )
F a ilu re  Pathway * *  

AM In te r n a t io n a l ,  In c . MM
C o n tin e n ta l A ir l in e s  LC
Data Access Systems LC
L e isu re  Dynamics MM
L io n e l C o rp o ra tio n  FMS
Phoenix S te e l C o rp o ra tio n  FMS
Poloron Products In c . MM
Revere Copper and Brass In c . FMS
Robintech In c . MM
Sal an t C o rp o ra tio n  MM
Storage Technology Corp. LC
Wickes Companies In c . LC

UNSUCCESSFUL REORGANIZATIONS (2 8 )

Amfesco In d u s tr ie s  FMS
Anglo Energy LC
Argo Petroleum  LC
B erry  In d u s tr ie s  Corp. FMS
Bobbie Brooks MM
B r a n if f  In te r n a t io n a l A irw ays LC
CS Group LC
C h a rte r Company LC
C o n tin e n ta l S te e l Co. MM
Cook U n ited  MD
Eastmet MD
Flame In d u s tr ie s  In c . FMS
G arland C orp o ra tio n  MD
Gilman S erv ices  LC
K -Tel In te r n a t io n a l In c . MD
M arion C o rp o ra tio n  LC
McLouth S te e l LC
Mego In te r n a t io n a l In c  MM
Mesta Machine Co. MM
M obile  Homes In d u s tr ie s  MD
Morton Shoe Cos. MM
Nucorp Energy LC
Pathcom In c . MM
R ichton In te r n a t io n a l Corp. MD
Rusco In d u s tr ie s  In c . MM
Smith In te rn a t io n a l MD
Tacoma B o a tb u ild in g  In c . MD
W hite Motor C o rp o ra tio n  MM
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Table  9 .1  (c o n t)  

Bankruptcy Outcomes *

MERGED OR ACQUIRED (9 )

A lte c  C o rp o ra tio n  MD
Commodore FMS
KDT In d u s tr ie s  In c .  LC
N atio n a l Shoes In c . MM
Saxon In d u s tr ie s  LC
Solomon, Sam, In c . FMS
S tee lm et In c . FMS
S te v c o k n it In c . MM
Towle M anufacturing  Co. LC

LIQUIDATIONS (1 6 )

Advent C o rp o ra tio n  LC
Auto T ra in  Corp MD
B arclays In d u s tr ie s  In c . MM
Berven C arpet Corp. MD
Branch In d u s tr ie s  MD
C a p ito l A ir  LC
Cooper J a r r e t t  MD
Crompton Company, In c . MD
G lover In c . MM
Good ( L . S . )  Co. MM
Lynnwear C o rp o ra tio n  MM
Magic Marker Corp. MD
Sambo’ s R estau ran ts  LC
Tobin Packing C o ., In c . MM
T ra n s c o n tin e n ta l Energy Corp. MD
Upson Company

STILL IN REORGANIZATION (8 )

Beker In d u s tr ie s  MD
Global M arine FMS
LTV C o rp o ra tio n  MD
MGF O il LC
M a n v ille  C o rp o ra tio n  LC
Robins, ( A .H . ) ,  Company LC
UNR In d u s tr ie s  In c .  LC
W h e e lin g -P ittsb u rg h  S te e l Co. MD

*  Th is  l i s t  was re v is e d  subsequent to  th e  s t a t i s t i c a l  
analyses rep o rted  on pages 255-259 .
* *  F a ilu r e  Pathways: MD = M arket D e te r io r a t io n , MM = M arket
M a ia d a p ta tio n , FMS = F ig h t fo r  M arket S hare , LC = Loss o f  
C o n tro l.
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Stock Trad ing  fo r  Bankrupt Fi rms

Given th a t  m aintenance o f c o rp o ra te  id e n t i t y  and a 

s u b s ta n tia l f in a n c ia l  base a re  key in d ic a to rs  o f  successfu l 

re o rg a n iz a t io n , an e x te rn a l v a l id a t io n  o f th a t  achievem ent was 

seen as d e s ira b le . The m ajor s tock  exchanges have a s e t o f  

ra th e r  s t r in g e n t  standards fo r  f irm s  l i s t i n g  t h e i r  s to c k s , so 

postbankruptcy exchange l i s t in g  was s e le c te d  as one in d ic a to r  

o f successfu l re o rg a n iz a t io n .

The f irm s  in  th e  study were s e le c te d  on th e  bas is  th a t  

th ey  were p u b lic ly  trad e d  p r io r  to  bankruptcy. During and 

fo llo w in g  bankruptcy th e re  were many changes in  th e  exchange 

l i s t in g s  fo r  th e  f irm s , in c lu d in g  those which were a b le  to  

s u c c e s s fu lly  re o rg a n iz e . For purposes o f  a n a ly s is  th e  s tock  

exchange in fo rm a tio n  was d iv id e d  in to  f iv e  c a te g o rie s  d e fin e d  

as fo llo w s .

1. Firms trad ed  on th e  New York Stock Exchange.

2 . Firms trad ed  on th e  American Stock Exchange.

3. Firm s no t trad e d  on th e  New York o r American Stock

Exchanges, bu t w ith  tra d in g  in fo rm a tio n  w id e ly  re p o rte d  in  

f in a n c ia l  jo u rn a ls  and re fe re n c e  works. T h is  categ ory  

in c lu d es  f irm s  in c lu d ed  in  th e  d a i ly  o v e r -th e -c o u n te r  

s e c tio n  o f th e  W al1 S tr e e t  J o u rn a l. f irm s  tra d in g  on th e  

Chicago Stock Exchange, and f irm s  whose tra d in g  is  re p o rte d  

in  D a ily  Stock P r ic e s .

4 . Firm s id e n t i f ie d  as having p u b lic  s tock  in  c ir c u la t io n
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by such sources as Standard and Poor’ s C orpora te  R e g is te r, 

but n o t in c lu d ed  in  any o f the  preceding c a te g o r ie s .

5 . Firm s w ith  no p u b lic ly  trad ed  s to c k . T h is  category  

in c lu d es  f irm s  which were l iq u id a te d , acq u ired  by o th e r  

f irm s , o r  taken p r iv a te  in  th e  re o rg a n iz a tio n  process.

W hile  s to ck  exchanges l is t in g s  are  good in d ic a to rs  o f a 

f i r m ’ s f in a n c ia l  s tre n g th , th ey  prov id e  no d i r e c t  in fo rm a tio n  

about changes in  ownership o r  o th e r f in a n c ia l  re s tru c tu r in g .  

Many bankruptcy re o rg a n iz a tio n s  r e s u lt  in  th e  c a n c e lla t io n  o f  

a l l  o ld  s to ck  and th e  issuance o f new s to c k . H o lders  o f the  

o ld  stock may re c e iv e  l i t t l e  o r none o f th e  new s to ck ; most o f  

th e  new s to ck  may be d is t r ib u te d  to  c r e d ito rs  in  l ie u  o f  cash 

payments. A number o f  re o rg a n iz a tio n s  were dependent on major 

c a p ita l  c o n tr ib u t io n s  by new in v e s to rs  who gained m ajor 

ownership s takes  and c o n tr o l ,  and, in  th e  process, they l e f t  

o n ly  r e la t iv e ly  sm all amounts o f p u b lic  ownership o f  

q u e s tio n a b le  v a lu e . However, i f  any stock remained in  the  

p u b lic  domain, th e  f i r m  was c la s s if ie d  on th e  b as is  o f th a t  

s to c k . For exam ple, th e  reo rg an ized  B r a n if f  A irw ays is  t o t a l l y  

c o n tro lle d  and p r im a r i ly  owned by th e  P r it z k e r  fa m ily ,  but 

th e re  is  a sm all amount o f common stock which is  p u b lic ly  

trad e d  over—th e -c o u n te r . In  th e  case o f C o n tin e n ta l A ir l in e s ,  

Texas A ir  Corp. owned o ver 80$ o f  C o n tin e n ta l p r io r  to  and 

through th e  bankruptcy process, and a f t e r  re o rg a n iz a tio n  moved 

to  100% ow nership , b u t C o n tin e n ta l is  c la s s if ie d  in  Category 2 , 

because i t s  s to ck  was tra d e d  on th e  American Stock Exchange
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u n t i l  a f t e r  th e  re o rg a n iz a tio n  was consummated.

A summary o f th e  exchange data  is  g iven  in  Tab le  9 .2 ,  and 

a com plete l i s t i n g  fo r  a l l  firm s  is  in c luded  in  th e  appendices. 

Stock tra d in g  fo r  f a i l i n g  firm s  during  and a f t e r  bankruptcy was 

determ ined by q u a n tity  and q u a lity  o f  th e  s to c k . Stock can be 

d e lis te d  e i t h e r  v o lu n ta r i ly  by th e  f irm , o r i t  may be d e lis te d  

by th e  exchange, i f  i t  f a i l s  to  con tinue  to  meet th e  exchange’ s 

req u irem en ts , such as th e  m arket va lu e  o f  s to ck  and th e  number 

o f sh areh o ld ers  (New York Stock Exchange, 1 9 8 6 ). In  a d d it io n  

to  th e  q u a n t i ta t iv e  s tan d ard s , exchanges have o th e r c r i t e r i a  

fo r  d e l is t in g  which may be a p p lie d .

Table 9 .2

Summary o f  Stock Trading fo r  Bankrupt Firms

Exchange B efore A f te r *

Bankruptcy

1. New York Stock Exchange 24 16

2 . American S tock Exchange 23 5

3 . O ve r-th e -C o u n te r (p u b lis h e d ) 26 13

4 . O ther (non pub lished ) 11

5 . None 28

♦ In c lu d e s  f irm s  s t i l l  in  th e  re o rg a n iz a tio n  process

Bankruptcy is  a b as is  fo r  d e l is t in g ,  but th e  d e l is t in g  is
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n e ith e r  au tom atic  nor u n iv e rs a l. The p o lic y  o f  th e  m ajor 

exchanges on th e  d e l is t in g  o f stocks o f bankrupt f irm s  has been 

e v o lv in g . As la te  as 1982, the  NYSE and ASE d e lis te d  bankrupt 

f irm s  im m ediate ly  on d e c la ra tio n  o f bankruptcy, o r b e fo re , i f  

th e  firm s  had f a i le d  to  meet th e  exchange’ s f in a n c ia l  

standards . For exam ple, Wickes d ec la red  bankruptcy on A p r il  

24, 1982, and th e  NYSE d e lis te d  th e  stock on May 9 , 1982. More 

re c e n t ly , s e ve ra l bankrupt f ir m s ’ stocks have trad e d  w ith o u t  

in te r ru p t io n  on th e  NYSE, in c lu d in g  S torage Technology,

W h ee lin g -P ittsb u rg h  S te e l,  LTV C o rp o ra tio n , and A. H Robins. 

M obile  Homes In d u s tr ie s , a r e la t iv e ly  sm all f i r m , continued to  

tra d e  on th e  NYSE fo llo w in g  i t s  bankruptcy in  1984 but was 

d e lis te d  a f t e r  re o rg a n iz a t io n . M a n v ille  C o rp o ra tio n , which  

dec la red  bankruptcy in  1982, was one o f  th e  f i r s t  bankrupt 

firm s  which continued  to  tra d e  on th e  NYSE w ith o u t  

in te r ru p t io n ;  but th a t  bankruptcy was unique in  th a t  th e re  was 

no immediate th r e a t  to  o rd in a ry  business c r e d ito r s .

Outcome P re d ic t io n  Hypotheses

A fte r  ob serv ing  th e  bankruptcy outcomes and c la s s ify in g  

them in to  a manageable number o f  c a te g o r ie s , th e  n ext s tep  was 

to  look fo r  ways o f  p re d ic t in g  th e  outcomes on th e  basis  o f  

prebankruptcy in fo rm a tio n . P r io r  to  i n i t i a t i n g  th e  research , 

th e  fo llo w in g  hypotheses about bankruptcy outcomes were 

developed:

H1. Successfu l re o rg a n iz a tio n  w i l l  be p o s it iv e ly  c o r re la te d
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w ith  th e  ra te  o f  d e c lin e  o f th e  f irm  in  the  d e c lin e  phase.

Th is  h yp o th es is  was based in  p a r t  on th e  hypothesis  in  

Chapter 6 th a t  f irm s  in  growing in d u s tr ie s  would d e c lin e  more 

ra p id ly  than  those in  d e c lin in g  in d u s tr ie s . Growing in d u s tr ie s  

would no rm ally  appear to  p rov id e  a b e t te r  environm ent fo r  

re o rg a n iz a tio n  than  d e c lin in g  in d u s tr ie s . For exam ple, in  

d e c lin in g  in d u s tr ie s  th e re  would be less  m o tiv a tio n  to  preserve  

prod uction  c a p a c ity . A lso , less  ero s io n  o f  assets  would be 

expected in  f irm s  which had d e c lin e d  ra p id ly  as compared to  

those th a t  had d e c lin e d  s lo w ly .

H2. S uccessfu l re o rg a n iz a tio n  w i l l  be p o s it iv e ly  c o r re la te d  

w ith  th e  mean book va lue  o f e q u ity  fo r  the  two years  

im m ediate ly  p reced ing  the  f i l i n g .

O bviously  th e  g re a te r  th e  assets  the  f irm  has, th e  more 

l i k e ly  i t  is  to  be s u c c e s s fu lly  re o rg a n ize d . Larger f irm s  

would be more l i k e l y  to  have a mix o f  a s s e ts , some o f which 

could be s o ld  and o th e rs  used as a core f o r  th e  reorgan ized  

f ir m . The ch o ice  o f  using the mean va lu e  over two years was 

made to  reduce th e  e f f e c t  o f ra p id  prebankruptcy re s tru c tu r in g  

and d is p o s it io n  o f  u n p ro f ita b le  a s s e ts .

H3. F a i l in g  f irm s  w i l l  be a b le  to  re o rg a n ize  s u c c e s s fu lly  

on ly  i f  th e  f ir m  can re e s ta b lis h  o p e ra tio n s  a t  a s u b s ta n tia l  

le v e l im m ed ia te ly  o r w ith in  th re e  months o f th e  bankruptcy  

f i l i n g  d a te .

Th is  h yp o th es is  was based on th e  b e l ie f  th a t  i f  th e  f i r m ’ s
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businesses were o f  s i g n i f i c a n t  fu tu r e  u t i l i t y ,  then th e re  would 

be s tro n g  m o t iv a t io n  to  re o rg a n ize . Even i f  th e  assets  were 

v a lu a b le ,  th e  e ro s io n  o f  t h e i r  va lue  standing  unused and the  

s ta r tu p  costs  o f  r e m o b il iz in g  them would make re o rg a n iz a t io n  

more d i f f i c u l t .

H4. F a i l in g  f i rm s  w i l l  be a b le  to  reo rg an ize  s u c c e s s fu l ly  

o n ly  i f  th e  f i r m  has a new top management team.

I f  f i r m  d e c is io n s  are  a c r i t i c a l  fa c to r  in  business  

success, then business f a i l u r e  is  a t  le a s t  an in d ic a to r  o f  

f a u l t y  management, which is  no t l i k e l y  to  perform  s i g n i f i c a n t l y  

b e t te r  in  r e o r g a n iz a t io n .  Perhaps more im p o rtan t than ac tua l  

performance, c r e d i t o r s  and o th e r  e x te rn a l fo rc e s  w i l l  tend to  

give  h ig h er c r e d i b i l i t y  to  new managers than o ld  managers, and 

consequently w i l l  be more l i k e l y  to  g ran t th e  concessions  

necessary f o r  r e o r g a n iz a t io n .  This has been one o f  th e  most 

c o n s is te n t  themes o f  th e  turnaround l i t e r a t u r e ,  and bankruptcy  

r e o rg a n iz a t io n s  d i f f e r  from o th e r  turnarounds o n ly  in  the

e x te n t  to  which th e  f i rm s  have d ec lin e d  b e fo re  th e  turnarounds

are  i n i t i a t e d .  In  some cases, bankruptcy may have been the

r e s u l t  o f  a f a i l e d  tu rnaroun d , which makes i t  even more l i k e l y

t h a t  new le a d e rs h ip  w i l l  be sought.

R esu lts  o f  Hypothesis T estino

In  o rd er  to  t e s t  th e  hypotheses and to  r e l a t e  the  outcomes 

to  th e  f a i l u r e  pathways, the  outcome r e s u lts  were
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c ro s s ta b u la te d  w ith  the pathways as shown in  F igure  9 .2

F igure  9 .2

Bankruptcy Outcomes and F a i lu r e  Pathway R e la t io n s h ip s

FIRM SALES 

D e c lin in g

Growing

T o ta ls

INDUSTRY SALES 
D ec lin in g  Growing T o ta ls

Path 1 Path 2
Outcomes Outcomes

1. 1 1. 6 1 . 7
2. 4 2 . 6 2 . 10
3. 1 3 . 2 3. 3
4 . 7 4 . 6 4 . 13
5. 6 5 . 1 5 . 7

Path 3 Path 4
Outcomes Outcomes

1. 3 1. 5 1 . 8
2. 2 2 . 9 2 . 11
3 . 3 3 . 2 3 . 5
4 . 0 4 . 3 4 . 3
5. 2 5 . 4 5. 6

1 . 4 1 . 11 1 . 15
2. 6 2 . 15 2 . 21
3. 4 3. 4 3 . 8
4 . 7 4 . 9 4 . 16
5. 8 5 . 5 5. 13

(P aths: 1 = Market D e te r io r a t io n ,  2 = Market Mai a d a p ta t io n ,
3 = F ig h t  f o r  Market Share, 4 = Loss o f  Control

Outcomes: 1 = Success, 2 = P a r t ia l  success, 3 = Merger,
4 = L iq u id a t io n ,  5 = In  Process)

The la rg e  number o f  a l t e r n a t iv e  outcome c e l l s  r e l a t i v e  to  the  

number o f  cases precluded s t a t i s t i c a l  a n a ly s is ,  but th e  data  in  

each o f  the  c e l l s  in  F igure  9 .2  appears to  be c o n s is te n t  w ith  

e x p e c ta t io n s . R eo rg a n iza t io n s , both successfu l and p a r t i a l l y  

s u c c e s s fu l ,  in  growing in d u s t r ie s  outnumbered those in  

d e c l in in g  in d u s t r ie s .  Th is  suggests t h a t  f i rm s  in  growing 

in d u s tr ie s  had core  businesses worth p re s e rv in g . The 

r e l a t i v e l y  high p ro p o r t io n  o f  re o rg a n iz a t io n s  s t i l l  in  progress
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f o r  d e c l i n i n g  f i r m s  in  d e c l i n i n g  in d u s t r i e s  p o in t s  t o  th e  

d i f f i c u l t y  o f  s e t t l i n g  a c co u n ts  when th e  a s s e ts  a r e  t i e d  up in  

u n a t t r a c t i v e  i n d u s t r i e s ,  e s p e c i a l l y  when th e  f i r m s  a r e  l a r g e .  

These f i r m s  d e c l i n e d  s lo w ly  and a r e  r e o r g a n iz in g  s lo w ly .  As in  

most o t h e r  a n a ly s e s  in  t h i s  s tu d y ,  f i r m  e f f e c t s  a p p e a red  t o  

o u tw e ig h  in d u s t r y  e f f e c t s .  F irm s w i t h  d e c l i n i n g  s a le s  te n d e d  

t o  be l i q u i d a t e d ,  b u t  f i r m s  w i th  g ro w in g  s a le s  in  d e c l i n i n g  

i n d u s t r i e s  had a good r e o r g a n iz a t io n  r e c o r d .

M oving t o  t h e  s t a t i s t i c a l  h y p o th e s is  t e s t i n g ,  f o r  

H yp otheses  1 and 2 a b o u t  r e o r g a n iz a t io n  outcom es, t h e  d a t a  w ere  

c o n s is t e n t  w i t h  t h e  h y p o th e s e s , b u t  n o t  s t a t i s t i c a l l y  

s i g n i f i c a n t .  A number o f  v a r i a b l e s  w ere  t e s t e d  as p r e d i c t o r s  

o f  s u c c e s s fu l  r e o r g a n i z a t i o n s ,  in c lu d in g  r a t e  o f  d e c l i n e ,  book 

v a lu e  p r i o r  t o  b a n k r u p tc y ,  z - s c o r e s ,  and s i z e  u s in g  s te p w is e  

d i s c r i m i n a n t  a n a l y s i s .  The o n ly  v a r i a b l e s  w i t h  a s i g n i f i c a n t  

u n i v a r i a t e  F v a lu e  w ere  s i z e  r e l a t e d  v a r i a b l e s .  A d i s c r i m i n a n t  

p r e d i c t i o n  model u s in g  th e  n a t u r a l  lo g  o f  t o t a l  a s s e ts  in  th e  

y e a r  b e f o r e  b a n k ru p tc y  as th e  o n ly  p r e d i c t o r  c o r r e c t l y  

p r e d ic t e d  7 6 . 9 *  o f  th e  s u c c e s s fu l  r e o r g a n iz a t io n s  and 7 7 . 1 *  o f  

th e  u n s u c c e s s fu l  r e o r g a n i z a t i o n s .  Of th e  13 r e o r g a n iz a t io n s  in  

p ro c e s s ,  t h e  model p r e d i c t s  te n  s u c c e s s fu l  r e o r g a n i z a t i o n s ,  

in c lu d in g  LTV C o r p o r a t io n  and W h e e l in g -P i t t s b u r g h  S t e e l  

Company. T h is  would be a v e ry  h ig h  p r o p o r t io n  o f  s u c c e s s e s ,  

b u t  th e  f i r m s  te n d  t o  be v e ry  la r g e  i n c l u d i n g  LTV,

W h e e l in g - P i t t s b u r g h ,  and G lo b a l M a r in e .
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I t  i s  im po rtan t to  note th a t  s iz e  was a d i r e c t  p re d ic to r  

o f  r e o rg a n iz a t io n a l  outcomes and was not mediated through  

performance v a r ia b le s .  S iz e  was not s i g n i f i c a n t l y  c o r r e la te d  

w ith  performance r a t i o s  e i t h e r  f o r  the bankrupt sample o r  in  

th e  independent s tudy re p o rte d  in  Chapter 4 . Looking a t  the  

in d iv id u a l  cases, th r e e  e x p la n a t io n s  o f  the  r e l a t i v e  success o f  

la rg e  f i rm s  in  re o rg a n iz in g  come fo rw ard . The ve ry  la rg e  f irm s  

have a broader a r ra y  o f  a s s e ts , some o f  which may be p rod uctive  

and v a lu a b le  as a business  core f o r  a reorgan ized  f i r m .  Also, 

the  very s iz e  o f  th e  as se ts  may make i t  more d i f f i c u l t  to  f in d  

f i n a n c i a l l y  capable buyers , and a n t i t r u s t  c o n s id e ra t io n s  may 

i n h i b i t  mergers. Away from f in a n c ia l  c o n s id e ra t io n s , la rg e  

f irm s  would be expected  to  have a la rg e r  and more d iv e rs e  group 

o f s takeho lders  who would be in  a p o s i t io n  to  e x e rc is e  

p o l i t i c a l  in f lu e n c e  t o  p reserve  the  f i r m .  Th is  would fo l lo w  

from the C h rys le r  s i t u a t i o n  in  which a broad package o f  

subs id ies  was put to g e th e r  by unions, s u p p l ie rs ,  d i s t r ib u t o r s ,  

and governments to  in s u re  C h r y s le r ’ s s u r v iv a l .  A major  

argument in  the  C h ry s le r  case, and l a t e r  in  th e  C o n tin e n ta l  

I l l i n o i s  Bank case, was t h a t  the  f i r m  was too la rg e  to  l e t  i t  

d ie .

Of th e  f irm s  in  th e  sample w ith  assets  in  excess o f  a  

b i l l i o n  d o l la r s ,  o n ly  two, B r a n i f f  Airways and C h a rte r  Company, 

were c la s s i f ie d  as unsuccessfu l re o rg a n iz a t io n s .  Both 

su rv iv e d , but were g r e a t ly  reduced in s i z e .  B r a n i f f  delayed  

d e c la r in g  bankruptcy u n t i l  i t  was in  desperate  f in a n c i a l
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c o n d it io n ,  and suspended a l l  o p e ra tio n s  throughout the  

re o rg a n iz a t io n  p e r io d .  The B r a n i f f  bankruptcy was one o f  the  

e a r l i e s t  la rg e  b a n k ru p tc ie s , and i t s  experience may have served  

as a warning to  C o n tin e n ta l A i r l in e s  and o th er  la rg e  f irm s  t h a t  

went bankrupt l a t e r  in  th e  p e r io d .  The C h arte r  Company was a 

r e l a t i v e l y  loose fe d e r a t io n  o f  u n re la te d  a c t i v i t i e s ,  many o f  

them in  f in a n c ia l  s e rv ic e s ,  which had been acquired i n , a  re cen t  

conglomerate expansion. As a r e s u l t ,  the d ivestm ent o f  la rg e  

u n its  was e a s i ly  accomplished w ith  l i t t l e  loss to  anyone.

S t a t i s t i c a l  t e s t in g  f o r  the  la s t  two hypotheses would have 

req u ired  more d e t a i le d  o p e ra t io n a l  da ta  than were a v a i la b le  f o r  

most o f  the  cases. As in d ic a te d  in  e a r l i e r  d isc u s s io n s , many 

o f th e  f irm s  were r e l a t i v e l y  small w ith  l i t t l e  or no a v a i la b le  

n a r r a t iv e  d a ta . The hypotheses appeared to  be c o n s is te n t  w ith  

the  a v a i la b le  case d a ta ,  which were h e a v i ly  biased towards  

la rg e  f irm s  and successfu l re o rg a n iz a t io n s .  B r a n i f f  was one o f  

the  few la rg e  f irm s  which suspended op era tio n s  on d e c la r in g  

bankruptcy.

Te s tin g  H4, which p o s i ts  t h a t  new leadersh ip  w i l l  be 

re q u ire d  f o r  successfu l r e o r g a n iz a t io n ,  would re q u ire  a 

f l e x i b l e  d e f in i t io n  o f  new le a d e rs h ip .  The e s s e n t ia l  p o in t  is  

t h a t  th e  managers who c o n t r o l le d  the  f i r m  during d e c l in e  a re  

u n l ik e ly  to  be a b le  to  manage a successful r e o rg a n iz a t io n .  In  

a number o f  cases, these  lea d ers  were replaced j u s t  p r io r  to  

the  f i l i n g  f o r  bankruptcy , and the  d e c is io n  to  e l e c t  the
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b a n k ru p tc y  o p t io n  was th e  f i r s t  d e c i s i v e  a c t i o n  by th e  new 

l e a d e r s h ip .  I n  t h e  case  o f  B r a n i f f ,  H a r o ld  Putnam made th e  

b a n k ru p tc y  d e c is io n  a lm o s t  im m e d ia te ly  on h i s  a p p o in tm e n t ,  b u t  

he d id  n o t  s u r v iv e  th e  r e o r g a n i z a t i o n ,  I n  t h e  W ickes  c a s e ,  

Sandy S i g o ! o f f  to o k  th e  b a n k ru p tc y  a c t i o n ,  s e rv e d  as CEO 

th r o u g h o u t  th e  r e o r g a n i z a t i o n ,  and has c o n t in u e d  in  t h a t  

c a p a c i t y  e v e r  s i n c e .  I n  th e  C o n t in e n t a l  A i r l i n e s  c a s e ,  Frank  

Lo renzo  c a r e f u l l y  o r c h e s t r a t e d  f i r s t  th e  ta k e o v e r  o f  

C o n t i n e n t a l ,  th e n  t h e  m erg er o f  f a i l i n g  Texas  I n t e r n a t i o n a l  

A i r l i n e s  i n t o  C o n t i n e n t a l ,  and th e n  t h e  b a n k ru p tc y  o f  t h e  

combined a i r l i n e s .  A l l  t h i s  was a c co m p lis h e d  w i t h o u t  

b a n k r u p t in g  o r  f i n a n c i a l l y  j e o p a r d i z i n g  t h e  p a r e n t  h o ld in g  

company, Texas  A i r  C o r p o r a t io n .

D is c u s s io n  o f  R e s u l ts

Much o f  th e  t r a d i t i o n a l  t h i n k i n g  a b o u t b a n k ru p tc y  outcomes  

has been o v e r s i m p l i f i e d  by c o n s id e r in g  o n ly  t h e  s im p le  

d ich o to m y o f  l i q u i d a t i o n  v s .  r e o r g a n i z a t i o n .  The academ ic  

f in a n c e  l i t e r a t u r e  i s  l a r g e l y  c o n s is t e n t  w i t h  t h i s  v ie w  in  i t s  

em phasis  on c h o o s in g  betw een t h e  a l t e r n a t i v e s  on t h e  b a s is  o f  

t h e  r e l a t i v e  v a lu e s  o f  th e  f i r m ’ s l i q u i d a t i o n  v a lu e  and i t s  

v a lu e  as a g o in g  c o n c e rn  (B ulow  and Shoven, 19 78 ; and o t h e r s ) .  

T h is  v ie w  f i t s  t h e  s i t u a t i o n  re a s o n a b ly  w e l l  f o r  s m a l l  f i r m s  

w i t h  a s i n g l e  b u s in e s s ,  b u t  is  g r o s s ly  in a d e q u a te  f o r  la r g e  

f i r m s  w i t h  m u l t i p l e  b u s in e s s  u n i t s .
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For la rg e  m u lt ip le -b u s in e s s  f i rm s ,  some u n its  may be 

reorganized and o th ers  l iq u id a te d  or so ld , which means th a t  

th e re  is  a v a r ie t y  o f  p o ss ib le  outcomes. Given t h a t  th e re  are  

a number o f  a l t e r n a t i v e  outcome p o s s i b i l i t i e s ,  the  more 

in te r e s t in g  qu es tio n  is  what should the f i r m  in  bankruptcy do 

w ith  each business u n i t .  The two broad c r i t e r i a  t h a t  should be 

used to  make t h a t  judgment a re  the  r e la t i v e  business s tre n g th  

o f the  u n i t  and the  f in a n c ia l  resources o f  the  f i r m  which can 

be a l lo c a te d  to  t h a t  business. The m atr ix  in  F igure  9 .3  

d isp la y s  these c o n s id e ra t io n s  and some choices.

Bankruptcy

A v a i1ab le  Adequate 
F in a n c ia l
Resources Inadequate

The m a tr ix  suggests a p p ro p r ia te  dec is io ns  on a 

u n i t - b y - u n i t  b a s is ,  but f o r  m u l t ip le - u n i t  f i r m s ,  the  o v e r a l l  

ta sk  is  to  s e le c t  the  best p o r t f o l io  o f business u n i ts .  On the  

b u s in e s s -s tre n g th  dimension, synerg ies between business u n its  

must be considered . On the  f in a n c ia l - r e s o u rc e s  dimension, the  

c r i t i c a l  issue is  th e  a l lo c a t io n  o f  a r e l a t i v e l y  homogeneous
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Strong Weak

C ontinue/
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Turnaround/
L iq u id a te

D iv e s t L iq u id a te
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resource; funds a l lo c a te d  to  one u n i t  are  not a v a i la b le  f o r  any 

o th e r  u n i t  o r  a c t i v i t y .

From a business s t ra te g y  v ie w p o in t the  m a tr ix  is  

e s s e n t ia l ly  an " in s ta n t  BCG" p o r t f o l i o  m a tr ix .  S ta rs  and dogs 

are  s t i l l  s ta rs  and dogs. Cash cows are  now to  be s la u g h tere d ,  

not m ilked . Question marks a re  turnaround c a n d id a te s . From a 

f in an ce  v ie w p o in t ,  the  question  is  a c la s s ic  problem o f  c a p ita l  

budgeting, made more d i f f i c u l t  by severe budget s c a r c i t y .  The 

re a l  problem is  to  s e le c t  a p o r t f o l i o  business f o r  the  

re s tru c tu re d  f i r m .  There can be no general r u le  f o r  d e f in in g  

the  optimum p o r t f o l i o ,  but a review  o f bankruptcy  

re o rg a n iza t io n s  suggest two q u ite  d i f f e r e n t  s t r a t e g ie s  f o r  

asset prun ing . One s t ra te g y  is  to  prune weak business u n its  as 

necessary to  c re a te  a small p o r t f o l i o  o f  ad eq u ate ly  f inanced  

strong businesses. An a l t e r n a t iv e  s t ra te g y  is  t o  d iv e s t  u n its  

w itn  good market v a lu e  and focus on a p o r t f o l io  o f  r is k y  

businesses w ith  p o te n t ia l  f o r  p r o f i t a b le  tu rn o v e r .  In  e i t h e r  

case, the d e c is io n  is  not p u re ly  m anageria l, but r a th e r  the  

su b jec t  o f n e g o t ia t io n s  between a l l  c la im ants  to  th e  bankrupt  

f i r m ’ s a sse ts . Strong r is k -a v e r s e  c r e d i to r s  may fo r c e  the  

divestm ent o f  s tro ng  business u n i ts ,  le a v in g  the  r is k y  

p o r t f o l io  th e  on ly  o p tio n  open to  owners and managers. In  

o th e r  cases, the  c r i t i c a l  question  may come down t o  th e  choice  

between a s m a l le r ,  s a fe r  p o r t f o l io  o r  a la r g e r ,  r i s k i e r  one. 

Obviously com bination p o r t f o l i o  s t r a te g ie s  are p o s s ib le  and may 

be w ise.
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The model can a ls o  serve as an e x p la n a t io n  o f  the  

o b servation  t h a t  most small bankrupt f irm s  were l iq u id a te d .

The minimum requ irem en t f o r  a re o rg a n iz a t io n  t h a t  perpetuates  

the  f i r m  is  one r e l a t i v e l y  strong  business w ith  adequate  

f in a n c ia l  resources . A small f i r m  w ith  a s in g le  business u n i t  

would not be bankrupt, i f  i t  met those requ irem en ts . A la rge  

f i r m  w ith  m u l t ip le  business u n its  is  much more l i k e l y  to  have 

a t  le a s t  one v ia b le  business and the  f in a n c ia l  resources to  

support th a t  u n i t .

I t  is  p o s s ib le  f o r  f i rm s  to  reo rg an ize  as no th ing  more 

than co rp o ra te  s h e l l s .  That i s ,  they r e ta in  t h e i r  id e n t i t y ,  

but w ith o u t any s u rv iv in g  core business. The most common 

m o tiv a t io n  f o r  t h i s  k ind o f  re o rg a n iz a t io n  is  th e  p re s e rv a t io n  

o f  v a lu a b le  t a x - lo s s  c a rry fo rw a rd s , but c o rp o ra te  s h e l ls  may 

have some o th e r  v a lu a b le  as se ts , such as name r e c o g n it io n .

Some o f  the  f i r m s  which a re  c la s s i f ie d  here as unsuccessful 

re o rg a n iz a t io n s  have su rv ived  and turned t h e i r  a t t e n t io n  to  new 

businesses. W hite  Motor Company was reorgan ized  as N ortheast  

Ohio Axle Company, which has not only s u rv iv e d , but under i t s  

new name o f  NEOAX has become an aggressive growth f i r m .

Other r e o rg a n iz a t io n s  were used to  reverse  bad business  

d e c is io n s . Revere used bankruptcy as a mechanism f o r  d iv e s t in g  

most o f  i t s  aluminum business, a d i v e r s i f i c a t i o n  t h a t  had not 

worked o u t.  C h a r te r  Company used bankruptcy as a mechanism fo r
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unbundling a r e c e n t ly  assembled conglomerate t h a t  had f a i l e d  to  

achieve i t s  o b je c t iv e s .  In  summary, bankruptcy can be a to o l  

f o r  ach iev ing  a v a r ie t y  o f  outcomes.

The p o r t f o l i o  approach represents  the  p e rs p e c t iv e  o f  the  

management o f  the  bankrupt f i r m ,  which emphasizes the  le g a l and 

f in a n c ia l  aspects o f  re o rg a n iz a t io n .  However, as in d ic a te d  

above, th e re  may be business c o n t in u i ty  w ith o u t form al  

o r g a n iz a t io n a l  c o n t in u i ty .  A d iv is io n ,  s u b s id ia ry ,  or o th e r  

business u n i t  may be d iv e s te d , but the  ownership change may be 

r e l a t i v e l y  un im portant to  many s ta keh o ld e rs , such as employees, 

customers, and s u p p l ie r s .  The va lue  o f  the  u n i t  may be so 

g re a t  f o r  some s ta k e h o ld e r  group t h a t  i t  w i l l  support the  

c o n tin u a t io n  o f  the  business by supplying f in a n c ia l  support.

One example would be an employee buyout o f a business u n i t ,  

perhaps supported by o th e r  lo ca l s ta keh o ld e rs . F ind ing  and 

c a p i t a l i z in g  on such in t e r e s t  groups may be an im portant key to  

va lue  p re s e rv a t io n  in  th e  bankruptcy process.

Chapter Summary

Bankruptcy outcomes can be defined  in  le g a l ,  f i n a n c i a l ,  

and o r g a n iz a t io n a l  term s. The leg a l d e f in i t io n s  o f  l iq u id a t io n  

and re o rg a n iz a t io n  a re  e x c e s s iv e ly  s im p l is t ic .  Reorganized  

f irm s  may emerge from bankruptcy as v ia b le  o rg a n iz a t io n s  w ith  

l i t t l e  or no loss in  s iz e ,  or they may emerge as le g a l e n t i t i e s  

w ith  few assets  and no v ia b le  business. Bankrupt f i rm s  may be
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l e g a l l y  l i q u i d a t e d ,  w i t h  t h e  o r g a n i z a t i o n  t r a n s f e r r e d  

e s s e n t i a l l y  i n t a c t  t o  a new ow ner. In  any c a s e , outcomes a r e  

as much a f u n c t i o n  o f  human f a c t o r s  as f i n a n c i a l  and le g a l  

f a c t o r s ,  because b a n k ru p tc y  i s  e s s e n t i a l l y  a  c o n f l i c t  

r e s o l u t i o n  mechanism.

Of th e  73 f i r m s  in  th e  re s e a r c h  sam p le , 15 were  

s u c c e s s f u l ly  r e o r g a n iz e d ,  21 were  r e o r g a n iz e d  w i t h  m a jo r  

r e d u c t io n s  in  s i z e ,  8 were  a c q u ir e d  by o t h e r  f i r m s ,  16 w ere  

l i q u i d a t e d ,  and 13 w ere  s t i l l  in  b a n k ru p tc y  a t  th e  end o f  th e  

s tu d y .  A l l  73 f i r m s  had t h e i r  s to c k  t r a d e d  on m a jo r  exchanges  

p r i o r  t o  b a n k r u p tc y ,  b u t  o n ly  34 were  t r a d e d  on th o s e  exchanges  

a f t e r  b a n k ru p tc y .

O f th e  number o f  v a r i a b l e s  t e s t e d  as p r e d i c t o r s  o f  

s u c c e s s fu l  b a n k r u p tc y ,  o n ly  p re b a n k ru p tc y  s i z e  was u s e f u l .

T h re e  p o s s ib le  re a s o n s  f o r  t h e  s i z e  e f f e c t  a r e  t h a t  la r g e  f i r m s  

a r e  more l i k e l y  t o  have  some p r o d u c t iv e  a s s e t s ,  t h a t  

l i q u i d a t i o n  o f  l a r g e  f i r m s  may be more d i f f i c u l t ,  and t h a t  a  

more d iv e r s e  s e t  o f  s ta k e h o ld e r s  makes p o l i t i c a l  compromise  

s e t t le m e n t s  more l i k e l y .  F irm s  t h a t  f i l e d  f o r  b a n k ru p tc y  

v o l u n t a r i l y  r e l a t i v e l y  e a r l y  in  t h e i r  d e c l i n e  a p p e a re d  t o  have  

a b e t t e r  chance o f  r e o r g a n iz i n g  th a n  f i r m s  w h ich  d e la y e d  

b a n k ru p tc y  u n t i l  f o r c e d  i n t o  i t  by t h e i r  c r e d i t o r s .
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Chapter 10

IMPLICATIONS FOR THEORY AND OTHER STREAMS OF RESEARCH

Chapter In t ro d u c t io n

Previous chapters  in  t h is  d is s e r ta t io n  have been 

e m p ir ic a l ly  o r ie n te d ,  w ith  emphasis on research d es ign s , d a ta ,  

and experim enta l r e s u l t s .  The purpose o f  t h i s  c h a p te r  is  to  

r e la t e  th e  e m p ir ic a l  f in d in g s  to  se vera l im p o rta n t research  

stream s, w ith  emphasis on the c o n tr ib u t io n s  to  th e o ry  

development. The two major research streams which a re  most 

r e le v a n t  f o r  t h i s  study a re  the  s t r a t e g i c  management work on 

turnarounds and d e c l in in g  in d u s t r ie s ,  and the  o r g a n iz a t io n a l  

behavior work on o rg a n iz a t io n a l  d e c l in e  and l i f e  c y c le s .  No 

attem pt was made in  t h i s  study to  d i r e c t l y  c a p tu re  managerial 

th in k in g ,  but th e  observed behavior o f  th e  f a i l i n g  f i rm s  can 

serve as an in d ic a to r  o f  m anagerial cho ices . For example, work 

in  c o g n it iv e  psychology on e s c a la t in g  commitment and prospect 

theory  may help  e x p la in  some o f  the  observed b eh av io r  o f  the  

f a i l i n g  f i rm s .

Corporate Turnarounds

Bankruptcy and business f a i l u r e  have rece ive d  l i t t l e  

d i r e c t  a t t e n t io n  in  th e  s t r a t e g ic  management f i e l d ,  but th e re  

are  two r e la te d  areas  which have been s tu d ie d :  turnarounds and
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d e c l in in g  businesses. Obviously  a f a i l u r e  can be seen as an 

unsuccessful tu rnaroun d , and the  p o s s ib i l i t y  is  recognized in  

the turnaround l i t e r a t u r e ,  but the major emphasis has been on 

fa c to r s  lea d in g  to  successfu l turnarounds. For example, 

Hambrick & Schecter (1 9 8 3 ) ,  a f t e r  d e s c r ib in g  a number o f  

successful turnaround s t r a t e g ie s ,  note t h a t  they  found no 

c o n s is te n t  p a t te rn  o f  s t ra te g y  among unsuccessful turnarounds.  

F a i lu r e s  were excluded from Hambrick & S c h e c te r ’ s s tudy , s ince  

t h e i r  sample was l im i te d  to  f irm s  which had s u f fe re d  two years  

o f  d e c lin e  and e i t h e r  tu rned  around in  th e  two subsequent years  

or f a i l e d  to  do so. Any f i r m  th a t  f a i l e d ,  or o th erw ise  was 

dropped from th e  d a ta  base, was excluded from the s tudy .  

Schendel & P atton  (1 976 ) and Schendel, P a tto n , & Riggs (1976 )  

s im i l a r l y  excluded f irm s  t h a t  f a i l e d . t o  s u rv iv e .

The most u s e fu l c o n t r ib u t io n  o f  the  turnaround l i t e r a t u r e  

to  th e  study o f  business f a i l u r e  and bankruptcy is  th e  

i d e n t i f i c a t i o n  and c l a s s i f i c a t i o n  o f  the  roo ts  o f th e  d e c l in e  

t h a t  c re a te s  th e  need f o r  a turnaround. In  h is  review  o f  the  

turnaround l i t e r a t u r e ,  Hambrick (1985) l i s t s  th re e  major  

sources o f  d e c l in e :  m a la d a p ta tio n , poor c o n tr o ls ,  and excessive  

r is k  ta k in g .  He a ls o  makes a d is t in c t io n  between m ild  and 

grave s i t u a t io n s ,  somewhat s im i la r  to  Zammuto & Cameron’ s 

(1985) d is t i n c t io n  between continuous and d iscontinuous  change. 

Hambrick’ s m a lad ap ta tio n  category  is  sugg estive  o f  Zammuto & 

Cameron’ s changing n iche  shape ca teg o ry , but n e i th e r  th e  poor 

c o n tro ls  nor excess ive  r is k  ta k in g  c a te g o r ie s  have any
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necessary connection to  environm ental change. In  both the  

m aladapta tion  and excess ive  r is k  c a te g o r ie s ,  Hambrick 

p re s c r ib e s  a revenue push, i f  th e  s e v e r i ty  o f  th e  s i t u a t io n  is  

m ild ,  and major re trenchm ent, i f  the  s i t u a t io n  is  g rave . Poor 

c o n tro l d e c l in e s  c a l l  f o r  cost c u t t in g .  The Hambrick 

p r e s c r ip t io n s  f lo w  r a th e r  d i r e c t l y  from H o fe r ’ s (1980 )  

s t r a t e g ic  and o p e ra t in g  turnaround s t r a te g ie s .  H ofer saw 

o p e ra t in g  turnarounds as doing th e  same th in g s  b e t t e r ,  and 

s t r a t e g ic  turnarounds as doing d i f f e r e n t  th in g s . Poor co n tro l  

d e c lin e s  c a l l  f o r  o p e ra t in g  turnarounds, and m aladapta tion  and 

excess ive  r is k  d e c l in e s  c a l l  fo r  s t r a t e g ic  turnarounds.  

S t r a te g ic  turnarounds can be subdivided in to  a number o f  

subclasses. M a la d a p ta tio n  may re q u ire  changes in  

product-m arket s t r a t e g ie s ,  w h ile  excessive r is k  d e c l in e s ,  and 

many severe d e c l in e s  o f  whatever source, may re q u ire  s t r a t e g ic  

r e a l lo c a t io n  o f  resources , in c lu d in g  asset s a le s  or d ivestm ent  

o f  e n t i r e  business u n i ts .

Much o f  the  turnaround l i t e r a t u r e ,  academic and 

p r a c t i t io n e r  o r ie n te d ,  c o n s is ts  o f  a rehash o f  standard  

s t r a t e g ic  management p r in c ip le s  dressed up f o r  th e  turnaround  

s i t u a t io n .  Improved environm ental a n a ly s is ,  e v a lu a t io n  o f  a 

f i r m ’ s s tre n g th s  and weaknesses, improved d e c is io n  making and 

c o n t r o l ,  and human resource management under a d v e rs i ty  a re  the  

s ta p le s .  The most use fu l example o f  t h is  approach is  

B ib e a u l t ’ s 1982 book, Corporate  Turnaround.
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Research on s p e c i f ic  environm ental and s t r u c tu r a l  

in f lu e n c e s  on d e c l in e  and turnaround has been l im i t e d .

Ramanujam (19 84 ) exp lored  a number o f  v a r ia b le s  and found few 

t h a t  were s ig n i f i c a n t  on a u n iv a r ia te  b a s is , but he was a b le  to  

develop a s ig n i f i c a n t  c la s s i f i c a t io n  model f o r  successful and 

unsuccessful turnarounds using m u l t iv a r ia te  d is c r im in a n t  

a n a ly s is .  Of a l l  the  v a r ia b le s  he in v e s t ig a te d ,  s iz e  and 

s iz e - r e la t e d  v a r ia b le s  dominate. Firms w ith  successful 

turnarounds grew more r a p id ly  than unsuccessful turnarounds in  

the  p re d e c lin e  and p o s td ec lin e  phases and less  r a p id ly  in  the  

d e c lin e  phase. The on ly  s ig n i f ic a n t  environm ental v a r ia b le  was 

in d u s try  growth in  the p o s td e c lin e ,  which p a r a l l e ls  a f in d in g  

by Hambrick and Schecter (1 9 8 3 ) .

Given the reasonable e x p e c ta t io n  t h a t  f i r m  d e c lin e  and 

f a i l u r e  w i l l  be c lo s e ly  r e la te d  to  in d u s try  d e c l in e ,  H a r r ig a n ’ s 

(1979) work on s t r a te g ie s  f o r  d e c l in in g  in d u s tr ie s  should be 

r e le v a n t .  She id e n t i f i e d  th re e  prim ary reasons f o r  in d u stry  

d e c l in e :  te c h n o lo g ic a l obsolescence, demographic o r  

s o c io lo g ic a l  changes, and changing fa s h io n . Her s t ra te g y  

p re s c r ip t io n s  a re  based on a p p l ic a t io n s  o f  the  w id e ly  used 

in d u s try  a t t ra c t iv e n e s s -c o m p e t i t iv e  s tre n g th s  m a tr ix .  The 

p re s c r ip t io n s  range from increased investm ent to  immediate 

e x i t .  In  a l a t e r  paper, H arr ig an  (1982) discusses some o f  the  

problems o f  e x i t  dec is io ns  in  mature or d e c l in in g  in d u s tr ie s .  

One o f  th e  major d i f f i c u l t i e s  in  apply ing  H a r r ig a n ’ s work, and 

a ls o  much o f  th e  turnaround l i t e r a t u r e ,  is  t h a t  she used a
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product-m arket le v e l  o f a n a ly s is ,  w h ile  t h is  study had f irm s  as 

i t s  le v e l o f  a n a ly s is .  Of the  d e c l in in g  in d u s try  cases she 

s tu d ied  in d e t a i l ,  on ly  two f irm s  f a i l e d  or disappeared, and 

both were j o i n t  ventures  organ ized  to  produce a s in g le  product  

in  a d e c l in in g  in d u s try .  In  H a r r ig a n ’ s 1982 paper on 

product/m arket e x i t  d e c is io n s , on ly  cases in  which th e  f irm s  

surv ived  the  e x i t  were in c lu d e d .

The r e s u l ts  o f  t h i s  study tend to  support th e  previous  

f in d in g s ,  but they a ls o  suggest t h a t  the t o t a l  p ic tu r e  is  even 

more complex than t h a t  provided by e x is t in g  research  

l i t e r a t u r e .  Most o f  the  f a i l i n g  f i rm s  in  t h i s  research would 

have matched the  prev ious d e f in i t io n s  o f  d e c lin e  and were in  

need o f  a turnaround, but o th e rs  would no t. For some o f  the  

f irm s  the  f a i lu r e s  can b e t t e r  be c a teg o r ize d  as ca tas troph es  

than as d e c l in e s . For o th e rs — f o r  example, the product  

l i a b i l i t y  cases— the losses were p ro je c te d , not r e a l i z e d .

Although the  academic s t ra te g y  l i t e r a t u r e  d e f in e s  d e c lin e  

on the basis o f  u n s a t is fa c to r y  p r o f i t a b i l i t y ,  th e  behavior o f  

th e  f a i l i n g  f irm s  suggests t h a t  the  managers were more 

responsive to  s a le s  performance than p r o f i t a b i l i t y .  The data  

shows th a t  f a i l i n g  f irm s  w ith  d e c l in in g  s a le s  held t h e i r  assets  

steady or reduced them, on an in f la t io n -a d ju s t e d  b a s is . The 

f i rm s  w ith  growing s a le s  increased t h e i r  asset bases much more 

ra p id ly  than the  comparison n o n fa i l in g  f i r m s ,  which were a ls o  

growing on an in f la t io n -a d ju s t e d  ba s is .
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The evidence appears to  suggest t h a t  managers were not 

very  responsive to  t h e i r  environm ents, s p e c i f i c a l l y  in d u s try  

growth in  t h i s  s tudy . In d u s try  e f f e c t s  were c o n s is te n t ly  

weaker than f i r m  e f f e c t s .  P a r t i c u la r ly  s u rp r is in g  on t h is  

p o in t  was th e  o b s e rv a t io n  t h a t  among a l l  f i rm s  w ith  d e c l in in g  

s a le s ,  f irm s  in  growing in d u s tr ie s  a c t u a l ly  shrank t h e i r  

a sse ts , w h ile  f i r m s  in  d e c l in in g  in d u s tr ie s  grew a t  j u s t  about 

the  r a te  o f  i n f l a t i o n .  For f irm s  w ith  growing s a le s ,  in d u s try  

growth appeared to  be i r r e le v a n t .

Although th e  s t a t i s t i c a l  da ta  and th e  bu lk  o f  the  case 

data  support th e  p ic tu r e  o f  f irm s  f a i l i n g  in  t h e i r  a ttem pts  to  

grow out o f  t h e i r  d e c l in e s ,  th e  c l a r i t y  o f  th e  p ic tu r e  is  

reduced by some cases in  which the  p a t te rn  was one o f  

success-driven  growth fo l lo w e d  by a sharp d e c l in e  in  

p r o f i t a b i l i t y .  To the  e x te n t  th a t  the f a i l i n g  f i r m s  show 

l i t t l e  evidence o f  a s s e t  pruning and cost re d u c t io n ,  the  study  

appears to  v a l id a t e  th e  turnaround p r e s c r ip t io n s .  In  

comparison w ith  th e  prev ious  turnaround s tu d ie s ,  t h i s  study  

gives  a more f a t a l i s t i c  impression o f  turnarounds and f a i lu r e s  

f i rm s  f a i l  under a wide v a r ie t y  o f  c ircum stances pursuing a 

v a r ie t y  o f  s t r a t e g ie s .  Another less  f a t a l i s t i c  view is  th a t  

success and f a i l u r e  f a c to r s  a re  more c o n tin g e n t and less  

g e n e r a l iz a b le  than the  turnaround l i t e r a t u r e  suggests.

I f  bankrup tc ies  a re  seen as f a i l e d  turnarounds,
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re o rg a n iz a t io n s  can be seen as second o p p o r tu n i t ie s  f o r  

turnarounds. Many o f  the  same issues and s t ra te g y  choices  

occur in  both , but under a l t e r e d  c o n d it io n s . In  

re o rg a n iz a t io n s ,  f i rm s  have the  advantage o f  temporary  

p ro te c t io n  from c r e d i to r s  and o th er  c la im a n ts , but the  freedom  

o f  managers to  choose among s tra te g y  a l t e r n a t iv e s  is  

s u b s ta n t ia l ly  l i m i t e d .  W hile  evidence from the  turnaround  

l i t e r a t u r e  and from the  d e c l in e  phase o f t h i s  study suggests  

th a t  major a s se t  pruning w i l l  be s tro n g ly  r e s is te d  whenever 

p o s s ib le ,  in  bankruptcy a sse t reduction  is  n e a r ly  in e v i ta b le .  

Among the  60 f i rm s  which had completed the re o rg a n iz a t io n  

process by th e  conclus ion  o f  th is  s tudy, on ly  15 emerged from 

re o rg a n iz a t io n  w ith  as much as 50* o f  t h e i r  prebankruptcy  

a sse ts . There a re  a number o f  p o ss ib le  e x p la n a t io n s  o f  t h is  

s h i f t  in  s t r a te g y ,  some r e la te d  to  reduction  in  s t r a t e g ic  

a l t e r n a t iv e s  and o th e r  to  managerial cho ice . One c o n s id e ra tio n  

i s  the s h i f t  o f  dec is ion-m aking  power from o p e ra t io n s  managers 

to  in v e s to rs  and c r e d i t o r s .  Another e x p la n a t io n  may l i e  in  

o rg a n iz a t io n a l  le a r n in g .  Asset pruning became more acceptab le  

once the  f irm s  le a rn ed  t h a t  t h e i r  growth s t r a te g ie s  d id  not 

work. I t  should not be assumed t h a t  growth s t r a t e g ie s  were 

s o le ly  determ ined by o p e ra t io n a l managers. For t h i s  sample o f  

f i r m s ,  debt growth was even g re a te r  than a s se t growth, which 

means t h a t  c r e d i to r s  must have a t  le a s t  acquiesced to  the  

growth s t r a t e g ie s .

The o r g a n iz a t io n a l  le a rn in g  argument focuses on c o l l e c t i v e
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judgments, but th e  r o le  o f  in d iv id u a l  d e c is io n  making should 

not be n e g lec te d . M ajor changes in s t ra te g y  may be p o ss ib le  

o n ly  w ith  the  replacem ent o f managers w ith  commitments to  old  

s t r a t e g ie s .  The n e c e s s ity  o f  re p la c in g  the  managers f o r  

successful turnarounds is  one o f  the most common themes o f  the  

turnaround l i t e r a t u r e .  In fo rm atio n  on management tu rn o v er  was 

not c o l le c te d  s y s te m a t ic a l ly  in  t h is  s tudy, but th e re  were 

repeated re p o rts  o f  managerial tu rnover during  re o rg a n iz a t io n s  

o r  j u s t  p r io r  to  th e  bankruptcy f i l i n g s .  Change in  management 

le a d e rs h ip  is  not n e c e s s a r i ly  a requirem ent f o r  o rg a n iz a t io n a l  

le a rn in g  or change. Change in  leadersh ip  may meet the  need fo r  

v i s i b l e  symbolic change o r  improved c r e d i b i l i t y ,  even when the  

o ld  lead ersh ip  is  w i l l i n g  and a b le  to  implement new s t r a te g ie s .  

A lso , re o rg a n iz a t io n s  a re  much more d i f f i c u l t  than turnarounds, 

and they may re q u ire  new s k i l l s .  The c a p a c ity  t o  manage the  

le g a l and b u re a u c ra t ic  demands o f  the bankruptcy process may be 

more im portant than  running the  business, not to  mention the  

n e c e ss ity  o f  doing both a t  the same tim e .

D ec ! in in g  In d u s tr ie s

Previous work, p a r t i c u l a r l y  th a t  o f H arr ig an  (1979 , 1982) 

on d e c l in in g  in d u s t r ie s  was in f l u e n t i a l  in  th e  development of  

t h i s  s tudy, but th e  r e s u l ts  were less c lo s e ly  r e la te d  than  

expected . Fewer o f  the  f a i l i n g  f irm s  were in  d e c l in in g  

in d u s t r ie s ,  29 o f  73, than in growing in d u s t r ie s ,  and in  

general in d u s try  e f f e c t s  were s m a lle r  than f i r m  e f f e c t s .  The
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low p ro p o rtio n  o f  la rg e  d i v e r s i f i e d  f irm s  in  the  sample o f  

f a i l i n g  f i rm s  would appear to  suggest t h a t  these f i rm s  have the  

o p p o r tu n i t ie s  and resources to  deal w ith  u n p r o f i ta b le  u n i ts  in  

d e c l in in g  in d u s t r ie s  w ith o u t  de s tro y in g  th e  f i r m  as a whole.

W ith in  the  d e c l in in g  in d u s try  group th e re  were s ig n i f i c a n t  

d if fe r e n c e s  between f irm s  w ith  growing s a le s  and those w ith  

d e c l in in g  s a le s .  The ten  f i rm s  in  d e c l in in g  in d u s tr ie s  which 

had growing s a le s  pursued aggressive  growth s t r a te g ie s  

in c re a s in g  t h e i r  assets  and debt a t  a f a s t e r  r a te  than the  

sample as a whole o r  the  sample o f  n o n fa i l in g  f i r m s .  On the  

o th e r  hand, the  f i rm s  w ith  d e c l in in g  sa les  grew a t  a slower  

than average pace compared to  e i t h e r  sample; t h e i r  asse t growth 

was very c lose  to  zero  on an in f la t io n -a d ju s t e d  b a s is .  Debt 

grew about tw ic e  as f a s t ,  but much o f the  debt growth was 

d r iv e n  by income d e f i c i t s .

The two groups o f  f i rm s  in  d e c lin in g  in d u s t r ie s  e x h ib i te d  

s i g n i f i c a n t  d i f fe r e n c e s  in  the  post bankruptcy p e r io d .  Firms 

w ith  d e c l in in g  s a le s  had g r e a t  d i f f i c u l t y  in  re o rg a n iz in g  

s u c c e s s fu l ly .  Of 19 f irm s  w ith  d e c l in in g  s a le s ,  none was 

s u c c e s s fu l ly  re o rg a n ize d , e ig h t  surv ived  w ith  major decreases  

in  s iz e ,  one merged, seven were l iq u id a te d ,  and th re e  were 

s t i l l  in  bankruptcy, which is  c o n s is te n t  w ith  H a r r ig a n ’ s (1982 )  

o b servations  about th e  lac k  o f  e x i t  o p p o r tu n it ie s  in  mature 

in d u s t r ie s .  However, o f  th e  ten  f irm s  w ith  growing s a le s ,  none 

was l iq u id a te d  and on ly  one was s t i l l  in  bankruptcy a t  th e  end
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o f  th e  study p e r io d . Three o f the  ten  were taken  over by o th e r  

f irm s  in  the  r e o r g a n iz a t io n . process. These r e s u l ts  in d ic a te  

t h a t  successfu l f ig h t - f o r - m a r k e t  share s t r a t e g ie s  are  valued by 

in v e s to rs .

O rg a n iz a t io n a l D ec!ine  and L i f e  Cycles

Another source o f  understanding f o r  bankruptcy and f a i l u r e  

can be found in  th e  stream o f  research and w r i t in g  on 

o r g a n iz a t io n a l  d e c l in e ,  w ith  Whetten (19 87 ) as a lead ing  

re fe re n c e . The o r g a n iz a t io n a l  d e c l in e  research  stream has i t s  

roots  in the  l i f e  cy c le  paradigm. According to  the  paradigm, 

o rg a n iz a t io n s  a re  l i k e  l i v i n g  organisms which a re  born, grow, 

mature, d e c l in e ,  and e v e n tu a l ly  d ie  in  a complex e x te rn a l  

environment which can be e i t h e r  h o s t i le  o r  f r i e n d l y .  W ith in  

t h i s  general c o n te x t ,  numerous l i f e  c y c le  models have been 

developed. U n fo r tu n a te ly ,  from the  s ta n d p o in t  o f  t h is  

research , the  d e c l in e  and death stages have re ce iv e d  minimum 

a t t e n t io n ,  and th e  prim ary  focus o f  the  a t t e n t io n  they have 

re ce ived  is  on th e  management o f  d e c l in e .

Not on ly  has the  work on d e c lin e  been l im i t e d  in  concept 

and scope, but th e  work t h a t  has been done is  f law ed  in  a 

number o f  ways. Problems in  the  d e f i n i t i o n  o f  d e c l in e  are  

compounded by confusion  over environm ental d e c l in e  and 

o rg a n iz a t io n a l  d e c l in e .  Most o f  the  work on d e c l in e  has been 

d ire c te d  toward n o t - f o r - p r o f i t  o rg a n iz a t io n s ,  such as
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h o s p ita ls ,  u n i v e r s i t i e s ,  and s o c ia l  s e rv ic e  agencies . In  these  

o rg a n iz a t io n s ,  d e f i n i t i o n  o f  d e c lin e  as a decrease in  s iz e  or  

budget may be a p p r o p r ia te ,  but i t  does not cover a business 

t h a t  is  growing in  s i z e ,  but d e c l in in g  in  p r o f i t s .

One approach to  th e  r e la t io n s h ip  between d e c l in e  in the  

environment and th e  o rg a n iz a t io n  is  t h a t  o f Zammuto & Cameron 

(1 9 8 5 ) .  They c l a s s i f y  environm ental d e c lin e  in to  fo u r  

c a te g o r ie s  based on environm ental n iche change and the  

c o n t in u i ty  o f  th e  change. Continuous decrease in  n iche s iz e  is  

c a l le d  e ro s io n ;  d iscon tinu ous  decrease is  c a l le d  c o n tra c t io n ;  

continuous change in  shape is  c a l le d  d is s o lu t io n ;  and 

d iscontinuous change in  shape is  c a l le d  c o l la p s e .  Zammuto & 

Cameron then proceed to  discuss the  r e la t io n s h ip  between 

o rg a n iz a t io n a l  types  and t h e i r  a b i l i t i e s  to  compete and su rv ive  

under the  fo u r  c a te g o r ie s  o f  environm ental d e c l in e .  When 

niches a re  decreas ing  in  s iz e ,  o rg a n iza t io n s  which s tre s s  

e f f ic ie n c y  in  narrow domains w i l l  be most s u c c e s s fu l .  When 

niches a re  s lo w ly  changing in  shape, o rg a n iz a t io n s  which s tre ss  

e f f ic ie n c y  over broad domains w i l l  be most s u c c e s s fu l .  When 

niches c o l la p s e  suddenly , e n tre p re n e u r ia l  f i r s t -m o v e r  

o rg a n iz a t io n s  w i l l  be most su c ces s fu l.  Zammuto & Cameron 

conclude by suggesting  some a p p ro p r ia te  s t r u c tu r a l  and 

s t r a t e g ic  responses to  th e  niche changes. For n iche erosion  

they  p re s c r ib e  domain o f fe n s e , emphasizing an increase  in 

market share . For n iche c o n tra c t io n  they p re s c r ib e  domain 

defense, em phasizing e x t e r n a l l y  o r ie n te d  s t r a te g ie s  to  p ro te c t
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the  domain. For s h i f t i n g  niche shapes, they p re s c r ib e  domain 

c r e a t io n ,  emphasizing the  search f o r  new o p p o r tu n i t ie s .

Zammuto & Cameron’ s a n a ly s is  is  thorough and s o p h is t ic a te d ,  but 

p r a c t ic a l  a p p l ic a t io n s  may be d i f f i c u l t .  S t r a te g ic  responses 

to  environm enta l change can be expected to  encounter a l l  the  

d i f f i c u l t i e s  o u t l in e d  by Ansoff (1 9 8 4 ) .  These in c lu d e  f a i l u r e  

to  d e te c t  e a r ly  warnings, lack o f  consensus on diagnoses and 

p r e s c r ip t io n s ,  and lack  o f  resources to  c a rry  o u t des ired  

s t r a t e g ie s .

The com plex ity  o f  d e c l in e  is  f u r t h e r  demonstrated by the  

d iv e rg e n t  views t h a t  have emerged from th e  d e c l in e  s tu d ie s .  

Starbuck & Hedberg (1977) and Nystrom and Starbuck (1984) have 

s tressed  th e  sudden c o lla p s e  o f  very  successful o rg a n iz a t io n s ,  

the  "success breeds f a i l u r e "  syndrome. Whetten (1980 ) has 

stressed  " d e c l in e  as s ta g n a t io n " :  slow d e c l in e ,  o f te n  

unrecognized u n t i l  i t  is  too la t e  to  take  e f f e c t i v e  a c t io n .

The r e s u l ts  o f  t h i s  study c le a r ly  demonstrate th a t  

o rg a n iz a t io n a l  d e c l in e  and f a i l u r e  are more complex than would 

be expected from read ing th e  e x is t in g  d e c l in e  l i t e r a t u r e .  

O rg a n iza tio n s  have m u lt ip le  a t t r i b u t e s ,  and th e  r i s e  or d e c lin e  

o f any one a t t r i b u t e  may not be c lo s e ly  l in k e d  to  o th e r  

a t t r i b u t e s .  Business f i rm s  may be somewhat unique in  t h e i r  

emphasis on th e  s in g le  a t t r i b u t e  o f  p r o f i t a b i l i t y .  Other  

a t t r i b u t e s  may be h ig h ly  valued by some s ta k e h o ld e rs , but no 

o th e r  va lu e  can be susta ined  over t im e , unless th e  f i r m  is
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p r o f i t a b le .

The major c o n t r ib u t io n  t h i s  study makes is  i t s  extension  

o f  previous work, la r g e ly  based on research on n o t - f o r - p r o f i t  

o rg a n iz a t io n s , to  business d e c l in e  and f a i l u r e .  The s h i f t  away 

from s iz e  and growth as the  key t e s t  o f  d e c lin e  to  

p r o f i t a b i l i t y  is  not the  on ly  d i f fe r e n c e  between business  

d e c lin e  and o th e r  o rg a n iz a t io n a l  d e c l in e .  The v e ry  i n s t i t u t io n  

o f bankruptcy makes business unique. The bankruptcy system 

makes e x p l i c i t  the  e x p e c ta t io n  th a t  some o rg a n iz a t io n s  w i l l  

f a i l  and t h a t  some w i l l  be re s u rre c te d . Furtherm ore, i t  

provides a uniform  system f o r  coping w ith  the  f a i l u r e .  With no 

e x te rn a l agencies to  s ig n a l o rg a n iz a t io n a l  death , and no 

accepted mechanisms which prov ide  hope f o r  r e b i r t h ,  i t  is  not  

s u rp r is in g  t h a t  so many n o t - f o r - p r o f i t  o rg a n iz a t io n s  hang on to  

t h e i r  e x is ten ce  beyond any hope o f  recovery .

The r e s u l ts  o f  th e  study do suggest t h a t  th e  wide v a r ie t y  

o f  d e c lin e  ty p o lo g ie s  and environments p re v io u s ly  rep o rted  may 

s t i l l  be too s m a ll .  Both the  sudden co lla p s es  described  by 

Starbuck and the  slow s ta g n a t io n  d e c lin e s  o f  Whetten were 

observed. F a i lu r e s  were observed in  environments in  which the  

f i r m ’ s niche was decreasing in  s iz e ,  d e c l in in g  in d u s t r ie s  in  

t h is  s tudy, as suggested by Zammuto & Cameron. However, th e  

f a i l u r e s  o f  growing f i r m s  in  growing in d u s tr ie s  do not seem to  

f i t  any o f  Zammuto & Cameron’ s c a te g o r ie s .  They may be 

examples o f  S ta rb u c k ’ s "success breeds f a i l u r e "  ty p o lo g y . The
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predominance o f  s in g le  businesses in  th e  sample may p ro v id e  

support f o r  Zammuto & Cameron’ s p ro p o s it io n  t h a t  s p e c ia l i s t  

s t r a te g ie s  are  not e f f e c t i v e  in  changing environm ents.

Probably th e  la r g e s t  body o f  work r e la t in g  to  d e c l in e  has 

d e a l t  w ith  the management o f  d e c l in e ,  in c lu d in g  problem  

re c o g n it io n ,  m anagerial s e le c t io n  and m o t iv a t io n , and th e  

management o f  re trenchm ent. T h is  study has la r g e ly  been 

l im i te d  to  issues t h a t  could be addressed w ith  f in a n c ia l  and 

o th e r  o b je c t iv e  d a ta .  C le a r ly  th e re  needs to  be an in te g r a t io n  

o f  the  f in a n c ia l  and th e  b e h a v io ra l approaches. In  a d d i t io n ,  

f o r  business d e c lin e  and f a i l u r e  the  f i r m - le v e l  a n a ly s is  

emphasizing f in a n c ia l  d a ta  needs to  be in te g ra te d  w ith  

o p e ra t io n a l and fu n c t io n a l  s t r a t e g ie s ,  such as product l in e s ,  

m arketing s t r a t e g ie s ,  and technology u t i l i z a t i o n .  F i n a l l y ,  i t  

would be usefu l to  cons id er bankruptcy as a dev ice  f o r  managing 

death as a fo l lo w -u p  to  S u t to n ’ s (1983) work on th e  management 

o f  death.

E s c a la t in g  Commitment and Prospect Theory

One o f  th e  most common questions  fo l lo w in g  a business  

f a i l u r e  is :  why d id  the  f i r m  continue  a lo s ing  endeavor f o r  so 

long? The observed behav io r  f r e q u e n t ly  appears to  be 

i r r a t i o n a l  to  observers and c o n tra ry  to  t r a d i t i o n a l  u t i l i t y  

th e o ry .  Two major streams o f  research are  r e la te d  to  t h i s  

q u es tio n . One is  e s c a la t in g  commitment (Staw, 1981, 1987;
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Teger, 1980), which proposes th a t  d e c is io n  makers a re  most 

l i k e l y  to  a l lo c a t e  a d d i t io n a l  resources to  a p r o je c t  when the  

p r io r  investm ent has been u n p r o f i ta b le  and th e  d e c is io n  maker 

f e e ls  p e rs o n a lly  resp ons ib le  f o r  th e  p r io r  d e c is io n .  These 

authors  suggest t h a t  the  continued a l lo c a t io n  is  d r iv e n  by the  

need f o r  s e l f - j u s t i f i c a t i o n .  The second is  prospect theory  

(Kahneman & Tversky , 1979), which proposes t h a t  d e c is io n  makers 

are  r is k -a v e r s e  w ith  regard to  ga in s , but r is k -s e e k in g  w ith  

regard to  lo sses . The d i f fe r e n c e  is  d r iv e n  by th e  frame o f  

re fe re n c e  o f  th e  d e c is io n  maker. In  gain  s i t u a t io n s ,  the  

d e c is io n  maker tends to  frame the d e c is io n  in  terms o f c u rren t  

w ealth  and p o s s ib le  ga in s . In  loss s i t u a t io n s ,  th e  decis ion  

maker tends to  frame the  d ec is io n  in  terms o f  cum ulative  

losses , or some i n i t i a l  s ta te  o f  w e a lth , and p o s s ib le  losses.

E s c a la t in g  commitment and prospect th e o r ie s  were developed 

in dependently , but subsequently th e re  have been a ttem pts  to  

re c o n c i le  and in te g r a te  the th e o r ie s .  Whyte (1986 ) suggests 

t h a t  e s c a la t in g  commitment provides a s p e c i f ic  e x p la n a t io n  fo r  

behavior t h a t  can b e t t e r  be exp la in ed  in  terms o f  th e  broader 

concept o f  prospect theory  and fram ing o f  d e c is io n s . Bowen 

(1987 ) p o in ts  to  th e  need to  d is t in g u is h  between th e  "decis ion  

e r ro rs "  o f e s c a la t in g  commitment and "d e c is io n  dilemmas" in  

which th e re  is  i n s u f f i c i e n t  in fo rm a tio n  to  make c o r re c t  

d e c is io n s . DeMeza & D ickinson (1984) r a is e  an issue  which may 

be p a r t i c u l a r l y  r e le v a n t  f o r  co rp o ra te  bankruptcy. They 

suggest t h a t  t r a n s a c t io n  cost c o n s id e ra t io n s  may lead  decis ion
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makers to  con tinue  a course o f  a c t io n  t h a t  would be c o s t ly  to  

re vers e . They couch t h e i r  argument in  terms o f  du rab le  and 

nondurables, but i t  would appear to  be a p p l ic a b le  to  f ix e d  

assets  and o p e ra t in g  expenses. Changing de c is io n s  about f ix e d  

assets  would have h ig h e r  t ra n s a c t io n  costs  than dec is io n s  about 

o p e ra tin g  co s ts .

Most o f  th e  work on prospect th eo ry  and e s c a la t in g  

commitment has focused on in d iv id u a l  b e h a v io r ,  a lthough Bowen 

p o in ts  out th e  importance o f  in te rp e rs o n a l and o rg a n iz a t io n a l  

f a c to r s  in  what may appear to  be cases o f  e s c a la t in g  

commitment. In  th e  case o f  o rg a n iz a t io n a l  d e c is io n  making in  

g e n e ra l,  and bankruptcy in p a r t i c u la r ,  th e  expected outcomes 

f o r  v a rio u s  s ta k e h o ld e rs  may not be th e  same. In  some cases, 

the  d i f fe r e n c e s  may depend on th e  way t h a t  th e  d e c is io n  is  

framed. In  o th e r  cases, the  d i f fe r e n c e s  may be s u b s ta n t ia l ,  no 

m atte r  how th e  d e c is io n  is  framed. As Gordon (1971 ) from the  

f in a n c e  l i t e r a t u r e  has po inted  o u t, i f  the  l iq u id a t io n  value o f  

the  f i r m  is  less  than the  c r e d i t o r s ’ c la im s , th e  expected va lue  

o f  l iq u id a t io n  f o r  s to ckh o ld ers  is  ze ro . T h e re fo re , in  th a t  

s i tu a t io n  s to c k h o ld e rs  should p r e fe r  any s u rv iv a l  a l t e r n a t iv e ,  

re g ard le ss  o f  i t s  r i s k .

W illiam son (1963 ) recognized t h a t  managers and owners may 

have d iv e rg e n t  in t e r e s t s .  The same o b se rva tio n  is  th e  basis o f  

agency th e o ry  (Jensen & M eckling , 1 9 7 6 ) ,  which p o in ts  to  

d iv e rg e n t  in t e r e s t s  o f  managers and owners in  a number o f  f i r m
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dec is io n s  and resource a l lo c a t io n .  The d i f fe r e n c e s  may be even 

more marked in  th e  case o f  f a i l i n g  f i rm s .  Ami hud & Lev (1981)  

propose t h a t  managers seek conglomerate mergers in  o rder to  

d iv e r s i f y  t h e i r  "employment r i s k , "  even i f  the  mergers may 

provide  s to ckh o ld ers  no more p ro te c t io n  than a p o r t f o l io  

d i v e r s i f i c a t i o n ,  which could be achieved a t  lower co s t, and 

bankruptcy is  th e  u l t im a te  employment r i s k .  There is  evidence  

(Laughhuunn, Payne, & Crum, 1980) t h a t  m anagerial r is k  

pre fe rences  are  a f fe c te d  by the p o te n t ia l  magnitude o f  the  

lo s s . They found t h a t  managers s h i f t e d  from r is k  seeking to  

r is k  averse when losses s h i f te d  from nonruinous to  ru inous. I t  

i s  po ss ib le  t h a t  managers’ percep tions  o f  t h e i r  r is k  may vary  

w ith  the degree o f  d e c lin e  o f  the f i r m .  As long as the  

apparent a l t e r n a t iv e s  to  th e  manager are  continued employment 

in  the  s u rv iv in g  f i r m  and loss o f  employment in  bankruptcy, one 

r is k /p a y o f f  c a lc u la t io n  may be dominant. However, when loss  o f  

th e  c u rre n t  employment is  c e r t a in ,  then the  manager’ s r is k  

avers ion  may r e f l e c t  a concern f o r  avo id ing  the  re p u ta t io n  o f  

being an i r r a t i o n a l  r is k - t a k e r  when he seeks fu tu r e  employment. 

Another problem f o r  managers in  the  bankruptcy s i t u a t io n  is  the  

i d e n t i f i c a t i o n  o f  th e  h o ld e r  o f  th e  p a y o ffs .  In  the  bankruptcy  

process th e  locus o f  co n tro l may pass from o ld  owners to  

c r e d i to r s  o r  new owners.

Research R esu lts

The r e s u l ts  o f  t h is  research are  c o n s is te n t  w ith  th e  p r io r
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work d escribed  above, but they make l i t t l e  c o n t r ib u t io n  to  the  

u n ra v e lin g  o f  th e  complex r e la t io n s h ip s  between e s c a la t in g  

commitment and prospect th e o ry . This  is  to  be expected , s ince  

th e  d i f fe r e n c e s  between e s c a la t in g  commitment and prospect  

th e o ry  a re  roo ted  in  human thought and dec is ion-m aking  

processes. The purpose o f  t h i s  study was to  e x p lo re  th e  

f in a n c ia l  and o b je c t iv e  c h a r a c te r is t ic s  o f  f a i l i n g  f irm s  using  

p u b l ic ly  a v a i l a b le  e x t r a - f i r m  d a ta .

The research  r e s u l ts  prov ide  a c le a r  support f o r  the  

p ro p o s it io n  t h a t  o r g a n iz a t io n s ,  l i k e  in d iv id u a ls ,  are  

r is k -s e e k in g  in  loss  s i t u a t io n s .  On average, th e  bankrupt  

f irm s  were weaker on most measures than th e  nonbankrupt f irm s  

s ix  years b e fo re  bankruptcy, y e t  they c o n s is te n t ly  pursued 

h ig h e r - r is k  s t r a t e g ie s .  The bankrupt f irm s  grew by 95* in  

t o t a l  assets  in  th e  f i v e  years p r io r  to  bankruptcy , w h ile  the  

comparison f i r m s  grew by 7856. The t o t a l  d e b t ,  c u r re n t  

l i a b i l i t i e s  p lu s  lo n g -te rm  debt, o f  the bankrupt f irm s  

increased by 205%,  compared to  88* f o r  n o n fa i l in g  f i r m s .  There  

was some su p p o rt  f o r  DeMeza & D ic k in s o n ’ s (1 9 84 )  th e s is  t h a t  

because o f  t r a n s a c t io n  co s t d i f fe r e n c e s ,  d e c is io n  makers w i l l  

r e s i s t  changes in  du rab le  ( f ix e d  a s se t)  spending u n t i l  th e  loss  

d if fe r e n c e s  overwhelm th e  t ra n s a c t io n  c o s ts . The bankrupt  

f i r m s ’ f i x e d  a sse ts  grew by 9 6 .8 *  and t h e i r  c u r r e n t  assets  by 

4 1 .8 *  over th e  f i v e - y e a r  period  p r io r  to  bankruptcy . In  the  

f i n a l  year b e fo re  bankruptcy, both f ix e d  and c u r r e n t  assets  

d e c lin e d , bu t th e  f ix e d  assets  dec lin ed  more, suggesting t h a t  a
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t ra n s a c t io n  cost b a r r i e r  may have been overcome. Th is  

u n w il l in g n e ss  o r  i n a b i l i t y  to  reduce f ix e d  asse ts  may be a 

major c o n t r ib u t in g  f a c to r  to  th e  commonly observed cash f lo w  

problems of. d e c l in in g  f i r m s .

No q u a n t i t a t iv e  evidence was o b ta ined , bu t the  anecdotal  

evidence supports  th e  p ro p o s it io n s  about the d ivergence o f  

in te r e s ts  and r is k  p re fe re n c e s  among s takeho lders  and 

in d iv id u a ls .  In  numerous cases, f o r  example B r a n i f f  and 

Wickes, f a i l i n g  f i rm s  re s o rte d  to  bankruptcy o n ly  a f t e r  

managers in  the  d e c l in e  p er io d  were rep laced . A lthough, as f a r  

as is  known, a l l  th e  b an kru p tc ies  were v o lu n ta ry — i . e . ,  they  

were i n i t i a t e d  by management— i t  is  known t h a t  many were d r iv e n  

by c r e d i to r s .  In  a t  le a s t  one case, B r a n i f f ,  unsecured 

c r e d i to r s  supported h ig h - r is k  s t r a te g ie s  t h a t  were d e tr im e n ta l  

to  secured c r e d i t o r s ,  a p o in t  e s ta b lis h e d  in le g a l  proceedings  

brought by bondholders a g a in s t  the  banks during  the  

re o rg a n iz a t io n  process.

Although th e re  is  no d i r e c t  evidence to  th e  p o in t ,  i t  

seems reasonable to  surmise t h a t  s tockho lders  and th e  boards 

t h a t  represented  them may have supported managers in  t h e i r  

re s is ta n c e  to  bankruptcy , as proposed by Gordon (1 9 7 1 ) .  I t  

appears c le a r  t h a t  in  many cases, f i r m  value losses would have 

been reduced by an e a r l i e r  d e c la r a t io n  of bankruptcy. What is  

not c le a r ,  w ith o u t  access to  th e  minds o f the  d e c is io n  makers, 

is  why they chose to  d e lay  ta k in g  v a lu e -p re s e rv in g  a c t io n s .
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The l i s t  o f p o s s ib le  e x p la n a tio n s  is  long, and th e  evidence  

m in im al. Owners and managers may have pursued h ig h -r is k  

s tra te g ie s  when th ey  no lo nger had anyth ing  to  lose and gains  

were p o s s ib le . Managers may have been fo llo w in g  th e  p a tte rn  o f  

s e l f - ju s t i f y i n g  e s c a la t in g  commitment. In  a few cases, B ra n if f  

and W h e e lin g -P itts b u rg h , fo r  exam ple, managers have been quoted 

as being m o tiva ted  by concern fo r  employees, thus making va lu e  

judgments about the  d is t r ib u t io n  o f w e a lth .

Laughhuunn, Payne, & Crum’ s (1980 ) th e s is  about r is k  

p re fe ren ce s  in  th e  fa c e  o f ru inous and nonruinous losses may 

p ro v id e  a t  le a s t  a p a r t ia l  e x p la n a tio n  fo r  th e  p e rs is te n c e  o f  

managers in  d e c lin in g  f irm s . The r is k -s e e k in g  growth and debt 

s tra te g ie s  may have p e rs is te d  because managers framed t h e i r  

d ec is io n s  as r is k in g  nonruinous lo sses , and i t  was on ly  when 

managers recognized th a t  th e  bankruptcy o p tio n  was a lo w e r-r is k  

o p tio n  than c o n tin u in g  a p o te n t ia l ly  ruinous s u rv iv a l s tra te g y  

th a t  they were w i l l in g  to  choose th e  bankruptcy o p tio n .

Chapter Summary

The re s u lts  o f  th is  study suggest th a t  some f a i lu r e s  a re  

th e  r e s u lt  o f unsuccessful turnaround e f f o r t s ,  but o th e rs  are  

more c a ta s tro p h ic  in  c h a ra c te r . S tra te g ic  turnarounds may have 

been d i f f i c u l t  fo r  th e  many r e la t iv e ly  sm all s in g le -b u s in e s s  

f irm s  in  th e  research  sample. I t  is  c le a r  th a t  asse t p ru n in g , 

a fre q u e n tly  recommended turnaround s tra te g y , was not a popular
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ch o ice . S ince th is  study in vo lved  e n t i r e  f irm s , i t  was 

d i f f i c u l t  to  r e la te  the  re s u lts  to  H a rr ig a n ’ s work on d e c lin in g  

in d u s tr ie s , but 44 o f  th e  73 f a i lu r e s  were in  grow ing, not 

d e c lin in g , in d u s tr ie s .

A m ajor c o n tr ib u tio n  o f th is  work to  th e  p rev io u s  work 

work on o rg a n iz a t io n a l d e c lin e  is  i t s  dem onstration  th a t  new 

d e f in i t io n s  o f d e c lin e  a re  necessary, i f  th e  p r io r  work is  to  

be a p p lie d  to  business d e c lin e . In  most o f  th e  o rg a n iz a tio n a l 

d e c lin e  work, d e c lin e  is  d e fin ed  as decreasing s iz e .  In  th is  

s tu d y , most o f  th e  f a i lu r e s  were preceded by growth in  s iz e .

The f in d in g s  here a re  more c o n s is te n t w ith  S ta rb u c k ’ s "success 

breeds f a i lu r e "  model than w ith  W hetten’ s "d e c lin e  as 

s ta g n a t io n ."

The observed p a tte rn  o f  growth th a t  preceded f a i lu r e  in  

most f irm s  is  c o n s is te n t w ith  concepts o f e s c a la t in g  

commitment, but i t  is  not c le a r  what the  growth m o tiv a tio n s  

were. A s im ila r  problem is  encountered in  r e la t in g  the  study  

to  work on prospect th eo ry  and r is k  p re fe re n c e s . The 

p e rs is te n c e  o f  f irm s  in  th e  face  o f d e c lin e  is  c o n s is te n t w ith  

in c re a s in g  r is k  seeking in  lo s in g  s itu a t io n s , bu t the  

heterogeneous m ix tu re  o f  s takeh o ld ers  in  bankruptcy s itu a t io n s  

and in fo rm a tio n  u n c e r ta in ty  and lag  make i t  d i f f i c u l t  to  assess 

the  le v e l o f  awareness o f r is k  ta k in g  fo r  in d iv id u a l d e c is io n  

makers.
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C hapter 11

IMPLICATIONS FOR MANAGERS, INVESTORS, AND CREDITORS 

C M at-e r In tro d u c tio n

W hile  th e  th e o r e t ic a l  im p lic a t io n s  o f  th e  study discussed  

in  th e  p rev io u s  c h a p te r a re  sometimes ambiguous, th e  

im p lic a tio n s  f o r  managers and and o th e r s ta k e h o ld e rs  a re  more 

s tra ig h tfo rw a rd . T h is  c h a p te r a ttem pts  to  s p e ll  o u t those  

im p lic a tio n s  f o r  each o f  s e v e ra l s ta ke h o ld e r groups. 

R ecognizing th a t  th e  v a rio u s  s ta ke h o ld e r groups have d iv e rg e n t  

in te r e s ts  which change as th e  f ir m  moves through th e  f a i lu r e  

process, emphasis is  p laced  on th e  im portance o f  bankruptcy as 

a mechanism f o r  c o n f l ic t  re s o lu t io n . A tte n tio n  is  a ls o  

d ire c te d  to  im p lic a t io n s  f o r  th e  management o f  th e  d e c lin in g  

f irm  and th e  bankruptcy process. In  a d d it io n  to  c o n s id e ra tio n  

o f d ir e c t  s ta k e h o ld e r concerns, the  ch ap ter ends by ra is in g  

some p u b lic  p o lic y  is s u e s .

S tra te g ie s  f o r  F a i l in g  F_irms

One o f  th e  p rim ary  o b je c t iv e s  o f th is  study o f  f a i l u r e ,  

bankruptcy, and re o rg a n iz a t io n  was to  make d i r e c t  suggestions  

about a p p ro p ria te  d e c is io n  making fo r  f a i l i n g  f ir m s , in c lu d in g  

in s ig h ts  in to  both th e  avoidance o f  f a i lu r e  and a ls o  th e
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management o f  d e c lin in g , f a i l i n g ,  and re o rg a n iz in g  f irm s . The 

c o n tr ib u tio n s  were no t aimed a t  managers a lo n e , but a ls o  a t  

in v e s to rs , c r e d ito r s ,  and o th e r s ta k e h o ld e rs . T h is  ch ap ter  

w i l l  a ttem p t to  id e n t i f y  some o f th e  most im p o rtan t lessons  

which can be lea rn ed  and a p p lie d  in  a genera l way. In  a d d it io n  

to  these g e n e r a l i t ie s ,  th e re  is  reason to  b e lie v e  th a t  a 

th o u g h tfu l, d e ta i le d  c o n s id e ra tio n  o f th e  study would have even 

more va lu e  to  a d e c is io n  maker in  a s p e c if ic  s i tu a t io n .

There w i l l  be an i n i t i a l  b r ie f  rev iew  o f  th e  main fin d in g s  

to g e th e r w ith  some genera l co n c lu s io n s . T h is  w i l l  be fo llo w e d  

by a s e r ie s  o f  o b serv a tio n s  about s p e c if ic  problems faced  by 

d i f f e r e n t  s ta k e h o ld e r groups, in c lu d in g  s t ra te g ie s  fo r  th e  

m axim iza tion  o f  th e  f a i l i n g  f ir m .

& Summary o f  Basi c Fi ndings

Four genera l o b serva tio n s  on th e  f a i l i n g  f irm s  as a group 

c le a r ly  emerge from  th is  s tu d y . They a re  as fo llo w s :

1. The bankrupt f irm s  were weaker f iv e  years  b e fo re  they  

f a i le d  than a matched group o f n o n fa il in g  f ir m s , and th e  

matching group were weaker than th e  p o p u la tio n  from  which  

they  were drawn.

2 . They pursued h ig h e r - r is k  s t r a te g ie s ,  g re a te r  d e b t, than  

comparable f irm s .

3 . There were much w id er ranges and v a rian c es  o f behav io r  

and perform ance among th e  f a i l i n g  f irm s  than among th e
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matched sample.

4 . Bankruptcy outcomes were g e n e ra lly  no t fa v o ra b le .

The d e ta ile d  d a ta  on which these g e n e ra liz a t io n s  are  based can 

be found throughout th is  d is s e r ta t io n . W hile  these  

g e n e ra liz a t io n s  a re  tru e  on average fo r  th e  group o f f a i l in g  

f irm s , they  a re  n o t n e c e s s a rily  t r u e  f o r  th e  in d iv id u a l f irm s ,  

which e x h ib ite d  a wide range o f b eh av io r.

Another very  im p o rtan t o b servatio n  was th a t  in t r a f ir m  

fa c to rs  p layed  a much la rg e r  ro le  than environm enta l fa c to rs .

I t  is  tru e  th a t  th e  f a i l i n g  f irm s  tended to  be concentra ted  in  

in d u s tr ie s  under s tre s s . Several o f  th e  in d u s tr ie s  s u ffe re d  

from fo re ig n  c o m p e titio n , in c lu d in g  o i l  and gas, t e x t i l e s ,  

s t e e l ,  and m achinery. D ere g u la tio n  was im p o rtan t fo r  the  

t ra n s p o r ta t io n  group, in c lu d in g  both a i r l in e s  and tru c k in g .

The d is t r ib u t io n  group, both w holesale  and r e t a i l ,  was h u rt by 

high in te r e s t  ra te s . However, in d u s try  g ro w th /d e c lin e  was not 

found to  be a s ig n i f ic a n t  p re d ic to r  o f behavio r o r perform ance. 

A lso , th e  study on e f fe c ts  over tim e  showed l i t t l e  e f f e c t  over 

th e  p erio d  from 1970 to  1985. The use o f  a comparison sample 

o f f irm s  matched on in d u s try , s iz e ,  and tim e  p e rio d  may have 

masked some o f  th e  in d u s try  and tim e  e f fe c ts .  On th e  o th er  

hand, th e  presence o f  these successfu l f irm s  re in fo rc e s  the  

p o in t th a t  in  every  environm ent some firm s  f a i l  and some 

succeed.
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There is  one im p o rtan t l im i ta t io n  o f th e  study th a t  

compels cau tio n  in  in te r p r e ta t io n  o f  th e  f in d in g s  and 

a p p lic a t io n s  o f  th e  s tu d y . Th is  is  th e  fundam ental issue o f  

r is k  and re tu rn . I t  could be argued th a t  th e  f a i l i n g  firm s  

were a p a r t  o f a la r g e r  group o f f irm s  which know ingly were 

pursuing h ig h -r is k  s t ra te g ie s  in ,p u r s u it  o f  h igh re tu rn s , and 

th a t  these f irm s  rep resen ted  on ly  th e  low end o f th e  

d is t r ib u t io n  o f  re tu rn s . Th is  would be c o n s is te n t w ith  

Bowman’ s (1982 ) work on r is k  seeking by tro u b le d  f irm s . One 

piece  o f  evidence th a t  suggests th a t  th is  is  tru e  is  th a t  th e  

f a i l i n g  f irm s  had low er o p e ra tin g  re tu rn s  and th e  m atching  

successfu l f irm s  had h ig h e r o p era tin g  re tu rn s  than th e  

p o p u la tio n  from  which they  were drawn. Even i f  i t  was th e  case 

th a t  th e  f a i lu r e s  represented  on ly  th e  low segment o f  

d is t r ib u t io n  o f  re tu rn s  o f  a h ig h -r is k  s e t o f  f irm s , the  

f in d in g s  should s t i l l  be u se fu l in  h e lp in g  such h ig h -r is k  firm s  

c o n tro l t h e ir  lo ss e s .

f.aj.1-M.ee. D e f in it io n s  sod Causes

In  drawing any lessons from  th e  study, i t  is  necessary to  

both d e fin e  f a i l u r e  and lo c a te  i t s  causes. There can be many 

d e f in it io n s  o f  f a i l u r e ,  and th e  on ly  d e f in i t io n  o f f a i lu r e  th a t  

a p p lie s  to  every  f ir m  in  th e  study sample is  le g a l ly  bankrupt. 

Some o f  th e  f irm s  were f a i lu r e s  by alm ost every  im aginable  

d e f in i t io n ,  and some were successfu l by most s tan d ard s . A 

b r ie f  d iscuss io n  o f  f a i lu r e  may be h e lp fu l in  in te r p r e t in g  th e
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re s u lts  o f th e  s tu d y .

The most common f in a n c ia l  d e f in i t io n s  o f  f a i l u r e  a re  th a t  

a f irm  has a n e g a tiv e  n e t w o rth , o r  th a t  i t s  c u r re n t  cash 

in flo w s  a re  in s u f f ic ie n t  to  meet c u rre n t o b lig a t io n s . S everal 

o f th e  f irm s  went bankrupt on th e  b as is  o f  p o te n t ia l  

l i a b i l i t i e s .  T h is  in c lu d ed  th e  product l i a b i l i t y  cases, 

M a n v ille , R obins, and UNR, and some o th ers  fo r  which e i th e r  

wage o r pension o b lig a t io n s  c re a te d  the  p o te n t ia l  f o r  

bankruptcy. O ther firm s  d e c la re d  bankruptcy because o f th e  

f a i lu r e  o f  one o r  more u n its ,  even though th e  f i r m  as a whole 

was s o lv e n t, as in  the  cases o f C h a rte r and R evere.

I t  is  p robab ly  f a i r  to  say th a t  every  f ir m  rep res en ted  a 

human f a i lu r e  o f  some s o r t .  As was discussed in  more d e ta i l  in  

th e  in tro d u c tio n  to  th is  s tu d y , one o f th e  fo u n d a tio n  

p e rs p e c tiv es  o f th is  study was th a t  the c ircum stances o f  

f a i lu r e  may, o r may n o t, be under th e  c o n tro l o f  human d e c is io n  

makers, a c la s s ic  example o f  determ inism  vs . f r e e  w i l l  

(B ourgeios, 1 9 8 4 ). F a i lu r e  may come as a r e s u lt  o f  a c ts  o f  

God, such as n a tu ra l d is a s te rs , o r  as th e  r e s u lt  o f  a c ts  o f  

in d iv id u a ls  o r o rg a n iz a t io n s , such as in d u s try  d e re g u la tio n  by 

government, over which th e  f irm  and i t s  managers have l i t t l e  or 

no c o n tro l.  However, even in  those cases fo r  f irm s  as la rg e  as 

those s tu d ied  h e re , outcomes a re  determ ined by th e  human 

response as w e ll as th e  e x te rn a l e v e n t.
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There is  w idespread evidence th a t  bankruptcy is  a c o s tly  

s o lu tio n  to  f in a n c ia l  problem s. These costs  in c lu d e  both  

d ir e c t  costs  and in d ir e c t  costs  (Copeland & W eston, 1983; 

B ib e a u lt , 1982; and o th e r s ) .  There is  fu r th e r  ev idence o f th a t  

in  th is  s tu d y . Of 61 f irm s  th a t  had com pleted th e  bankruptcy  

process, on ly  12 continued  in  business w ith  as much as 50* o f  

t h e ir  prebankruptcy business. In  re tro s p e c t, n e a r ly  every  f ir m  

would have been b e t te r  served by avo id in g  b ankrup tcy , but the  

reasons fo r  a llo w in g  th e  bankruptcy to  occur were d iv e rs e  and 

complex. P o s s ib le  f a i l u r e  p o in ts  in c lu d e  th e  f a i l u r e  to  

recognize  a d e c lin e  and i t s  seriousness , th e  f a i l u r e  to  ac t in  

a t im e ly  fa s h io n , th e  p u rs u it  o f  in d iv id u a l advantage over th e  

common good, and f a i lu r e  to  execute  good d e c is io n s  in  an 

e f f e c t iv e  manner.

One u se fu l way o f  lo o k in g  a t  bankruptcy is  as a f a i le d  

n e g o tia t io n . Once a d e c lin e  has proceeded to  th e  p o in t  th a t  

d e c is iv e  a c tio n  is  re q u ire d , alm ost every  a c tio n  re q u ire s  the  

c o o p era tio n , o r a t  le a s t  the  consent, o f  two o r  more p a r t ie s ,  

which in  tu rn  re q u ire s  n e g o tia t io n . I f  th e re  a re  s ig n i f ic a n t  

bankruptcy c o s ts , then  th e  sum va lu e  o f the  f ir m  a v a i la b le  fo r  

d is t r ib u t io n  to  c la im a n ts  is  reduced by th a t  much by th e  

bankruptcy process, and th e  common good would be b e t te r  served  

by a n e g o tia te d  prebankruptcy s e ttle m e n t. For a more extended  

d iscuss io n  o f  t h is  p o in t ,  see Chapter 3 . T h e re fo re , a 

bankruptcy can be seen as th e  r e s u lt  o f f a i le d  n e g o tia t io n s ,  

ju s t  as a s t r ik e  is  th e  r e s u lt  o f  f a i le d  la b o r n e g o tia t io n s , o r
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as a war is  th e  r e s u lt  o f  f a i le d  dip lom acy. A ls o , as in  the  

case o f  a s t r ik e  o r a w ar, bankruptcy is  not a s u b s t itu te  fo r  

n e g o tia t io n s ; i t  is  p a r t  o f  th e  c o n tin u in g  n e g o tia t io n s . I t  

may a f f e c t  th e  r e la t iv e  s tre n g th  o f  th e  p a r t ie s ,  and i t  

c e r ta in ly  a l t e r s  th e  c h a ra c te r  o f  th e  n e g o tia t io n s  by changing  

th e  ru le s  and in tro d u c in g  new p a r t ie s  to  th e  n e g o tia t io n .

I f  bankruptcy is  viewed as a f a i le d  n e g o tia t io n , th e  

question  becomes why do th e  n e g o tia tio n s  f a i l .  W ithout 

re p e a tin g  th e  extended d iscussio n  o f d iv e rg e n t s ta keh o ld e r  

cla im s in  C hapter 9 on bankruptcy outcomes, th e  n e g o tia tio n s  

f a i l  fo r  two in te r r e la te d  reasons. One is  th a t  th e  v a lu e  o f  

any outcome fo r  any s ta k e h o ld e r cannot be known w ith  c e r ta in ty ,  

/s o  s ta keh o ld e rs  have d i f f e r e n t  p ercep tio n s  o f  th e  expected  

va lu e s . The second is  th a t  in d iv id u a l s ta k e h o ld e rs  may seek 

outcomes th a t  m aximize t h e i r  in d iv id u a l b e n e f i t ,  even i f  th a t  

outcome reduces th e  t o t a l  va lu e  fo r  a l l .  The d i f f i c u l t i e s  in  

e v a lu a tio n  a re  compounded by th e  use o f  bankruptcy and th re a ts  

o f bankruptcy as t a c t ic a l  maneuvers, s id e  payments beyond le g a l 

c la im s , and th e  in je c t io n  o f  s u b je c tiv e  v a lu e s , a l l  o f which 

may r e s u lt  in  suboptim al outcomes.

S tra te g ie s  f o r  V alue M axim ization  o f F a i1 ing Fi rms

A void ing f a i l u r e  and tu rn in g  around d e c lin in g  businesses  

are  la rg e  to p ic s , and th e  l i t e r a t u r e  is  f u l l  o f re c ip e s , so 

th is  s e c tio n  w i l l  be l im ite d  to  lessons th a t  a re  p a r t ic u la r ly
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r e le v a n t  t o  th e  f in d in g s  o f  t h i s  s tu d y . As in  a lm o s t a l l  

management a d v ic e ,  and e v e ry  o th e r  k in d  o f  human a d v ic e ,  i t  is  

n o t d i f f i c u l t  t o  f in d  e x c e p tio n s  to  th e  p r e s c r ip t io n s .  Going  

a g a in s t  c o n v e n t io n a l wisdom is  o f te n  a w in n in g  s t r a t e g y ,  b u t i t  

s h o u ld  be an in fo rm e d  s t r a t e g y ,  w ith  c le a r  aw aren ess  o f  th e  

r is k s  in v o lv e d .

O p p o r tu n i t ie s  f o r  p re s e rv in g  f i r m  v a lu e  a r is e  a t  s e v e ra l  

d i f f e r e n t  s ta g e s  o f  th e  d e c l in e  and f a i l u r e  p ro c e s s . The 

f o l lo w in g  s e c t io n s  d e s c r ib e  some o f  th o s e  o p p o r t u n i t ie s  in  th e  

o rd e r  in  w h ich  th e y  commonly o c c u r .

A v o id in g  D e c ! in e  and F a i lu r e

One o f  th e  s t r o n g e s t  f in d in g s  o f  th e  s tu d y  i s  t h a t  

p u rs u in g  h i g h - r is k  s t r a t e g ie s  fro m  weak p o s i t io n s  compounds th e  

r i s k .  F iv e  y e a rs  b e fo r e  b a n k ru p tc y  and w h ile  th e y  w ere s t i l l  

p r o f i t a b l e ,  th e  f a i l i n g  f ir m s  had le s s  r e ta in e d  e a rn in g s  as a  

f r a c t i o n  o f  t h e i r  t o t a l  a s s e ts  th a n  th e  n o n f a i l in g  f i r m s .  

F a i l in g  f i r m s  in c re a s e d  t h e i r  a s s e ts  and t h e i r  s a le s  more 

r a p id ly  th a n  th e  n o n f a i l in g  f i r m s ,  b u t n o t s i g n i f i c a n t l y  so .

The f a i l i n g  f i r m s  in c re a s e d  t h e i r  d e b t by tw ic e  th e  am ount o f  

th e  m atc h in g  f i r m s ,  a h ig h ly  s t a t i s t i c a l l y  s i g n i f i c a n t  am ount. 

W h ile  s a le s  w ere in c r e a s in g ,  m arg in s  w ere f a l l i n g  

s i g n i f i c a n t l y ,  and th e  r e tu r n  on in v e s tm e n t f e l l  even  f a s t e r .

From th e s e  o b s e r v a t io n s ,a  re a s o n a b le  s c e n a r io  can be
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constructed  which suggests th a t  as th e  f a i l i n g  f irm s  increased  

t h e i r  assets  w ith  borrowed money, they were fo rc e d  to  c u t  

p r ic e s  to  m a in ta in  cashflow  to  cover t h e i r  in creased  expenses. 

The la c k  o f re ta in e d  e a rn in g s , which would have p ro v id ed  a 

cushion fo r  tem porary lo sses , accentuated  t h is  prob lem . 

In c re a s in g  debt a ls o  meant in c re a s in g  in te r e s t  expense, and n e t 

income d e c lin e d  even fa s te r  than o p era tin g  income. The 

sequence is  supported by th e  f in d in g  th a t  th e  in c re a s e  in  

asse ts  and debt occurred  e a r ly ,  th e  in crease  in  s a le s  was 

continuous, and th e  sharp decrease in  p r o f i t a b i l i t y  came la te .  

T h is  sequence o f  even ts  was developed more f u l l y  in  C hapter 8 . 

The case in fo rm a tio n  supports th is  p a tte rn  most c le a r ly  fo r  

growth based on volume expansion. The study is  dom inated by 

s in g le  businesses, so th e  evidence is  less  c le a r  in  th e  case o f  

growth based on a c q u is it io n s . In  th e  one c le a r  case o f  Wickes 

i t  appears th a t  th e  p a tte rn  was s im i la r ,  bu t th e  tim e  fram e was 

compressed.

The re s u lts  a re  c o n s is te n t w ith  th e  work in  f in a n c e  on 

s u s ta in a b le  grow th. Among th e  s tu d ie s  are  those by H ig g in s  

(1 9 7 7 ) , Donaldson 1 9 8 5 ), and Rappaport (1 9 8 1 ) . Growth can be 

l im ite d  by long term  concerns over c a p ita l s t ru c tu re  and 

le v e ra g e , and i t  can a ls o  be l im ite d  by cash flo w  

c o n s id e ra tio n s . The cash flo w  concerns have been s tre s s e d  by 

G ale & Branch (1 9 81 ) and S ta n c i l l  (1 9 8 7 ). The cash f lo w  

c o n s id e ra tio n s  may have been p a r t ic u la r ly  im p o rtan t f o r  th e  

weak f irm s , s in c e  t h e i r  access to  c a p ita l  m arkets may have been
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1imi te d .

In  summary, th e  lesson appears to  be th a t  using in c re a s in g  

leverag e  to  grow o u t o f  weakness is  no t a good s tra te g y . The 

lac k  o f  any f in d in g  o f  s ig n i f ic a n t  in d u s try  e f f e c ts  suggests  

th a t  th e  s tra te g y  may be ju s t  as in a p p ro p r ia te  in  a growing  

in d u s try  as in  a d e c lin in g  one. In  th is  s tage  o f  d e c lin e , the  

d e c is io n  making is  l i k e l y  to  be p r im a r ily  m a n ag eria l, bu t the  

lesson may a ls o  be im p o rta n t to  c r e d ito rs  th a t  u n d e rw rite  th e  

expansion.

■Pop in 3 W ith Im pending Fa_ilure

The lessons on a v o id in g  d e c lin e  and f a i lu r e  th a t  can be 

drawn from  th is  s tudy a re  q u ite  general and make l i t t l e  

c o n tr ib u tio n  to  th e  e x is t in g  l i t e r a t u r e .  The study should make 

a la r g e r  c o n tr ib u t io n  to  th e  management o f  f a i lu r e  once i t  

becomes im m inent. More fo r m a lly ,  th e  q u es tio n  m ight be s ta te d  

as fo llo w s : how can th e  f ir m  escape from  a bad s i tu a t io n  w ith  

th e  le a s t  v a lu e  d e s tru c tio n  f o r  s takeh o ld ers?  The problem has 

two im po rtan t s tag es; one making the  d e c is io n  to  te rm in a te  th e  

business, th e  o th e r  exec u tin g  th e  te rm in a tio n .

The problem o f  "knowing when to  p u ll  th e  p lu g ’ ” as Staw & 

Ross (1 9 87 ) c a l l  i t ,  has re c e iv e d  more a t te n t io n  a t  the  p r o je c t  

o r business u n it  le v e l than a t  th e  f ir m  le v e l .  H a rrig an  (1982 ) 

has addressed th e  p a r t ic u la r  problems o f e x i t  in  mature
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in d u s tr ie s . The problem is  compounded by th e  in te r a c t io n  o f  

r a t io n a l a n a ly t ic a l  fa c to rs  w ith  s u b je c tiv e  issues o f  a 

psycho log ica l and p o l i t i c a l  n a tu re . Both fa c to rs  in crease  in  

d i f f i c u l t y  when th e  continued  e x is te n c e  o f  th e  o rg a n iz a tio n  is  

a t  s ta k e .

In  a lm ost a l l  th e  f a i lu r e s  s tu d ie d , th e  f irm s  d e c lin e d  

p re c ip ito u s ly  in  th e  la s t  year o r two b e fo re  bankruptcy, a 

f in d in g  c o n s is te n t w ith  th e  repeated o b serva tio n  th a t  

bankruptcy p re d ic t io n  models work q u ite  w e ll near bankruptcy, 

but th a t  they  have l im ite d  lo n g -te rm  p re d ic t iv e  power. For 

some o f th e  f ir m s , th e  ra p id  f a i lu r e  fo llo w ed  an extended  

p erio d  o f slow d e c lin e ;  fo r  o th e rs  i t  came w ith  l i t t l e  w arn ing . 

The evidence from  th e  cases, to g e th e r w ith  th e  broader 

o b servatio n  o f  th e  business w o rld , suggests th a t  th e  f a i lu r e s  

w ith o u t th e  slow d e c lin e  were p r im a r ily  th e  r e s u lt  o f  a s in g le  

bad d e c is io n  o r  u n fo rtu n a te  c ircum stance. W ickes’ purchase o f  

Gamble-Skogmo is  one exam ple. M a n v ille  p resen ts  a somewhat 

more d i f f i c u l t  case to  c a te g o r iz e . W hile th e  asbestos  

l i a b i l i t y  problem had been develop ing  over a long p e rio d  o f  

t im e , th e  p o te n t ia l  l i a b i l i t i e s  were not in c luded  in  re g u la r  

f in a n c ia l  re p o r ts , excep t as fo o tn o te s  on l i t i g a t i o n ,  u n t i l  

they f i l e d  f o r  bankruptcy .

I t  is  th e  f irm s  w ith  th e  slow d e c lin e s  which have m ajor 

problems w ith  knowing when to  ta k e  d e c is iv e  e x i t  a c t io n s . The 

l i t e r a t u r e  on e s c a la t in g  commitment (Staw & Ross, 1987)
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suggests two ways o f reducing prolonged commitment to  a lo s in g  

course o f  a c t io n . One is  to  s e t predeterm ined c u to f f  p o in ts ,  

and another is  to  s h i f t  th e  e x i t  d ec is io n  to  managers o th e r  

than those who in i t i a t e d  th e  p r o je c t .  Good in fo rm a tio n  and 

accu ra te  a n a ly s is  a re  a ls o  im po rtan t and fre q u e n tly  d i f f i c u l t  

to  o b ta in . A lthough the  study prov ides  no d i r e c t  evidence on 

th e  p o in t , i t  would appear th a t  inadequate c o n s id e ra tio n  was 

given to  th e  costs  o f bankruptcy and th e  low p r o b a b il i ty  o f  

successfu l re o rg a n iz a t io n . C a lc u la t io n  o f  sunk costs and the  

d ir e c t  costs  o f abandoning unsuccessful p ro je c ts  seems to  be 

b e t te r  developed, and both tend to  encourage c o n tin u a tio n  o f  

p ro je c ts . Staw & Ross’ s recommendation to  c re a te  in c e n tiv es  

f o r  managers to  adm it f a i lu r e  is  more d i f f i c u l t  to  apply in  

f ir m  f a i lu r e  than in  p ro je c t  f a i lu r e .

Once f irm  f a i lu r e  becomes a l i k e ly  outcome, th e  question  

s h i f t s  from  p ro je c ts  and s h o rt-te rm  f in a n c ia l  s tra te g ie s  to  

e x i t  o r re o rg a n iz a tio n  s t ra te g ie s .  A t th is  p o in t , a f irm  

should determ ine as a c c u ra te ly  as p o ss ib le  what i t s  va lue  and 

prospects a re . F a i l in g  f irm s  can g e n e ra lly  be d iv id e d  in to  

th re e  c a te g o rie s :

1. Firm s whose businesses a re  fundam enta lly  sound and need 

only tem porary r e l i e f  to  rearrange t h e i r  a f f a i r s  and re tu rn  

to  p r o f i t a b i l i t y .

2 . Firm s which have v ia b le  business u n its  o r  

product-m arkets  but la c k  the co rp o ra te  resources to  m ain ta in  

and o p era te  those  businesses.

-2 9 2 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

3. Firm s which do no t have v ia b le  businesses.

In  none o f  these  cases is  bankruptcy the  f i r s t - c h o ic e  o p tio n .

In  every  case, as has been p o in ted  o u t re p e a te d ly  in  th is  

d is s e r ta t io n , a n e g o tia te d  s e ttle m e n t th a t  avo ids th e  d ir e c t  

and in d ir e c t  c o s ts  o f  bankruptcy w i l l  o p tim ize  th e  jo i n t  va lu e  

fo r  s ta k e h o ld e rs . In  th e  f i r s t  case, debt re s tru c tu r in g  or 

some o th e r s im i la r  a c t io n  is  in d ic a te d . In  th e  second case, a 

merger o r s a le  o f  th e  f ir m  as a whole to  a s tro n g e r p a ren t is  

in d ic a te d . In  th e  t h i r d  case, l iq u id a t io n  is  in d ic a te d .

In  p r a c t ic e , th e  cases may no t be so c le a r -c u t ,  and cases 

may be m ixed. A f ir m  may have one or more sound businesses and 

one o r more f a i l i n g  businesses. Those cases may re q u ire  th e  

d iv e s t i tu r e  o r l iq u id a t io n  o f  th e  f a i l i n g  u n i t  o r  u n its .  In  

some cases, a f i r m  may have to  d iv e s t p r o f i ta b le  u n its  in  o rd er  

to  p ro te c t  o th e r  u n its  more c e n tra l to  i t s  core business. I f  

the  f ir m  is  in  d i r e  s t r a i t s ,  i t  may be fo rc e d  to  d iv e s t  u n its  

i t  would choose to  keep because they a re  s a la b le  and use the  

proceeds to  re b u ild  less  a t t r a c t iv e  businesses. Ju s t as in  th e  

d e c is io n  to  adm it f a i l u r e ,  th e re  may be s tro n g  psycho log ica l 

pressures to  r e s is t  r a t io n a l cho ices . Long-term  id e n t i f ic a t io n  

o f th e  f ir m  w ith  some f a i l i n g  business, o r personal attachm ents  

o f key managers may in h ib i t  d iv e s t i tu r e  o f some u n its ,  a 

phenomenon observed by Duhaime & G rant (1 9 84 ) in  t h e i r  work on 

divestm en ts .

D ecis ions  surround ing  th e  e x it-b a n k ru p tc y  d e c is io n  are
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com plicated  by c o n f l ic ts  o f  in te r e s ts  among s ta k e h o ld e rs . I f  a 

f ir m  is  s u f f ic ie n t l y  p r o f i t a b le ,  i t  can meet a l l  o f  th e  

le g it im a te  c la im s  th a t  a re  made on i t .  Once i t  cannot, then  

s take h o ld ers  come in to  c o n f l ic t ,  and a u n if ie d  o rg a n iz a t io n a l  

s tra te g y  may be d i f f i c u l t  to  a c h ie v e . Bankruptcy is  one 

mechanism fo r  c o n f l ic t  re s o lu t io n  when v o lu n ta ry  agreem ent 

cannot be reached, but i t  is  an expensive mechanism. I f  th e  

costs  and outcomes were known p e r fe c t ly ,  i t  would be r e la t iv e ly  

easy fo r  th e  s ta ke h o ld e rs  to  s e t t l e  t h e i r  d if fe re n c e s . Th is  

could be accomplished by making s u ita b le  s id e  payments to  some 

s ta k e h o ld e rs . For exam ple, i f  th e  l iq u id a t io n  va lu e  o f  the  

f ir m  exceeded th e  c la im s  o f  secured c r e d ito r s , bu t i t  was no t 

s u f f ic ie n t  to  meet th e  c la im s  o f  unsecured c r e d ito r s ,  and th e  

f i r m ’ s going concern v a lu e  exceeded i t s  l iq u id a t io n  v a lu e , th e  

unsecured c re d ito rs , m ight make a s id e  payment to  th e  secured  

c r e d ito rs  in  o rd e r to  g e t t h e i r  approval o f  th e  re o rg a n iz a t io n .  

The s id e  payment m ight ta k e  th e  form  o f an e q u ity  h o ld in g  in  

a d d it io n  to  t h e i r  c o n tin u in g  d eb t h o ld in g s . The m ajor b a r r ie r  

to  a ch iev in g  consensus is  in  e v a lu a tin g  r is k  and in  g e t t in g  

agreement on how much in creas e  in  re tu rn  is  re q u ire d  to  

compensate fo r  increased  r is k .  Bankruptcy does no t e lim in a te  

th e  need to  n e g o tia te  th e  outcomes; i t  m erely changes th e  venue 

o f th e  n e g o tia t io n s , adds th e  Bankruptcy C ourt as p a r ty , and 

in creases  th e  c o s t. I f  th e  f ir m  is  l iq u id a te d , th e  v a lu e  o f  

th e  assets  tends to  be le ss  in  a fo rc e d  bankruptcy s a le  than  

o th e rw is e .
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Max.ijnj.fting th e  Value Q f th e  Bankrupt Firm

The evidence seems to  suggest th a t  th e re  a re  severa l 

s tra te g ie s  which can c o n tr ib u te  to  m axim izing th e  va lu e  o f  th e  

bankrupt f i r m .  The re levan ce  o f these s tra te g ie s  fo r  

re o rg a n iz in g  f irm s  may be more obvious than fo r  l iq u id a t in g  

f irm s , bu t th e  s itu a t io n s  a re  r e a l ly  very s im i la r .  The same 

s tra te g ie s  which maximize th e  va lu e  o f  th e  re o rg a n iz in g  f irm s  

w i l l  a ls o  maximize th e  va lu e  o f th e  assets  o f  the  l iq u id a t in g  

f ir m . The f i r s t  p r in c ip le  is  i f  bankruptcy is  in e v i ta b le ,  go 

sooner ra th e r  than l a t e r .  Another is  to ,  as f a r  as p o s s ib le ,  

m ain ta in  normal o p era tio n s  du ring  th e  re o rg a n iz a tio n  process. 

The f i r s t  is  re la te d  to  th e  second as th e  more resources th e  

f ir m  has when i t  goes bankrupt, th e  e a s ie r  i t  is  to  m a in ta in  

o p e ra tio n s . The r e s u lts  f o r  th e  a i r l i n e  f irm s  in  th e  study  

re in fo rc e  these  p r in c ip le s .  B r a n if f  held  o f f  bankruptcy as 

long as p o s s ib le  and shut down a l l  o f  i t s  f l i g h t  o p era tio n s  th e  

day i t  f i l e d  f o r  bankruptcy. I t  d id  not f l y  again  u n t i l  th e  

re o rg a n iz a tio n  was com plete . The o p era tio n s  then were on ly  

about 10* o f  i t s  prebankrupcty le v e l and a f t e r  severa l years  o f  

o p e ra tio n  a re  s t i l l  n o t p r o f i ta b le .  C o n tin en ta l en te red  

bankruptcy in  o rd e r to  r e l ie v e  i t s e l f  o f p o te n t ia l ly  ru inous  

la b o r c o n tra c ts , but d id  so w h ile  i t  was s t i l l  s o lv e n t. 

C o n tin e n ta l te m p o ra r ily  reduced o p e ra tio n s , bu t in  s p ite  o f a 

p i l o t s ’ s t r i k e ,  i t  very  soon was back in  f u l l  o p e ra tio n  and 

emerged from  bankruptcy la rg e r  than i t  went in .  C a p ito l A ir  

was u n p ro f ita b le  f i v e  o f  th e  s ix  years  p r io r  to  bankruptcy and
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had a n e g a tiv e  n e t w orth n e a rly  as g re a t as i t s  to t a l  asse ts .

I t  was d riv e n  in to  bankruptcy as a r e s u lt  o f p e t i t io n s  fo r  

in v o lu n ta ry  bankruptcy by unpaid employees and was liq u id a te d  

by th e  Bankruptcy C o u rt.

Mergers o r a c q u is it io n s  o f  bankrupt f irm s  by o th e r f irm s  

a re  somewhat o f  a m iddle  ground between re o rg a n iz a tio n  and 

l iq u id a t io n .  T h is  s tra te g y  is  p a r t ic u la r ly  a p p ro p ria te  to  the  

c la s s  o f  f irm s  which have v ia b le  businesses, but which lack  the  

co rp o ra te  resources to  m a in ta in  them. There a re  severa l 

p o ss ib le  form s o f  these  a c q u is it io n s  o r m ergers. Saxon Paper 

Company was acq u ired  by Alco Standard and is  now operated  as a 

m ajor s u b s id ia ry  to  th a t  f irm . In  o th e r cases, th e  a c q u ire rs  

were f in a n c ia l  e n t i t i e s  organ ized  fo r  the  purpose o f a c q u ir in g  

and r e c a p i ta l iz in g  th e  bankrupt f ir m . B r a n i f f  and C h a rte r are  

examples. Another v a r ia t io n  on th is  theme is  th e  a c q u is it io n  

o f th e  reo rg an ized  f ir m  a f t e r  th e  bankruptcy re o rg a n iz a tio n .  

L e isure  Dynamics was acqu ired  by Coleco, and Revere was taken  

over in  a leveraged  buyout.

Management o f th e  Bankrupt Fi rm

Managing a f ir m  in  bankruptcy presents  a l l  o f  th e  problems 

o f managing any o th e r f i r m ,  p lus  many a d d it io n a l c o m p lic a tio n s . 

The q u a l i ty  o f management a t  t h is  stage can have a m ajor impact 

on the  p re s e rv a tio n  o f v a lu e  o f  th e  f irm . Managers o f bankrupt 

f irm s  have dual r e s p o n s ib i l i t ie s :  one is  to  manage th e  ongoing
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a c t iv i t i e s  and th e  o th e r is  to  manage th e  bankruptcy.

I f  th e  f ir m  is  to  be re o rg a n ize d , managers must f i r s t  

decide what k ind  o f  a f ir m  th e y  want i t  to  be, s u b je c t to  th e  

resources a v a i la b le .  E x is t in g  asse ts  and o p e ra tio n s  can be 

included  in  th e  reo rg an ized  f i r m ,  o r they can be so ld  o r  

l iq u id a te d . The problem is  com plicated  by th e  n e c e s s ity  o f  

s a t is fy in g  th e  c r e d ito r s , which may have d iv e rs e  in te r e s ts .

The in strum ent f o r  c re a tin g  th e  new f ir m  is  th e  re o rg a n iz a tio n  

plan  which is  to  be presented to  th e  c re d ito rs  and th e  

Bankruptcy C o u rt. Successfu l execu tio n  o f  th e  re o rg a n iz a tio n  

plan  re q u ire s  both p lan n in g  and n e g o tia tin g  s k i l l s .  The tim e  

pressures under which th is  must be accomplished may be in te n s e .  

The C ourt may s e t tim e  l im i t s ,  and i f  th e  schedule is  n o t met, 

then the c r e d ito r s  o r a C ourt t ru s te e  may subm it com peting  

p la n s .

W hile th e  re o rg a n iz a tio n  p lan n in g  is  going fo rw a rd , 

co n tin u in g  o p e ra tio n s  must be managed under d i f f i c u l t  

circum stances. M ajor e lem ents o f  successfu l o p e ra tio n  in c lu d e  

th e  re te n tio n  o f  key p e rso n n e l, m a in ta in in g  customer 

co n fid en ce , and secu rin g  c o o p era tio n  from  s u p p lie rs  and 

f in a n c ia l  in s t i t u t io n s ,  which may a ls o  be unpaid c r e d ito r s .  

Bankruptcy does p ro v id e  some tem porary b e n e f its :  in te r e s t  on 

prebankruptcy debt is  postponed, and u n favo rab le  c o n tra c ts  can 

be c a n c e lle d . Good management o f  assets  and u n its  which a re  to  

be so ld  o r  l iq u id a te d  is  as im p o rta n t as th a t  o f  managing
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o p era tio n s  to  be re ta in e d , s ince  t h e i r  s a le  va lu e  w i l l  a f f e c t  

th e  w e lfa re  o f  th e  reo rg an ized  f ir m . The management o f  th e  

c o n tin u in g  o p e ra tio n s  is  very  s im ila r  to  th e  management o f  the  

turnaround o f  an u n p r o f ita b le , bu t not b an kru p t, f i r m . One 

advantage th e  managers o f  th e  bankrupt f ir m  may have is  what 

they  have lea rn ed  from  th e  f i r m ’ s f a i lu r e  e x p e rie n c e , a k ind  o f  

re tro s p e c t iv e  le a rn in g . Managers o f bankrupt f irm s  may be 

disadvantaged by requ irem en ts  fo r  C ourt and c r e d ito r  approval 

o f ro u tin e  d e c is io n s  and th e  in a b i l i t y  to  c o n tro l s t r a te g ic  

in fo rm a tio n .

Management o f  th e  bankruptcy process re q u ire s  s p e c ia l 

s k i l l s  in  n e g o tia t in g  and in  le g a l a f f a i r s .  The prim ary  ta sks  

o f th e  manager o f  th e  bankruptcy a re  to  b r in g  a 

v a lu e -p re s e rv in g  end to  th e  bankruptcy and to  in s u la te  to  th e  

e x te n t p o s s ib le  th e  o p e ra tio n a l managers from  th e  bankruptcy  

process. I f  business u n its  o r m ajor asse ts  a re  to  be s o ld , 

making th e  best deal is  com plicated  by th e  b u yer’ s knowledge 

th a t  th e  tra n s a c t io n  is  b a n k ru p tc y -d r iv e n . The b ig g e s t problem  

o f a l l  may be b a la n c in g  th e  c o n f l ic t in g  demands o f  th e  v a rio u s  

c r e d ito r  groups.

S tak eh o ld er P e rs p ec tive s

The s t r a te g ie s  discussed in  th e  p rev io u s  s e c tio n  were 

re la te d  to  th e  common s ta k e h o ld e r goal o f  va lu e  m axim iza tio n  o f  

the  f a i l i n g  f i r m . Th is  s e c tio n  w i l l  ta k e  up s tra te g ie s  f o r
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m axim izing th e  v a lu e  o f  s p e c if ic  s takeh o ld ers  a f t e r  th e  f ir m  is  

unable to  meet a l l  o f i t s  le g it im a te  c la im s . One o f  the  

im p o rtan t fu n c tio n s  o f  bankruptcy is  to  e s ta b lis h  p r io r i t i e s  

among th e  c la im a n ts . W ith o u t going in to  d e t a i l ,  th e  general 

ord er is  p o s t f i l in g  c la im s , secured c r e d ito rs , unsecured  

c r e d ito r s ,  and s to c k h o ld e rs . L e g a lly , managers have no 

p r io r i t y  r ig h ts ;  th e y  serve  a t  th e  p leasure  o f th e  

s to c k h o ld e rs . A f te r  bankrup tcy , th e  Bankruptcy C ourt may 

su p erv ise  o r re p la c e  management.

The c o n f l ic t s  o f in te r e s t  th a t  a r is e  b e fo re  bankruptcy  

f re q u e n tly  r e f l e c t  jo c k e y in g  f o r  p o s it io n  in  an a n t ic ip a te d  

bankrup tcy . In  d e te rm in in g  th e  s takeh o ld e r in te r e s ts  i t  is  

necessary to  m a in ta in  t im e ly  analyses o f th e  va lu e  o f  th e  f ir m ,  

as s ta ke h o ld e r in te r e s ts  s h i f t  as th e  va lu e  o f th e  f ir m  

d e c lin e s . A t any p o in t  a t  which a c la im a n t group’ s c la im  

d im in ishes  to  z e ro , th a t  group then has a vested in t e r e s t  in  

p res erv in g  th e  f i r m ,  bu t th e  s h i f t  may take  p lace  b e fo re  the  

zero  p o in t is  reached.

.S.tpgk-hQ,] d<?.r?

S tockho lders  a re  n e a r ly  always the b ig g es t lo s e rs  in  

bankruptcy , and a t  th e  same tim e a re  u s u a lly  th e  le a s t  a b le  to  

p ro te c t  t h e i r  r ig h ts .  By th e  tim e  th e  f ir m  is  f in a n c ia l ly ,  i f  

no t le g a l ly ,  b a n k ru p t, s to c k h o ld e r va lue  is  te c h n ic a l ly  ze ro . 

T h ere fo re  th e  b es t s tra te g y  fo r  s tockho ld ers  is  to  push f o r  an
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e a r ly  nonbankrupt e x i t  s tra te g y . In  pursuing t h is  s tra te g y  

th ey  have two m ajor d isadvantages . F i r s t ,  s tockho ld ing s  are  

u s u a lly  w id e ly  d isp ers e d , and s to ckh o ld ers  a re  no t o rg an ized . 

T h is  may be p a r t ic u la r ly  tru e  o f f a i l i n g  companies, as 

in s t i t u t io n a l  in v e s to rs  tend to  l i m i t  t h e i r  h o ld in g s  to  la rg e  

and r e la t iv e ly  lo w -r is k  f irm s . T h is  does p ro v id e  an 

o p p o rtu n ity  fo r  la rg e  in v e s to rs  to  buy up th e  d is tre s s e d  stock  

a t  barga in  p r ic e s  and fo rc e  a new s tra te g y . Second, as 

bankruptcy approaches, s to c kh o ld ers  may be p o o rly  served by 

t h e i r  managers, who have a s tro ng  vested  in te r e s t  in  f ir m  

s u r v iv a l .  In fo rm a tio n  provided by managers f o r  s tockho ld ers  

may be delayed o r d is to r te d . There is  a w id e ly  he ld  b e l ie f  

th a t  new management is  re q u ire d  f o r  successfu l turnarounds  

(H am brick, 1986; B ib e a u lt ,  1983, and o th e r s ) .  T h is  can be 

extended to  bankruptcy re o rg a n iz a t io n s . Owners would be w e ll 

advised to  fo rc e  changes in  management, o r  a t  le a s t  c re a te  new 

in c e n tiv e s  fo r  managers to  pursue new s t r a te g ie s .  The CEO o f  

UNR In d u s tr ie s  has a c o n tra c t th a t  p ro v id es  bonuses fo r  

com pleting th e  re o rg a n iz a t io n  and fo r  in c re a s in g  stock p ric e s  

p r io r  to  re o rg a n iz a t io n . Wickes is  an example o f  b r in g in g  in  

new management e i t h e r  ju s t  befo re  o r  a f t e r  bankruptcy and 

g iv in g  th e  new management team an e q u ity  in te r e s t  th a t  rewards 

managers fo r  p re s erv in g  shareh o ld er w e a lth . M a n v ille  and 

Robins both had t h e i r  bankruptcy s e ttle m e n ts  delayed  by in ten se  

personal o p p o s itio n  by c re d ito rs  and c la im a n ts  to  entrenched  

managers. L im ited  s to c k h o ld e r c o n tro l o f  managers may make 

e f f e c t iv e  a c tio n  d i f f i c u l t ,  e s p e c ia lly  i f  th e  managers a ls o
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have m ajor ownership in te r e s ts ,  as in  th e  R ob ins ’ case.

The bankruptcy process is  complex and demanding. The best 

s tra te g y  in  many s itu a t io n s  may be to  se p a ra te  th e  

r e s p o n s ib il i ty  fo r  bankruptcy proceedings from  th a t  fo r  

co n tin u in g  o p e ra tio n s . Th is  may be e a s ie r  to  say than  to  do. 

The r e s t r ic t io n s  imposed by bankruptcy a f f e c t  many o p e ra tio n a l  

d e c is io n s . C ourt approval may be re q u ire d  fo r  o p e ra tio n a l  

d e c is io n s , such as s h o rt-te rm  fin a n c in g , d isp o sa l o f  a s se ts , 

and even personnel s e le c t io n  fo r  key p o s it io n s . On th e  o th e r  

hand, th e  managers o f  th e  bankruptcy process need c u rre n t and 

accu ra te  in fo rm a tio n  on th e  c u rre n t and p ro s p e c tiv e  v a lu e  o f  

o p e ra tio n s , and th ey  a re  th e  persons in  c o n ta c t w ith  

in f lu e n t ia l  c r e d ito r s .  A common p ra c t ic e  appears to  be to  make 

th e  bankruptcy management a c o rp o ra te - le v e l s t a f f  fu n c tio n  and 

to  m inim ize o p e r a t io n a l- le v e l  management in vo lvem en t, but a l l  

under th e  d ire c t io n  o f  a s in g le  c h ie f  e x e c u tiv e .

In  summary, th e  best s tra te g y  fo r  s to c k h o ld e rs  is  to  push 

f o r  e a r ly  e x i t  a n d /o r new management teams. I f  e a r ly  e x i t  is  

not accomplished and stock has no c le a r  c la im  on a s s e ts , then  

stockho ld ers  may want to  hold ou t as long as p o s s ib le  in  o rd er  

to  maximize th e  p o s s ib i l i t y  o f  o b ta in in g  s id e  payments from  

o th e r c la im a n ts . C la im ants  w ith  v a lu a b le  c la im s  may be w i l l in g  

to  buy t h e i r  c o o p e ra tio n , thus reducing le g a l co sts  and delays  

in  s e ttle m e n t. Many o f  th e  re o rg a n iz a tio n s  s tu d ie d  gave o ld  

s to ckho ld ers  some s to ck  in  th e  new f ir m , b u t th e  v a lu e  o f  the
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stock  was f re q u e n t ly  l im ite d  by massive d i lu t io n  and 

com plicated  c a p ita l  s tru c tu re s  w ith  p r io r  c la im s  vested  in  new 

issues o f  p re fe r re d  s to c k .

Secured and Unsecured C re d ito rs

The in te r e s ts  o f  secured and unsecured c r e d ito r s  fo llo w  

s im ila r  p a th s , b u t d i f f e r e n t  tim e  l in e s .  A t every  p o in t ,  

c r e d ito rs  have to  c a lc u la te  th e  t r a d e o f fs  between u n c e rta in  

l iq u id a t io n  v a lu e s  and r is k y  go ing-concern  v a lu e s .

Going-concern v a lu e s  may in c lu d e  the  v a lu e  o f  fu tu r e  business  

and o th e r o p e ra tio n a l va lu es  as w e ll as th e  fa c e  v a lu e  o f  debt 

o b lig a t io n s . R eo rg a n iza tio n s  may re q u ire  e i t h e r  paying o f f  

c r e d ito rs  in  f u l l  o r adding e q u ity  to  d eb t h o ld in g s  o r o th e r  

s id e  payments. S id e  payments a re  no t l im ite d  to  m onetary 

payments, but may in c lu d e  enhanced dec is io n -m ak in g  o r  

m an ag e r-se lec tio n  r o le s . In  assessing c u r re n t  v a lu e s , i t  is  

im p o rtan t to  c o n s id e r th a t  f irm s  in  bankruptcy do no t pay 

in te r e s t  on prebankruptcy  debt and have s u b s ta n t ia l freedom to  

cancel p rebankruptcy  c o n tra c ts  and le a s e s , but th ey  can execute  

c o n tra c ts , borrow money a t  in te r e s t ,  and ta k e  o th e r  a c tio n s  

necessary to  p reserv e  th e  e s ta te  and conduct o p e ra tio n s  in  

bankruptcy. I t  is  obvious th a t  a d e b to r-in -p o s s e s s io n  can 

m anipu la te  c r e d ito r s  by using these  r ig h ts .

In fo rm a tio n  adequacy is  a m ajor problem f o r  c r e d ito r s .

One advantage o f bankruptcy is  th e  opening up o f  th e  books o f
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th e  f ir m  to  a l l  p a r t ie s .  However, th e  la rg e r  problem is  in  

e s tim a tin g  expected  v a lu es  f o r  a l t e r n a t iv e  course o f  a c t io n .  

N e ith e r  l iq u id a t io n  nor going-concern va lues  can be known w ith  

c e r ta in ty  under id e a l c ircum stances, and where th e re  a re  

c o n f l ic t in g  in te r e s ts ,  e s tim a te s  a re  re g u la r ly  m an ipu la ted , 

in te n t io n a l ly  o r  u n in te n t io n a lly ,  by s takeh o ld ers  to  fu r th e r  

t h e i r  own in te r e s ts .  S takeh o ld ers  should expect l i t t l e  d ir e c t  

a s s is ta n ce  from  th e  Bankruptcy C o u rt, as i t s  ro le  is  more to  

ensure due process than s u b s ta n tiv e  e q u ity . One o f  th e  ways i t  

does th is  to  o rg a n ize  comm ittees o f  d i f f e r e n t  c lasses  o f  

c re d ito rs  and p ro v id e  them w ith  p ro fe s s io n a l s t a f f s .

The outcomes f o r  c r e d ito r  c la im s depends no t o n ly  on th e  

p r io r i t y  o f  th e  c la im , but a ls o  on th e  management o f  th e  c la im . 

The general o b s e rv a tio n  is  th a t  banks and la rg e  f in a n c ia l  

in s t i tu t io n s  w ith  la rg e  unsecured c la im s tend to  be th e  best 

p ro te c to rs  o f  t h e i r  own in te r e s ts .  Bondholders have th e  

as s is ta n ce  o f  in s t i t u t io n a l  t ru s te e s , but tru s te e s  may no t p lay  

aggressive  r o le s ,  p a r t ic u la r ly  in  th e  c r i t i c a l  prebankruptcy  

phase. In  th e  bankruptcy phase, they  tend to  p lay  an 

a p p ro p ria te  lo w -r is k  r o le ,  demanding f u l l  payment f o r  

bondholders, e i t h e r  p r io r  to  re o rg a n iz a tio n  o r by l iq u id a t io n .  

In d iv id u a l bondholders and th e  b o n d -ra tin g  agencies a re  

t y p ic a l ly  r is k -a v e r s e . As a r e s u lt ,  bonds a re  fre q u e n tly  

a v a ila b le  a t  b a rg a in  p r ic e s  f o r  d e c lin in g  and bankrupt f irm s .  

Banks and o th e r  s u p p lie rs  o f  lin e s  o f  unsecured c r e d i t  can 

e x e r t  g re a t in f lu e n c e  over weak firm s  by imposing c o n d itio n s  on
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th e  g ra n tin g  o f  c r e d i t  e x te n s io n s , both p r io r  to  and in  

bankruptcy. One o f  th e  advantages fo r  owners and managers o f  

e a r ly  bankruptcy w ith  continued o p era tio n s  is  th a t  th e  s tro n g e r  

th e  bankrupt f ir m  is ,  th e  g re a te r  i t s  a b i l i t y  to  deal w ith  

c r e d ito r s .

Managers

Managers o f  d e c lin in g  and f a i l i n g  firm s  occupy h ig h -r is k  

p o s it io n s , w ith  l i t t l e  o r  no le g a l c la im s on continued  

employment. The r e s u lt in g  tendency to  be r is k -s e e k in g  has been 

adequate ly  discussed in  th e  p r io r  s e c tio n  on th e o ry . A major 

problem o f  d e c lin in g  firm s  is  th e  loss o f key managers who 

choose to  d e p a rt b e fo re  c r is is  and f a i lu r e  a re  p u b lic  

knowledge. Managers th a t  remain tend to  g e t locked in to  o ld  

s tra te g ie s  and ways o f  doing business, which is  why i t  is  so 

im po rtan t f o r  owners to  change managers o r re s tru c tu re  t h e i r  

reward systems. The prim ary s tra te g y  fo r  managers should be the  

t r a d i t io n a l  m axim iza tio n  o f f ir m  v a lu e , but i t  would be 

expected th a t  they  would g ive  s p e c ia l a t te n t io n  to  the  maximum 

va lu e  fo r  those who a re  in  th e  best p o s it io n  to  reward them.

P u b !ic  P o li cv Issues

The focus o f  th is  ch ap te r has been on p r iv a te  s e c to r  

s ta k e h o ld e rs , but the  bankruptcy process a ls o  has major 

im p lic a t io n s  f o r  p u b lic  p o lic y  makers. R ather than a ttem p tin g
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to  draw any co n c lu s io n s , th e  approach w i l l  be to  ra is e  a 

l im ite d  number o f  qu estio ns  which a re  suggested by th e  research  

and r e f le c t io n s  on th e  more o b je c t iv e  r e s u lts .

1. Does bankruptcy, as i t  e x is ts  under th e  Bankruptcy  

Reform A ct o f  1978, meet i t s  o b je c t iv e  o f  f a i r l y  

d is t r ib u t in g  th e  assets  o f  f a i l i n g  companies and o f  

p ro v id in g  a a new s t a r t  fo r  te m p o ra rily  d is tre s s e d  firm s?

The e x te n t to  which successfu l re o rg a n iz a tio n  is  

determ ined by th e  s iz e  o f  th e  f ir m  suggests th a t  sm all f irm s  

are  less  w e ll served than la rg e  f irm s . I t  a ls o  appears th a t  

la rg e  c r e d ito rs  may be b e t te r  served than sm all c r e d ito r s .

2 . Has bankruptcy become an expensive and awkward 

s u b s t itu te  fo r  o th e r  c o n f l ic t  re s o lu tio n  mechanisms?

The Texaco-P ennzo i1 case ra is e s  th is  issue most 

d i r e c t ly ,  but C o n tin e n ta l A ir l in e s  and o th e rs  have used 

bankruptcy as a mechanism fo r  re s o lv in g  la b o r d is p u te s .

These cases ra is e  th e  p o s s ib i l i t y  th a t  bankruptcy becomes a 

c o u rt o f la s t  re s o r t  fo r  th e  lo s in g  s id e  in  more 

conventiona l c o n f l ic t  re s o lu tio n  forum s.

3. Does bankruptcy p e rm it f a i l i n g  f irm s  and c r e d ito r s  to  

s h i f t  costs u n fa i r ly  to  p u b lic  agencies?

C u rre n tly  th e  most c r i t i c a l  concern has to  do w ith  

pension c o s ts , bu t th e  issue extends to  unemployment, lo c a l 

ta x e s , lo n g -te rm  h e a lth  problems, to x ic  w aste c leanup s, and 

many o th e r issues.
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4 . Does the bankruptcy process a llo w  excessive  de lays  to  

th e  b e n e f it  o f those w ith  deep pockets a t  th e  expense o f  

those who need qu ick re s o lu t io n  o f  t h e i r  claim s?

The M a n v ille  and o th e r  a s b e s to s -re la te d  b ankrup tc ies  

have gone u n s e ttle d  f o r  years  as th e  v ic tim s  have s u ffe re d  

and d ied  w ith o u t com pensation. In  those cases, law yers fo r  

th e  c la im a n ts  have c o n tr ib u te d  t h e i r  share to  th e  d e la y s , 

again  to  th e  d e tr im e n t o f  those who can a f fo rd  i t  le a s t .

5 . Does bankruptcy p ro v id e  a p r o te c t iv e  s h ie ld  fo r  c r im in a l 

and u n e th ic a l behavior?

The p ro p o rtio n  o f  cases in  which c r im in a l a c t iv i t y  was 

e i t h e r  proved o r  charged was so la rg e  th a t  i t  appears th a t  

c r im in a l a c t iv i t y  is  e i th e r  a m ajor cause o f bankruptcy o r  

th a t  f a i l i n g  f irm s  p ro v id e  an a t t r a c t iv e  o p p o rtu n ity  fo r  th e  

unscrupulous.

Many more questions could be ra is e d , but th is  l i s t in g  

p ro v id es  a more than  adequate l i s t  f o r  d iscussion  and fu r th e r  

in v e s t ig a t io n .

C hapter Summary

The study c le a r ly  p o in ts  o u t th a t  in t r a f i r m  fa c to rs  are  

more im p o rtan t than  environm enta l fa c to rs ;  f irm s  a re  n e a r ly  as 

l i k e l y  to  f a i l  in  growing in d u s tr ie s  as d e c lin in g  in d u s tr ie s .
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I t  is  a ls o  c le a r  th a t  most business f a i lu r e s  a re  th e  r e s u lt  o f  

human f a i lu r e s ,  no t u n c o n tro lla b le  e x te rn a l e v e n ts .

Perhaps th e  c le a r e s t  message from th e  study is  th a t  high  

r is k  s t r a te g ie s ,  e i t h e r  s t r a te g ic  growth s t r a te g ie s  o r  

f in a n c ia l  le v e ra g e  s t r a te g ie s ,  fo r  weak f irm s  a re  u n d e s ira b le . 

Pushing a s se t growth ahead o f  sa le s  growth can o n ly  lead  to  

d e c lin in g  re tu rn s . D e c lin in g  re tu rn s  lead  to  decreased  

s tr a te g ic  f l e x i b i l i t y ,  and i f  th e  d e c lin e  cannot be a r re s te d ,  

outcomes w i l l  be d ic ta te d  by c re d ito rs  and fo rc e s  e x te rn a l to  

th e  f ir m . The ev idence appears to  suggest th a t  s tockho ld ers  

and c re d ito r s  would b e n e f it  from  fo rc in g  e x i t  d e c is io n s  e a r ly ,  

w h ile  th e  f ir m  s t i l l  has v a lu e . However, fo rc in g  e a r ly  e x i t  

may re q u ire  more e f f e c t iv e  n e g o tia tio n s  and c o n f l ic t  re s o lu tio n  

than is  t y p ic a l ly  observed in  d e c lin e  s itu a t io n s .

The im p lic a t io n s  f o r  s takeh o ld e rs  a f t e r  th e  d e c la ra tio n  o f  

bankruptcy a re  much th e  same as those p r io r  to  bankruptcy. 

Prompt c o n f l ic t  re s o lu t io n  is  va lue-enhancing  f o r  a l l ,  even i f  

some c la im a n ts  a re  g iven  inducements beyond those le g a l ly  

re q u ire d  in  o rd e r to  secure t h e i r  co o p era tio n  in  e x p e d itin g  th e  

bankruptcy p rocess. A lthough th e  study p ro v id es  l i t t l e  

system atic  ev id e n c e , th e  case evidence confirm s th e  t r a d i t io n a l  

advice  th a t  new management w i l l  p rov id e  b e t te r  le a d e rs h ip  than  

o ld  management. The n e c e s s ity  o f  s im u ltan eo u s ly  managing the  

bankruptcy process and th e  ongoing o p era tio n  o f  th e  f ir m  makes 

th e  management ta s k  e x t r a o r d in a r i ly  d i f f i c u l t .
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The f in d in g s  o f th e  study and th e  d iscuss io n  o f m anagerial 

im p lic a tio n s  ra is e  some im p o rtan t p u b lic  p o lic y  is su es . 

Bankruptcy may impose d is p ro p o rtio n a te  costs  on sm all 

s take h o ld e rs  and a ls o  on p u b lic  agenc ies .
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Chapter 12

DIRECTIONS FOR FUTURE RESEARCH 

fih iM tfftr. In tro d u c tio n

The purpose o f  t h is  ch ap te r is  to  suggest some problems 

th a t  were not ad eq u ate ly  covered in  th is  study o r which were 

ra is e d  by the  f in d in g s . In  some cases, issues recognized  as 

im po rtan t were d e l ib e r a te ly  excluded in  o rd e r to  keep th e  scope 

o f  th e  study manageable. In  o th e r cases, th e  a v a i la b le  d a ta  

were in s u f f ic ie n t  to  address th e  issu e . The suggestions made 

here c le a r ly  w i l l  n o t exhaust th e  p o s s ib i l i t ie s  f o r  ex ten s io n s  

o f th is  work.

Research Methodology

Th is  study is  one o f th e  f i r s t  comprehensive s tu d ie s  o f  

bankruptcy from  th e  s t r a te g ic  management p o in t o f  v iew . The 

study used m u lt ip le  research  methods, in c lu d in g  th e  use o f  

q u a n t ita t iv e  and q u a l i t a t iv e  d a ta , c ro s s -s e c tio n a l and 

lo n g itu d in a l d a ta , and s t a t i s t i c a l  and case study tech n iq u es .

As would be expected w ith  an e x p lo ra to ry  study o f  th is  n a tu re , 

i t  ra is e d  more qu estio ns  than i t  answered, and i t  p o in ted  to  

o th e r in te r e s t in g  research  to p ic s  fo r  which even th e  questions  

cannot be p ro p e rly  fo rm u la te d  w ith o u t fu r th e r  e x p lo ra t io n . The
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m ethodological c o n tr ib u t io n s  o f  th is  research  a re  tw o fo ld . 

F i r s t ,  arguments o ver th e  v ir tu e s  o f  lo g i t  and p r o b it  

techniques over m u lt id is c r im a n t a n a ly s is , w h ile  te c h n ic a lly  

in te r e s t in g , a re  p ro b ab ly  no t p r a c t ic a l ly  im p o rtan t in  

bankruptcy re se a rch , s in c e  d a ta  l im i ta t io n s  dom inate issues o f  

s t a t i s t i c a l  s o p h is t ic a t io n . Second, th e  c a re fu l use o f  

matching sample m ethodologies to  compare successfu l and 

unsuccessful f irm s  p o in ts  to  a v ia b le  method f o r  exam ining  

r e la t iv e  success and f a i l u r e  in  s tra te g y  re se a rch .

Perhaps most im p o rta n tly , th e  p re sen t work p rov id es  

another dem onstra tion  o f  th e  power o f  using m u lt ip le  

m ethodologies and both c ro s s -s e c tio n a l and lo n g itu d in a l d a ta . 

Not on ly  were m u lt ip le  q u a n t ita t iv e  methods used, but th e  r ic h  

q u a l i t a t iv e  d a ta  o f th e  case s tu d ie s  d id  much to  il lu m in e  the  

s t a t i s t i c a l  e v id en c e . H arrig an  (1 9 8 3 ) and M i l le r  and F riesen  

(1982 ) have argued e lo q u e n tly  fo r  t h is  broad approach to  

s tra te g y  rese a rch . However, t h is  study a ls o  has proven th a t  

t h is  approach is  tim e-consum ing and th a t  s ig n i f ic a n t  f in d in g s  

a re  slow to  deve lop .

M ethodo log ical E xtensions

The study has tended to  s tre n g th e n  th e  p o s it io n  o f  

e x is t in g  work on bankruptcy p re d ic t io n , p a r t ic u la r ly  th e  

Altm an-based m odels. A pply ing  th e  funds flo w  models o f  G en try , 

Newbold, & W h itfo rd  to  th e  firm s  in  th e  d a ta  base developed in
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th is  study would be a u se fu l e x te n s io n . Q uestions about the  

s e le c tio n  o f  m atching samples rem ain . W h ile  c a re fu l matching  

o f f irm s  on one o r  more re le v a n t  c r i t e r i a  a p p a re n t ly . improves 

th e  c la s s i f ic a t io n  accuracy o f  p re d ic t io n  models, i t  ra is e s  

q u estio ns about th e  use o f  models based on samples b iased in  

th is  way in  more genera l a p p lic a t io n s , such as c r e d i t  r a t in g .

T h is  study made e f f e c t iv e  use o f  matched samples no t on ly  

f o r  th e  s t a t i s t i c a l  c la s s i f ic a t io n s ,  bu t a ls o  f o r  more 

q u a l i t a t iv e  com parisons. However, excep t f o r  some s u b je c tiv e  

case an a lyses , th e  comparisons were made on a sam ple-to -sam ple  

b a s is . The d a ta  base would a llo w  f o r  a t  le a s t  l im ite d  p a ire d  

case-by-case  a n a ly s e s . Th is  tech n iq u e  was used e f f e c t iv e ly  in  

th e  SAPPHO in n o v a tio n  p r o je c t  d escrib ed  by Freeman (1 9 8 2 ) in  

h is  book on in d u s t r ia l  in n o v a tio n .

D ata c o lle c t io n  remains more o f  a problem than m ethodolgy. 

The b as ic  c o n f l ic t  is  between th e  use o f  incom plete  and barren  

s t a t i s t i c a l  databases and th e  la b o r - in te n s iv e  p u rs u it  o f  case 

in fo rm a tio n  from  bankrupt f ir m s , Bankruptcy C ourt reco rd s , and 

o th e r sources.

L o g ica l Extensions Q f th e  P resen t Work

Presented below a re  a few suggestions f o r  e x ten s io n s  o f  

t h is  s tu d y . Some come d i r e c t ly  from  t h is  s tu d y , u n fin is h e d  

business, and some a re  more s p e c u la t iv e  ideas th a t  seem to  be
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worth pursu ing . In  e i th e r  case, th e  e x te n s iv e  database which 

was developed in  t h is  study should prove to  be u s e fu l in  

a tta c k in g  fu tu re  research  agendas.

Turnaround S tra te g ie s

The e x is t in g  research  on turnaround s tra te g ie s  (Ham brick & 

Schechter, 1983; H o fe r , 1985; Schendel & P a tte n , 1976) have 

la rg e ly  focussed on f irm s  w ith  s lo w ly  d e c lin in g  p r o f i t s .  Th is  

research  has dem onstrated th a t  d e c lin e  and f a i lu r e  a re  rooted  

in  a wide v a r ie ty  o f  causes, no t a l l  o f which f i t  th e  

t r a d i t io n a l  p a tte rn  o f  d e c lin e . Th is  p o in ts  to  th e  need fo r  

look ing  to  a broader range o f turnaround s t r a te g ie s .  In  some 

cases, when the d e c lin e  is  sudden and c a ta s tro p h ic , the  

a p p ro p ria te  source o f  s tra te g y  guidance may come from  th e  

c r is is  management l i t e r a t u r e  (S ta rb u ck , Greve, & Hedberg, 1978; 

Smart & V e rtin s k y , 1 9 84 ).

In  the  common v iew , bankruptcy is  th e  a n t ith e s is  o f  

tu rnaround , bu t t h is  study and a number o f  prom inent co rp o ra te  

examples p o in t to  th e  use o f  bankruptcy as a turnaround  

s tra te g y . T h is  v iew  is  f u l l y  c o n s is te n t w ith  th e  h is to r ic  

emphasis on bankruptcy as a process fo r  r e h a b i l i t a t in g  d e b to rs . 

The question  th a t  rem ains is  when and how to  use th e  bankruptcy  

s tra te g y . The p re lim in a ry  evidence suggests th a t  bankruptcy is  

a c o s tly  s tra te g y , b u t i t  may be th e  best a l te r n a t iv e  f o r  a t  

le a s t  some s ta ke h o ld e rs  in  a f a i l i n g  f ir m .
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R e la t iv e  Value o f  A lte rn a t iv e  Fi rm E x it  S tra te g ie s

The evidence o f th e  study c le a r ly  shows th e  d e c lin in g  

va lu e  o f  th e  f a i l i n g  f irm s  as th ey  progress toward bankruptcy. 

The lo nger th e  d e c lin e , goes on th e  g re a te r  th e  losses f o r  th e  

f ir m  as a whole. The qu es tio n  th a t  a r is e s  is  how do th e  losses  

in  th is  e x i t  s tra te g y  compare to  a l te r n a t iv e  e x i t  s t ra te g ie s  

f o r  s im i la r ly  s itu a te d  f irm s . I t  would be u sefu l to  study th e  

r e la t iv e  outcomes fo r  d e c lin in g  firm s  th a t  e le c t  nonbankruptcy  

e x i t  o p tio n s . T h is  would re q u ire  the  study o f  a la r g e r  sample 

o f f irm s , c la s s if ie d  in  term s o f  a range o f  e a r ly  in d ic a to rs  o f  

d e c lin e  and impending f a i l u r e ,  which fo llo w ed  a v a r ie ty  o f  e x i t  

s tra te g ie s ,  in c lu d in g  both f ir m  d is s o lu tio n s  and nonbankruptcy  

reorgani z a t io n s .

Such a study would round o u t the  turnaround s tu d ie s  

(Hambrick & S ch ecter, 1983, and o th e rs ) which have fo llo w ed  

o n ly  successfu l turnarounds in  d e t a i l .  I t  would a ls o  g iv e  a 

f irm -w id e  p e rs p e c tiv e  on th e  business e x i t  (H a rr ig a n , 1982) and 

divestm ent (Duhaime & G ra n t, 1984) s tu d ie s .

D is t r ib u t io n  o f  Losses among S takeho lders

Over th e  p e rio d  from  th e  beginning o f  th e  d e c lin e  through  

f a i lu r e  and bankruptcy, i t  is  obvious th a t  va lu e  is  lo s t  fo r
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th e  f ir m  as a w hole. I t  is  le ss  c le a r  how those lo sses  a re  

d is t r ib u te d  among th e  f i r m ’ s s ta k e h o ld e rs . I f  th e  study p erio d  

is  extended to  in c lu d e  th e  post bankruptcy p e rio d  f o r  

reo rg an ized  f ir m s , th e  qu estio n  o f r e la t iv e  d is t r ib u t io n  is  

even le s s  c le a r .  A study th a t  would fo l lo w  th e  fo r tu n e s  o f  

s ta ke h o ld e rs  through th e  process would be an a t t r a c t iv e  

ex ten sio n  o f  t h is  s tu d y .

An in t r ig u in g  q u es tio n  about re o rg a n iz a tio n  is  whether i t  

is  a v a lu e -c re a t in g  s tra te g y  o r a way o f  re s o lv in g  a c u rre n t  

c o n f l ic t  between s ta k e h o ld e rs  by a llo w in g  outcomes to  be 

s e t t le d  by u n c e rta in  fu tu r e  e v en ts . Some re o rg a n iz a tio n s  

appeared to  le a v e  an e n t i t y  o f  n e g l ig ib le  va lu e  to  s ta keh o ld e rs  

which would have re ce iv e d  l i t t l e  o r n o th in g  in  a c le a n -c u t  

te rm in a tio n  o f th e  f i r m .  I f  th is  does happen, th e  n ex t  

qu estio n  is  how much does t h is  gestu re  c o s t th e  s ta k e h o ld e rs  

who have h ig h e r p r io r i t y  c la im s .

The co m p lex ity  o f th e  issue o f r e la t iv e  s ta k e h o ld e r va lues  

is  compounded by th e  changing va lu e  o f  th e  d is t r ib u t io n s  over 

tim e  d u rin g  th e  d e c lin e  and f a i lu r e  process. T h is  ra is e s  

qu estio ns  about both th e  p rop er e v a lu a tio n  o f  outcomes a t  

d i f f e r e n t  p o in ts  in  tim e  and th e  optimum s t r a te g ie s  f o r  th e  

d i f f e r e n t  c la s s es  o f  s ta k e h o ld e rs .

S tu d ies  in  t h is  ca teg o ry  would c o n tr ib u te  to  an ongoing  

stream  o f  research  on s ta k e h o ld e r c o n f l ic t s .  Some o f  t h is
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research has been focused around th e  bankruptcy even t and 

l iq u id a t io n  vs . re o rg a n iz a t io n  d e c is io n s  (Bulow & Shoven, 1978; 

Ang & Chua, 1 9 80 ). I t  is  a ls o  r e la te d  to  th e  broader issu es  o f  

s to ckh o ld er vs m anageria l c o n f l ic t s  and agency th e o ry  

(Grabowski & M u e lle r , 1972, Jensen & M eckling , 1976;

W illiam so n , 1963 ).

S£ Bankruptcy o n  th e  Business Environment

One o f  th e  b as ic  te n e ts  o f  t h is  study has been th a t  

d e c lin e  and f a i lu r e  a re  f re q u e n t ly  th e  r e s u lt  o f  env ironm enta l 

s tre s s e s , such as d e re g u la t io n , im port c o m p e titio n , and changes 

in  in d u s try  s t ru c tu re . W hether in  business o r in  any o th e r  

, system, in d iv id u a l b eh av io r can be understood o n ly  in  th e  

c o n te x t o f  th e  env ironm ent, bu t th e  environm ent is  shaped by 

th e  behavio r o f  th e  in d iv id u a ls  in  th e  system. So th e  q u estio n  

becomes: what e f fe c ts  do f ir m  b a n kru p tc ie s  have on th e  f i r m ’ s 

environm ent? The e x i t  o f  a  com peting f ir m  fo r  any reason must 

have an e f f e c t  on in d u s try  s t ru c tu r e .  P ro d u ctive  c a p a c ity  may 

be e lim in a te d  o r m ere ly  t r a n s fe r r e d  to  new ow nership.

Resources, such as raw m a te r ia ls  and la b o r , and m arkets may be 

a v a i la b le  f o r  r e d is t r ib u t io n .  New e n try  may be f a c i l i t a t e d .

The e f fe c ts  may n o t be l im ite d  to  co m p etito rs  and s in g le  

in d u s tr ie s . Recent news re p o rts  in d ic a te  th a t  a h igh  

bankruptcy r a te  in  c e r ta in  reg io n s  and in d u s tr ie s , such as o i l  

and gas and re a l e s ta te  in  Texas and Oklahoma, has been a
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c o n tr ib u t in g  fa c to r  to  th e  high in c idence o f  bank and savings  

and loan f a i lu r e s .  The t r a n s fe r  o f  pension l i a b i l i t i e s  to  

governm ental agencies and in c re a s in g  costs re la te d  to  

unemployment costs a re  examples o f  th e  s o c ia l costs  o f  

bankruptcy.

Very l i t t l e  research  work in  t h is  a rea  has been done, 

a lthough th e  pension issue has a t t ra c te d  m ajor p u b lic  p o lic y  

a t te n t io n . A p re lim in a ry  study o f  the  im pact o f bankruptcy on 

co m p etito rs  in  th e  a i r l i n e  in d u s try  (M oulton , 1986) re p o rts  

th a t  in d u s try  e xec u tiv es  saw both good e f f e c t s ,  p r im a r ily  

reduced co m p e titio n  and increased  s a le s  in  some m arkets , and 

bad e f fe c ts ,  decreased consumer confidence and le s s  fa v o ra b le  

access to  th e  f in a n c ia l  m arkets .

Issues th a t  c u t across business and p u b lic  p o lic y  f ie ld s  

abound. The pension issue is  on ly  one o f a s e t o f questions  

r e la t in g  to  th e  e x te n t to  which f o r - p r o f i t  f irm s  should be 

p e rm itte d  to  dump t h e i r  l i a b i l i t i e s  on p u b lic  agencies .

C u rren t proposals  f o r  mandatory extended n o tic e s  o f  p la n t  

c lo su res  have im p lic a t io n s  f o r  bankruptcy s t r a te g ie s .  For 

exam ple, w i l l  th e  d e c la ra t io n  o f  bankruptcy exempt th e  f ir m  

from th e  requ irem ent o f  g iv in g  p r io r  n o tic e  o f a p la n t  c lo s in g  

I f  i t  does, w i l l  th is  p ro v id e  an o th er in c e n tiv e  f o r  use o f  

bankruptcy as a s tra te g y ?

The bankruptcy laws them selves a re  ano th er is su e .
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Fo llo w in g  th e  C o n tin e n ta l A ir l in e s  bankruptcy, th e  law was 

changed to  decrease th e  freedom o f bankrupt f irm s  to  

u n i la t e r a l ly  break union c o n tra c ts , but o th e r  questions about 

th e  fa irn e s s  o f  c u rre n t bankruptcy laws p e r s is t .  Does th e  law 

a llo w  low p r io r i t y  c la im a n ts  to  impede th e  re o rg a n iz a tio n  

process and e x t r a c t  ransom on th e  th r e a t  o f prolonged c o n f l ic t?  

In  broader term s, do th e  expanded o p tio n s  o f th e  Bankruptcy  

Reform A ct o f 1978 encourage tendenc ies  toward l i t ig io u s  

behavio r and d iscourage less  c o s t ly  v o lu n ta ry  n e g o tia tio n s ?

For example, th e re  a re  c la im s th a t  s tockho ld ers  o f Pennzoil and 

Texaco both would have been b e t te r  o f f  i f  th e  f irm s  would have 

s p l i t  t h e i r  d if fe re n c e s  down th e  m iddle  ra th e r  than going th e  

bankruptcy ro u te .

Management o f D ec!ine  and F a ilu re

In  s e t t in g  th e  research  o b je c t iv e s  fo r  t h is  s tu d y , issues  

r e la t in g  to  in te rn a l management and d ec is io n  making were 

la r g e ly  d e fin ed  away, excep t as they  they were m anifested  in  

co n cre te  d e c is io n s . O bviously  th is  leaves a huge f i e l d  to  be 

e x p lo re d . M ajor to p ic s  in c lu d e  d e c is io n  making under s tre s s  

and c r is is  management. Th is  is  p a r t ic u la r ly  in te r e s t in g  

because i t  appears th a t  much o f  th e  m anagerial behav io r and 

d e c is io n  making was p a th o lo g ic a l in  c h a ra c te r . Firms clung to  

u n p ro f ita b le  s t ra te g ie s  and d isp layed  a s trong  tendency toward  

a m e n ta lity  o f going down w ith  th e  sh ip  a t  any c o s t.
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Research in  t h is  a re a  is  c lo s e ly  re la te d  to  th e  e s c a la t in g  

commitment s tu d ie s  (Staw & Ross, 1987; Whyte, 1986; Bowen,

1987) and d e c is io n  th e o ry  (Kahneman & Tversky , 1979; and 

o th e r s ) .  The d e c is io n  making under s tre s s  o b s e rv a tio n  is  

re la te d  to  the  we11-d eve lo p ed  th e o ry  o f  Jan is  & Mann (1 9 7 7 ) and 

th e  c r is is  management work o f  Smart & V e rtin s k y  (1 9 8 4 ) and 

B i l l in g s ,  M il burn, & Schaalman (1 9 8 0 ).

The r e la t io n s h ip  between th is  study and th e  work on 

d e c lin in g  o rg a n iz a tio n s  is  very  c lo se  (W hetten, 1 9 8 7 ). A m ajor 

ta s k  is  th e  expansion o f  th e  d e f in it io n s  o f d e c lin in g  

o rg a n iz a tio n s  to  in c lu d e  businesses th a t  a re  growing in  s iz e  

and d e c lin in g  in  p r o f i t a b i l i t y .  S u tto n ’ s (1 9 8 3 ) work on 

managing o rg a n iz a t io n a l death  is  r e le v a n t, bu t h is  fo c u s  on 

human re la t io n s h ip s  needs to  be expanded to  business u n its  and 

o th e r less personal e lem en ts .

E f fe c t iv e  research  on th e  management o f  f a i lu r e  would  

re q u ire  d i r e c t  access to  managers and th e  in te rn a l o p e ra tio n s  

o f f a i l i n g  f irm s . T h is  s tudy was e x p l i c i t l y  e x t r a f ir m  in  

p e rs p e c tiv e , bu t in te rv ie w s , access to  in te r n a l documents, and 

o th e r in t r a f ir m  techn iq ues  would be u sefu l in  reaching  

m eaningful understandings o f many m anagerial q u estio n s  and 

issu es . G ain ing  access and g a th e rin g  in fo rm a tio n  can be  

expected to  be u n u su a lly  d i f f i c u l t .  The number o f b an kru p t  

f irm s  a v a ila b le  f o r  study is  sm all to  s t a r t  w ith , and many 

disapp ear in  th e  bankruptcy process. I f  th e  f ir m  s u rv iv e s ,
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prebankruptcy  managers, who may be th e  b es t inform ed on th e  

f a i lu r e  p rocess, a re  l i k e ly  to  have been rep laced  by newcomers. 

Access to  th e  f ir m  and responses to  in q u ir ie s  may be in h ib ite d  

by th e  re lu c ta n c e  o f  f irm s  under g re a t s tre s s  to  a llo w  

o u ts id e rs  in  o r to  take  th e  tim e  to  respond to  requests  fo r  

in fo rm a tio n . In te n s iv e  study o f  a few cases may be th e  best 

research  s t r a te g y . The case s tu d ie s  in  th e  Appendix a re  a s tep  

in  th is  d i r e c t io n ,  but th ey  remain l im ite d  in  t h e i r  in te rn a l  

in s ig h ts  in to  m anagerial b e h a v io r. A nother p o in t  o f  access may 

be th e  in c re a s in g  number o f  c o n s u ltin g  firm s  which s p e c ia liz e  

in  turnarounds and bankruptcy management.

S-h.aB.t s r  Summary

Th is  c h a p te r enumerated a v a r ie ty  o f  e x ten s io n s  o f the  

p re sen t research  and made some suggestions f o r  research  

approaches. S ince bankruptcy is  on ly  one e x i t  s tra te g y  fo r  

f a i l i n g  bu sinesses , s tu d ie s  o f a l t e r n a t iv e  s t r a te g ie s  should be 

made to  e v a lu a te  t h e i r  r e la t iv e  success in  v a lu e  p re s e rv a tio n  

f o r  th e  f ir m  as a whole and f o r  sep ara te  s ta k e h o ld e r groups.

The p o s s ib i l i t y  th a t  these  f a i l i n g  firm s  were fo llo w in g  

h ig h - r is k — h ig h -re tu rn  s t ra te g ie s  and th a t  o th e r  f irm s  pursuing  

th e  same s t r a te g ie s  achieved abnorm ally h igh re tu rn s  cannot be 

excluded .

Th is  s tudy has been e x t ra f ir m  in  p e rs p e c tiv e , and s tu d ie s  

using d i r e c t  access to  managers o f  f a i l i n g  f irm s  would add
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immensely to  th e  understanding o f th e  f a i lu r e  process. They 

would a ls o  p ro v id e  b e t te r  in s ig h ts  in to  th e  problems asso cia ted  

w ith  managing f a i l i n g  and bankrupt f irm s .

T h is  study has addressed th e  qu estio n  o f th e  im pact o f  

in d u s try  c h a r a c te r is t ic s  on f a i l i n g  f irm s , but i t  would be 

in te r e s t in g  to  study th e  e f f e c t  o f  f a i l i n g  f irm s  and 

b an kru p tc ies  on c o m p etito rs  and in d u s try  s t ru c tu re . The 

qu estio n  o f  th e  e f f e c t  o f  bankruptcy on p u b lic  agencies and the  

genera l w e lfa re  a ls o  needs to  be addressed.
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In fo rm a tio n  Sources

The fo llo w in g  is  a l i s t  o f  databases, d i r e c to r ie s ,  
indexes, and p e r io d ic a ls  which were used to  o b ta in  in fo rm a tio n  
on bankrupt f ir m s . In fo rm a tio n  from these  sources was used and 
rep o rted  in  t h is  d is s e r ta t io n  w ith o u t b ib lio g ra p h ic  re fe re n ces  
in  the  t e x t .

Business Week

Company annual re p o r ts , bankruptcy d is c lo s u re  s ta te m e n ts , and 
SEC 10K re p o rts .

Economic R eport to  th e  P re s id e n t  

Dun & B ra d s tre e t, F a ilu r e  Record.

F in a n c ia l Stock Guide S e rv ic e s , D ire c to ry  o f  o b s o le te  s to cks .

Moody’ s In d u s t r ia l  Manual 
Moody’ s PTC In d u s t r ia l  Manual 
Moody’ s T ra n s p o rta tio n  Manual

P re d ic a s ts  Basebook 
P re d ic a s ts  Index

P r e n t ic e -H a l1, C a p ita l A djustm ents.

Standard and P o o r’ s , Compustat In d u s t r ia l ,  OTC, and Research  
F ile s
Standard and P o o r’ s , C o rp o ra tio n  Records
Standard and P o o r’ s , R e g is te r  o f C o rp o ra tio n s . D ire c to rs  and 
Executi y_es
Value L ine In vestm en t Survey

W al1 S tre e t  Journal 
W all S tr e e t  Journa l Index  
New York Times
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S t a t is t ic a l  C om putational Procedures

Unless o th e rw is e  noted h ere  o r in  th e  t e x t ,  a l l  
s t a t i s t i c a l  com putations were done using SAS procedures, as 
described  in  SAS U se r’ s G u ide . 1982 E d it io n , SAS In s t i t u t e  
In c . ,  C ary , N orth  C a ro lin a .

The stepw ise  m u lt id is c r im a n t analyses were done using SPSS 
procedures , as d escrib ed  in  N ie , N. H .,  H u l l ,  C. H . ,  J e n k in s ,
J . G ., S te in b re n n e r, K ., & B en t, D. H. 1975. S t a t is t ic a l  
p a c k a g e .fo r th e  s o c ia l sc ien ces  (2nd e d . ) .  M c G ra w -H ill, New 
Y ork.

The lo g i t  and p r o b it  an a lyses  were done using SHAZAM 
procedures , as d escrib ed  in  W h ite , K. J . 1982. Shazam: An 
econom etrics computer package. V ers ion  4 .5 .  Departm ent o f  
Economics, U n iv e rs ity  o f  B r i t is h  Columbia, Vancouver, B. C . , 
Canada.

-3 3 1 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

Appendix A

BRIEF DESCRIPTIONS OF THE BANKRUPT FIRMS

T h is  appendix co n ta in s  a l i s t  o f  th e  73 bankrupt firm s  on 
which t h is  study was based. Along w ith  th e  name o f  each firm s  
th e re  is  a b r ie f  d e s c r ip t io n  o f th e  f i r m , in c lu d in g  some 
l im ite d  d a ta  about i t  b e fo re  and a f t e r  bankruptcy.

The fo llo w in g  notes w i l l  a s s is t  in  in te r p r e t in g  the  
a b b re v ia te d  f i r m  sketches which fo l lo w . More p re c is e  
d e f in i t io n s  and d a ta  in te r p r e ta t io n  can be found in  o th e r  
s e c tio n s  o f t h is  d is s e r ta t io n .

The founding  date  is  f i r s t  date  re p o rte d  in  Moody’ s or 
Standard and P o o r’ s o r s im ila r  sources f o r  th e  p a re n t company, 
even i f  th e  p a re n t has acqu ired  o ld e r f irm s .

The a sse ts  a t  bankruptcy are  taken from  th e  balance sheet 
in  th e  la s t  annual re p o r t  p r io r  to  bankruptcy . The assets  
a f t e r  bankruptcy a re  e s tim ate s  taken e i th e r  from  th e  f i r s t  
annual re p o rts  fo llo w in g  th e  com pletion o f  th e  re o rg a n iz a tio n  
process o r from  re o rg a n iz a tio n  d is c lo s u re  s ta tem ent pro forma 
balance sheets  o r l iq u id a t io n  ana lyses .

A ll  f irm s  in  th e  study f i l e d  fo r  bankruptcy under Chapter 
11 o f  th e  Bankruptcy Code. Some o f th e  f irm s  a re  known to  have 
been l iq u id a te d  by th e  d e b to rs -in -p o s s es s io n  under Chapter 11. 
In  some cases i t  is  n o t known whether th e  l iq u id a t io n  was 
completed in  t h is  fa s h io n , o r whether th e  Chapter 11 
b an kru p tc ies  were converted  to  Chapter 7 cases, in  which case 
th e  l iq u id a t io n  would have been managed by a bankruptcy  
t r u s te e .

For bankrupt f irm s  whose assets  and o rg a n iz a t io n  were 
acqu ired  la r g e ly  in t a c t  by e x is t in g  f ir m s , th e  name o f  the  
a c q u ir in g  f ir m  is  re p o rte d .

Exchange is  th e  s tock  exchange on which th e  f i r m ’ s stock  
trad e d  im m ediate ly  b e fo re  bankruptcy and a f t e r  bankruptcy. NYSE 
= New York Stock Exchange, ASE = American Stock Exchange, OTC = 
o v e r -th e -c o u n te r  and re g io n a l stock exchanges. None = f irm  is  
rep o rted  as re o rg a n ize d , bu t i t s  stock is  no t l is t e d  in  
Standard and P o o r’ s C orporate  R eg is te r or P r e n t ic e -H a l1 ’ s 
C a p ita l Changes R ep o rte r as a c u r re n t ly  trad e d  s to c k . In  most 
o f th e  cases f o r  which no exchange a f t e r  bankruptcy  
re o rg a n iz a tio n  is  l i s t e d ,  th e  firm s  were taken p r iv a te  by new 
in v e s to rs  in  th e  re o rg a n iz a tio n  process.
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A number o f  f irm s  e s s e n t ia l ly  disappeared from  th e  p u b lic  
record  a f t e r  announcing bankruptcy re o rg a n iz a t io n . A l l  o f  
these were very  s m a ll. Some may have been reo rg an ized  as 
c o rp o ra te  s h e lls  which were never used, and o th e rs  were 
probab ly  liq u id a te d  o r m ain ta ined  as p r iv a te  in vestm en ts .

The f a i lu r e  pathways a re  those d escribed  in  C hapter 7 and 
used throughout th is  s tu d y . In  a d d it io n  to  th e  sys tem atic  
in fo rm a tio n , some a d d it io n a l s p e c if ic  in fo rm a tio n  about 
s e le c te d  cases has been in c lu d ed  to  e n r ic h  th e  l i s t i n g .

BANKRUPT FIRMS

AM In te r n a t io n a l ,  In c . (F o rm e rly : A ddresso grap h-M ultig rap h)
Founded 1S24. Bankrupt 1982. Assets $546M. Exchange ASE. 
R eorganized 1984. Assets $330M. Exchange ASE.
Dominant business in  m anufacture and d is t r ib u t io n  o f o f f ic e  and 
p r in t in g  equipm ent.
F a ilu r e  pathway: D e c lin in g  sa le s  in  a growing in d u s try .

Advent C o rp o ra tio n
Founded 1967. Bankrupt 1981. Assets $13M. Exchange OTC. 
L iq u id a te d  1982.
S in g le  business in  m anufacture o f  high q u a l i ty  sound equipm ent. 
F a ilu r e  pathway: Growing sa le s  in  a growing in d u s try .

A lte c  C o rp o ra tio n
Founded 1964. Bankrupt 1983. Assets $23M. Exchange ASE. 
R eorganized 1985. A cquired by G ulton In d u s tr ie s .
S in g le  business in  m anufacture o f  high q u a l i ty  sound equipm ent. 
S p in -o f f  from  LTV in  e a r ly  s e v e n tie s .
F a ilu r e  pathway: D e c lin in g  sa le s  in  a d e c lin in g  in d u s try .

Amfesco In d u s tr ie s
Founded 1925. Bankrupt 1985. Assets $88M. Exchange NYSE. 
Reorganized as New American Shoe C o ., In c . Assets $22M.
Exchange NYSE.
S in g le  business in  m anufacture o f  men’ s shoes. F u ll  s c a le  
o p e ra tio n s  in  bankruptcy .
F a ilu r e  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

Anglo Energy
Founded 1968. Bankrupt 1983. Assets $337M. Exchange ASE. 
Reorganized 1986. A ssets $120M. Exchange ASE.
Dominant business in  o i l  and gas p ro d u c tio n .
Caught in  th e  g enera l depression  o f  th e  petro leum  in d u s try .  
Complex c o rp o ra te  s t r u c tu re .  A f te r  bankruptcy c o n tro lle d  by 
E q u ity  S tra te g ie s  In c .
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .
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Argo Petroleum
Founded 1970. Bankrupt 1986. Assets $60M. Exchange ASE. 
Reorganized 1987 as Fortune Petroleum  Co. L a rg e ly  l iq u id a te d .  
Exchange o th e r .
S in g le  business in  o i l  and gas p ro d u ctio n .
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Auto T ra in  Corp
Founded 1969. Bankrupt 1980. Assets $28M. Exchange ASE. 
L iq u id a ted  1981.
S in g le  business in  c o n tra c t tra n s p o r ta tio n  o f autom obiles by 
r a i l  from  N o rth e as t to  F lo r id a . Unsuccessful business concept. 
F a ilu re  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

B arc lays  In d u s tr ie s  In c .
Founded 1969. Bankrupt 1981. Assets $7M. Exchange OTC. 
L iq u id a te d  1984.
S in g le  business in  m anufacture o f  sh e lv in g  and p a n e lin g .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Beker In d u s tr ie s
Founded 1971. Bankrupt 1985. Assets $341M. Exchange NYSE.
In  re o rg a n iz a t io n . Exchange NYSE.
S in g le  business in  phosphate f e r t i l i z e r  p ro d u c tio n .
Change o f management June 1986. R eo rg an iza tio n  p lan  c a l ls  fo r  
8 0 * a c q u is it io n  by new f ir m  c rea te d  by o ld  management.
F a ilu re  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

B erry  In d u s tr ie s  C o rp o ra tio n
Founded 1962. Bankrupt 1984. Assets $40M. Exchange ASE. 
Reorganized 1986. Assets $5M. Exchange o th e r .
S in g le  business in  o i l  f i e l d  s e rv ic e s . Caught in  th e  general 
depression in  th e  petro leum  in d u s try .
F a ilu r e  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

Berven C arpet C o rp o ra tio n
Founded 1937. Bankrupt 1983. Assets $10M. Exchange OTC. 
L iq u id a ted  1985.
S in g le  business in  c a rp e t p ro d u ctio n .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Bobbie Brooks
Founded 1946. Bankrupt 1982. Assets $83M. Exchange OTC. 
Reorganized 1983. Assets $27M. Exchange OTC.
S in g le  business in  women’ s c lo th in g  p ro d u c tio n . S urv ived  w ith  
m ajor red u c tio n  in  s iz e .
F a ilu re  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Branch In d u s tr ie s
Founded 1968. Bankrupt 1984. Assets $52M. Exchange ASE. 
L iq u id a ted  1986.
S in g le  business in  tru c k in g .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .
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B r a n if f  In te r n a t io n a l A irways
Founded 1930. Bankrupt 1982. Assets $1008M. Exchange NYSE. 
Reorganized 1983. Assets $69M. Exchange OTC.
S in g le  business in  a i r  t r a n s p o r t .  I n i t i a t e d  an o v e r ly  
am b itio u s  expansion program im m ediate ly  fo llo w in g  a i r l i n e  
d e re g u la t io n . No s ig n i f ic a n t  o p e ra tio n s  in  bankruptcy.
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

CS Group
Founded 1956. B ankrupt 1982. Assets $12M. Exchange ASE. 
R eorganized 1983. Exchange none.
S in g le  business in  women’ s c lo th in g  p ro d u ctio n .
Bankrupt ag a in  in  1984 and liq u id a te d  1986.
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

C a p ito l A ir
Founded 1946. B ankrupt 1984. Assets $35M. Exchange OTC. 
L iq u id a te d  1986.
S in g le  business in  a i r  tra n s p o r t;  h e a v ily  dependent on c h a r te r  
o p e ra tio n s .
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

C h a rte r  Company
Founded 1959. Bankrupt 1984. Assets $1813M. Exchange NYSE. 
Reorganized 1987. A ssets $264M. Exchange NYSE.
Conglomerate o f  petro leum  p ro d u ctio n  and m arketin g , in su ran ce , 
p u b lis h in g , b ro a d c a s tin g , and o th e r businesses. F a i lu r e  was 
p r im a r ily  in  th e  petro leum  segments. Most o f  th e  nonpetroleum  
segments were d iv e s te d  in  th e  re o rg a n iz a tio n  process. The 
reo rg an ized  company w i l l  be c o n tro lle d  by American F in a n c ia l  
Company.
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

Commodore
Founded 1952. B ankrupt 1985. Assets $62M. Exchange ASE. 
Reorganized 1986. A cquired  by G reat American Management and 
Investm ent In c .
S in g le  business in  m anufactured home p ro d u c tio n . C lass a c tio n  
c i v i l  charges o f fra u d  and m isconduct.
F a ilu r e  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

C o n tin e n ta l A ir l in e s
Founded 1934. B ankrupt 1983. Assets $843M. Exchange NYSE. 
R eorganized 1986. A ssets $1159M. Exchange ASE.
S in g le  business in  a i r  t r a n s p o r t . A f te r  a b r ie f  in te r r u p t io n  
recovered f u l l  o p e ra tio n  in  bankruptcy. Bankruptcy was used to  
break high c o s t la b o r  c o n tra c ts . Emerged la rg e r  and s tro n g e r  
than e v e r . C o n tro lle d  and predom inantly  owned by Texas A ir  
C o rp o ra tio n .
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .
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C o n tin e n ta l S te e l (P e n n -D ix ie  In d u s tr ie s )
Founded 1896. B ankrupt 1980. Assets $176M. Exchange ASE. 
Reorganized 1982. A ssets $83M. Exchange ASE.
R e la ted  d i v e r s i f i e r  in  s te e l and cement. R eorganized as the  
C o n tin e n ta l S te e l C o rp o ra tio n , which went bankrupt in  1985 and 
was l iq u id a te d  1986.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Cook U n ited
Founded 1921. Bankrupt 1984. Assets $166M. Exchange NYSE. 
R eorganized 1986. A ssets $66M. Exchange NYSE.
S in g le  business in  d isco u n t departm ent s to re s . M ajor red u ctio n  
in  a s s e ts . T ra n s fe r  o f  c o n tro l and management to  R e ta il  
S tra te g ie s , In c . B ankrupt again  in  1987.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Cooper J a r r e t t
Founded 1934. Bankrupt 1981. Assets $23M. Exchange ASE. 
L iq u id a te d  1985.
S in g le  business in  m otor tra n s p o r t .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Crompton
Founded 1807. B ankrupt in  1984. Assets $97M. Exchange ASE. 
L iq u id a te d  1987.
S in g le  business in  t e x t i l e  p ro d u c tio n .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Data Access Systems
Founded 1969. Bankrupt 1983. Assets $58M. Exchange ASE. 
Reorganized 1984. A ssets $30M. Exchange OTC.
S in g le  business in  computer p e r ip h e ra ls . Charges o f improper 
f in a n c ia l  m a n ip u la tio n  and re p o rt in g .
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

Eastmet
Founded 1972. B ankrupt 1986. Assets $147M. Exchange OTC. 
R eorganized 1988. A ssets $70M. Exchange o th e r .
S in g le  business in  s te e l  p ro d u ctio n .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Flame In d u s tr ie s  In c .
Founded 1959. B ankrupt 1983. Assets $23M. Exchange OTC. 
R eorganized 1985. A ssets $0.3M . Exchange o th e r .
Dominant business in  o i l  f i e l d  equipm ent, but a ls o  in  m etal 
tre a tm e n t.
F a ilu r e  pathway: Growing s a les  in  a d e c lin in g  in d u s try .

G arland C o rp o ra tio n
Founded 1937. Bankrupt 1980. Assets $25M. Exchange OTC. 
R eorganized 1980. Exchange none.
S in g le  business in  women’ s c lo th in g  p ro d u c tio n .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .
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Gilman S erv ices
Founded 1970. Bankrupt 1982. Assets $33M. Exchange OTC. 
R eorganized 1985. Exchange none.
S in g le  business in  w h o lesa le  drugs.
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

G lobal M arine
Founded 1964. Bankrupt 1986. Assets $1573M. Exchange NYSE.
In  re o rg a n iz a t io n . Exchange NYSE. M ajor re d u c tio n  in  s iz e .  
S in g le  business in  petro leum  p ro d u c tio n . One o f  th e  w o rld ’ s 
la rg e s t  p ro v id e r  o f  o ffs h o re  d r i l l i n g  r ig s .
F a ilu r e  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

G lover In c .
Founded 1955. Bankrupt 1980. Assets $23M. Exchange OTC. 
L iq u id a ted  1981.
S in g le  business in  meat p ro d u cts . Small re g io n a l producer. 
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Good ( L . S . )  Co.
Founded 1922. Bankrupt 1980. Assets $33M. Exchange ASE. 
L iq u id a ted  1980.
S in g le  business in  departm ent s to re s .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

KDT In d u s tr ie s  In c .
Founded 1961. Bankrupt 1982. Assets 240M. Exchange NYSE. 
Reorganized 1984. A cquired  by Ames Departm ent S to re s .
S in g le  business in  departm ent s to re s .
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

K -Tel In te r n a t io n a l In c .
Founded 1968. Bankrupt 1984. Assets $87M. Exchange ASE. 
R eorganized 1985. A ssets $12M. Exchange OTC.
S in g le  business in  w h o lesa le  record  d is t r ib u t io n  w ith  
investm ent in  o i l  and gas p ro p e r t ie s .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

LTV C orporation
Founded 1956. Bankrupt 1986. Assets $6307M. Exchange NYSE.
In  re o rg a n iz a t io n . Exchange NYSE.
U n re la ted  d i v e r s i f ie r  w ith  m ajor in te r e s ts  in  s te e l and 
aero sp ace-defense. Bankruptcy fo rc e d  by losses in  th e  s te e l  
segment.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

L e isu re  Dynamics
Founded 1946. Bankrupt 1983. Assets $23M. Exchange OTC. 
R eorganized 1983. Assets $13M. Exchange OTC.
S in g le  business in  to y  p ro d u c tio n . M ajor recovery  in  
re o rg a n iz a t io n . A cquired  by Coleco 1986.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .
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L io n e l C o rp o ra tio n
Founded 1901. Bankrupt 1982. Assets $222M. Exchange NYSE. 
Reorganized 1985. A ssets $112M. Exchange ASE.
Dominant business in  r e t a i l  to y  s to re s , but a ls o  in  e le c tro n ic s  
p ro d u c tio n . D ivested  th e  nonbankrupt e le c tro n ic s  s u b s id ia ry . 
F a ilu re  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

Lynnwear C o rp o ra tio n
Founded 1957. Bankrupt 1981. Assets $19M. Exchange OTC. 
L iq u id a ted  1983.
S in g le  business in  women’ s c lo th in g .
F a ilu re  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

MGF O il
Founded 1970. Bankrupt 1984. Assets $228M. Exchange OTC.
In  re o rg a n iz a t io n . A ssets d e p e le te d .
S in g le  business in  petro leum  p ro d u c tio n .
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Magic Marker C o rp o ra tio n
Founded 1959. Bankrupt 1980. Assets $16M. Exchange OTC. 
L iq u id a ted  1981.
S in g le  business in  w r it in g  in stru m en ts . A new f ir m  bought th e  
name and th e  trad em arks. I t  subsequently a ls o  went bankrupt. 
F a ilu re  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

M a n v ille  C o rp o ra tio n
Founded 1858. Bankrupt 1982. Assets $2298M. Exchange NYSE.
In  re o rg a n iz a t io n . Exchange NYSE.
R e la ted  d iv e r s i f ie r  in  b u ild in g  prod ucts . H is t o r ic a l ly  le ad in g  
asbestos producer. E le c te d  bankruptcy as a defense a g a in s t  
mounting product l i a b i l i t y  c la im s from a s b e s to s -re la te d  
d ise ase . Firm  su rv ived  e s s e n t ia l ly  in ta c t ,  but ownership and 
c o n tro l vested in  a t r u s t  fo r  asbestos v ic t im s .
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

M arion C o rp o ra tio n
Founded 1964. Bankrupt 1983. Assets $164M. Exchange OTC. 
Reorganized 1986. L a rg e ly  l iq u id a te d . Exchange o th e r .
S in g le  business in  petro leum  p ro d u ctio n .
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

McLouth S tee l
Founded 1934. Bankrupt 1981. Assets $446M. Exchange OTC. 
Reorganized 1984. Assets $9.6M . Exchange o th e r .
S in g le  business in  s te e l p ro d u c tio n . Reorganized as MLX Corp. 
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Mego In te rn a t io n a l In c
Founded 1954. Bankrupt 1982. Assets $46M. Exchange ASE. 
Reorganized 1983. Assets $1M. Exchange none.
S in g le  business in  to y  m anufacture. Reorganized as Mego Corp. 
F a ilu re  pathway: D e c lin in g  s a le s  in  a growing in d u s try .
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Mesta Machine Co.
Founded 1898. B ankrupt 1983. Assets $74M. Exchange NYSE. 
Reorganized 1984. Assets $12M. Exchange NYSE.
R ela ted  d i v e r s i f i e r  in  th e  m achinery in d u s try . R eorganized as 
M estek, In c .
F a ilu re  pathway: D e c lin in g  sa le s  in  a growing in d u s try .

M obile  Homes In d u s tr ie s
Founded 1968. B ankrupt 1984. Assets $44M. Exchange NYSE. 
Reorganized 1986. A ssets $2M. Exchange none.
Dominant business in  m obile  home sa le s  and f in a n c ia l  s e rv ic e s  
and re a l e s ta te  r e la te d  to  m obile  home s a le s . A ssets on 
re o rg a n iz a tio n  were la r g e ly  lo ng-te rm  re c e iv a b le s  from  m obile  
home s a le  f in a n c in g .
F a ilu re  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Morton Shoe Cos.
Founded 1930. B ankrupt 1982. Assets $30M. Exchange ASE. 
Reorganized 1983. Exchange o th e r .
S in g le  business in  shoe in d u s try , bu t v e r t i c a l l y  in te g ra te d  in  
production  and s a le s .
F a ilu re  pathway: D e c lin in g  sa le s  in  a growing in d u s try .

N a tio n a l Shoes In c .
Founded 1934. B ankrupt 1980. Assets $52M. Exchange OTC. 
Reorganized 1985. A cquired  by the  S h o e c l if f  Corp.
S in g le  Business in  shoe r e t a i l in g .
F a ilu re  pathway: D e c lin in g  sa le s  in  a growing in d u s try .

Nucorp Energy
Founded 1967. B ankrupt 1982. Assets $731M. Exchange OTC. 
Reorganized 1987. A ssets $37M. Exchange o th e r .
Dominant business in  petro leum  p ro d u c tio n . A ssets grew from  
$91M in  1979 to  $731M in  1981.
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Pathcom In c .
Founded 1970. B ankrupt 1981. Assets $6M. Exchange OTC. 
Reorganized 1983. Exchange none.
S in g le  business in  th e  im p o rtin g , m anufacture, and d is t r ib u t io n  
o f communications equipm ent.
F a ilu re  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Phoenix S te e l C o rp o ra tio n
Founded 1783. Bankrupt 1983. Assets $137M. Exchange ASE. 
Reorganized 1985. A ssets $117M. Exchange OTC.
S in g le  business in  s te e l p ro d u c tio n .
F a ilu re  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .
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Poloron Products In c .
Founded 1937. B ankrupt 1981. Assets $20M. Exchange ASE. 
R eorganized 1983. Assets $18M. S u b s id ia ry  o f C en tu ri Corp. 
Dominant business in  wood pro d u cts , but a ls o  in  m etal 
b u iId in g s .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Revere Copper and Brass In c .
Founded 1928. B ankrupt 1982. Assets $474M. Exchange NYSE. 
R eorganized 1985. Assets $274M. Exchange NYSE.
R ela ted  d i v e r s i f i e r  in  copper and aluminum, both prim ary  
prod uction  and f a b r ic a t io n .  Used bankruptcy to  d iv e s t  some 
u n p ro f ita b le  p ro d u c tio n  f a c i l i t i e s .  Subsequently acq u ired  by 
JOZI Corp.
F a ilu r e  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

R ichton  In te r n a t io n a l Corp.
Founded 1913. B ankrupt 1980. Assets $53M. Exchange OTC. 
R eorganized 1981. Assets $19M. Exchange OTC.
Dominant business in  costume je w e lry , but a ls o  in  women’ s 
c lo th in g .
F a ilu re  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Robins (A .H .)  Company
Founded 1866. B ankrupt 1985. Assets $648M. Exchange NYSE.
In  re o rg a n iz a t io n . Exchange NYSE.
R e la ted  d i v e r s i f i e r  in  drugs, cosm etics, and r e la te d  p rod ucts . 
E lec ted  bankruptcy as a defense a g a in s t mounting product ’ 
l i a b i l i t y  c la im s from  Daikon S h ie ld  in t r a u te r in e  d e v ic e s . 
B i t t e r  re o rg a n iz a t io n  c o n f l ic ts  in  fa m ily -c o n tr o lle d  f i r m .  
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Robintech In c .
Founded 1942. Bankrupt 1983. Assets $71M. Exchange ASE. 
Reorganized 1984. Assets $67M. Exchange o th e r .
Dominant business in  p la s t ic s ,  bu t a ls o  in  m achinery.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Rusco In d u s tr ie s  In c .
Founded 1945. Bankrupt 1982. Assets $39M. Exchange OTC. 
Reorganized 1983. Assets $15M. Exchange OTC.
S in g le  business in  wood and m etal doors. SEC charges o f  
misused funds. Former CEO held  l i a b le ,  bu t he f i l e d  fo r  
personal b ankrup tcy . Company bankrupt aga in  in  1986.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Sal an t C o rp o ra tio n
Founded 1919. B ankrupt 1985. Assets $110M. Exchange NYSE. 
Reorganized 1986. Assets $80M. Exchange NYSE.
S in g le  business in  men’ s c lo th in g  p ro d u c tio n .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

-3 4 0 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

Sambo’ s R estauran ts
Founded 1961. Bankrupt 1981. Assets $442M. Exchange ASE. 
L iq u id a ted  1986. Assets s o ld  to  V ico rp  R es tau ran ts .
S in g le  business in  re s ta u ra n ts .
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Saxon In d u s tr ie s
Founded 1924. Bankrupt 1982. Assets $486M. Exchange NYSE. 
Reorganized 1985. A cquired by A lco S tandard.
R ela ted  d i v e r s i f i e r  in  th e  paper in d u s try , w ith  in te r e s ts  in  
a d v e r t is in g . Top management co n v ic ted  o f lo o tin g  th e  company. 
F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

Smith In te r n a t io n a l
Founded 1937. Bankrupt 1986. Assets $817M. Exchange NYSE. 
Reorganized 1987. Assets 372M. Exchange NYSE.
Dominant business in  o i l  f i e l d  s e rv ic e s . Bankruptcy  
p r e c ip ita te d  by a p a te n t in fr in g e m e n t judgment fo r  $207 m il l io n  
in  a case brought by Hughes Tool Company.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .

Solomon, Sam, In c .
Founded 1909. Bankrupt 1980. Assets $45.
Reorganized 1982. A cquired by S e rv ic e  Merchandise Co.
S in g le  business in  c a ta lo g  show rooms and o th e r r e t a i l  o u t le ts .  
F a ilu re  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

S tee lm et In c .
Founded 1961. Bankrupt 1983. Assets $85M. Exchange ASE. 
Reorganized 1985. A cquired by Elg H an ie l M e ta ls  Corp.
S in g le  business in  scrap m eta ls .
F a ilu r e  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .

S te v c o k n it In c .
Founded 1971. Bankrupt 1981. Assets $32M. Exchange OTC. 
Reorganized 1983. A cquired by J . P. Stevens.
S in g le  business in  k n i t  t e x t i l e s .
F a ilu re  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

S torage Technology C o rp o ra tio n
Founded 1969. Bankrupt 1984. Assets $1266M. Exchange NYSE. 
Reorganized 1987. Assets $919M. Exchange NYSE.
S in g le  business in  computer p e r ip h e ra ls .
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Tacoma B o a tb u ild in g  In c .
Founded 1947. Bankrupt 1985. Assets $278M. Exchange NYSE. 
R eorganized 1987. Assets $18M. Exchange NYSE.
S in g le  business in  s h ip b u ild in g  and r e p a ir .  H ig h -r is k  ven tu re  
in  waste d isp osa l v e s s e ls .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a d e c lin in g  in d u s try .
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Tobin Packing C o ., In c .
Founded 1942. Bankrupt 1981. Assets $34M. Exchange OTC. 
L iq u id a ted  1984.
S in g le  business in  meat packing and d is t r ib u t io n .
F a ilu re  pathway: D e c lin in g  sa les  in  a growing in d u s try .

Towle M anufacturing  Company
Founded 1880. Bankrupt 1986. Assets $135M. Exchange NYSE. 
Acquired by F i r s t  R ep ub lic  C orporation  o f Am erica.
R e la ted  d i v e r s i f i e r  s i lv e r  and g lass  home products p ro d u ctio n . 
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

T ra n s c o n tin e n ta l Energy C o rp o ra tio n
Founded 1947. Bankrupt 1984. Assets $100M. Exchange ASE. 
L iq u id a te d  1985.
S in g le  business in  petro leum  p ro d u ctio n .
F a ilu r e  pathway: D e c lin in g  sa les  in  a d e c lin in g  in d u s try .

UNR In d u s tr ie s  In c .
Founded 1918. Bankrupt 1982. Assets $233M. Exchange NYSE.
In  re o rg a n iz a t io n . Exchange OTC.
U n re la ted  d i v e r s i f i e r  in  s te e l and s te e l p ro d u cts , asbestos, 
and o th e r p ro d u cts . Bankruptcy d riv e n  by asbestos product 
l i a b i l i t y  c la im s . F irm  has m aintained assets  and is  c u r re n t ly  
p r o f i ta b le .
F a ilu re  pathway: Growing sa les  in  a growing in d u s try .

Upson Company
Founded 1910. Bankrupt 1980. Assets $15M. Exchange OTC. 
L iq u id a ted  1984.
S in g le  business in  wood prod ucts .
F a ilu r e  pathway: D e c lin in g  sa le s  in  a growing in d u s try .

W h e e lin g -P ittsb u rg h  S te e l Company
Founded 1852. Bankrupt 1985. Assets $1220M. Exchange NYSE.
In  re o rg a n iz a t io n . Exchange NYSE.
S in g le  business in  th e  s te e l in d u s try , w ith  s ig n i f ic a n t  
v e r t ic a l  in te g r a t io n . Bankruptcy d riv e n  by h ig h -c o s t union  
la b o r c o n tra c ts  in  a depressed in d u s try .
F a ilu re  pathway: D e c lin in g  sa le s  in  a d e c lin in g  in d u s try .

W hite Motor C o rp o ra tio n
Founded 1915. Bankrupt 1980. Assets $630M. Exchange OTC. 
Reorganized 1983. Assets $19M. Exchange OTC.
D iv e r s if ie d  business in  tru c k  and farm  equipment m anufacture. 
Reorganized as N o rth e as t Ohio A xle Company, now NEOAX C o rp ., 
which has made s e v e ra l la rg e  a c q u is it io n s .
F a ilu r e  pathway: D e c lin in g  s a le s  in  a growing in d u s try .
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wickes Companies In c .
Founded 1890. Bankrupt 1982. A ssets $1553M. Exchange NYSE. 
Reorganized 1984. Assets $1313M. Exchange ASE.
D iv e rs if ie d  business in  lum ber, g ro c e ry , hardw are, and r e t a i l  
l in e s ,  and a ls o  in  re la te d  a c t i v i t i e s .  B ankrupt fo llo w in g  a 
s e r ie s  o f  a c q u is it io n s , in c lu d in g  an o v e r -p r ic e d  a c q u is it io n  o f  
Gamble-Skogmo.
F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .
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Appendix B

CASE STUDIES OF REPRESENTATIVE BUSINESS FAILURES 

AND REORGANIZATIONS

Th is  appendix is  made up o f e ig h t  case s tu d ie s  o f  

re p re s e n ta t iv e  business f a i lu r e s ,  b an kru p tc ie s , and 

re o rg a n iz a t io n s . The cases have been prepared in  a u n ifo rm  

fo rm at to  f a c i l i t a t e  comparison between firm s  on key areas  o f  

in te r e s t .

Two cases from  each o f  th e  fo u r  f a i lu r e  pathways developed  

in  th is  s tudy a re  in c lu d e d  to  dem onstrate th a t  f irm s  can f a i l  

both when th ey  and t h e i r  in d u s try  a re  growing and when th e y  are  

d e c lin in g . The f irm s  w ith  d e c lin in g  sa le s  in  d e c lin in g  

in d u s tr ie s  a re  Crompton and W h ee lin g -P ittsb u rg h  S te e l .  The 

f irm s  w ith  d e c lin in g  s a le s  in  growing in d u s tr ie s  a re  AM 

In te r n a t io n a l and S a la n t . The f irm s  w ith  growing s a le s  in  

d e c lin in g  in d u s tr ie s  a re  L io n e l and Revere. The f irm s  w ith  

growing s a le s  in  growing in d u s tr ie s  a re  B ra n if f  and C o n tin e n ta l 

Ai r l in e s .

A lthough not a c r i t e r io n  f o r  s e le c t io n , most o f  th e  f irm s  

were s u c c e s s fu lly  re o rg a n ize d , which was no t ty p ic a l o f  th e  

f irm s  in  th e  s t u d y .  The e xcep tio n s  a re  B r a n i f f ,  which was 

c la s s i f ie d  an unsuccessful re o rg a n iz a t io n , Crompton, which was 

l iq u id a te d , and W h e e lin g -P itts b u rg h  S te e l,  which is  s t i l l  in

-3 4 4 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

bankruptcy. The o v e rre p re s e n ta tio n  o f  s u c c e s s fu lly  re o rg an ized  

f irm s  was based in  p a r t  on th e  b e l ie f  th a t  they were more 

in te re s t in g  and u se fu l cases than l iq u id a t io n s . A lso , f o r  many 

o f th e  s m a lle r  f irm s  which were l iq u id a te d , th e re  was 

inadequate in fo rm a tio n  to  do good case s tu d ie s .

In fo rm a tio n  fo r  these  case s tu d ie s  came from  p u b lic  

sources, both p rim ary  and secondary. Prim ary sources in c lu d ed  

company annual re p o r ts , SEC 10k f i l i n g s ,  and bankruptcy  

re o rg a n iz a tio n  p la n s . Secondary sources included  Moody' s 

M anuals. Standard and P oor’ s C orporate  Records. and newspapers, 

p r im a r ily  th e  W al1 S t r e e t  J o u rn a l. No a ttem p t was made to  

document th e  s p e c if ic  sources o f in fo rm a tio n .

The case s tu d ie s  were designed to  stand a lo n e , bu t th ey  do 

u t i l i z e  te rm in o lo g y , c la s s i f ic a t io n  schemes, and concepts  

developed in  th e  main body o f th is  s tu d y . The cases were 

completed in  J u ly  1988, a f t e r  th e  o th e r p a rts  o f  th e  study had 

been f in is h e d  se ve ra l months e a r l i e r .  As a r e s u lt ,  th e re  may 

be some d if fe re n c e s  between in fo rm a tio n  in  the  two s e c tio n s , 

p a r t ic u la r ly  on re o rg a n iz a tio n  outcomes.
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Appendix B1

Summary

Founded 1924. ( fo rm e r ly  A ddressograph-M ultig raph)
Dominant business in  th e  m anufacture and d is t r ib u t io n  o f  o f f ic e  
and p r in t in g  equipm ent.
F a ilu r e  pathway: D e c lin in g  s a le s  in  a n o n d ec lin in g  in d u s try . 
Bankrupt 1982. Assets $546M. Exchange NYSE.
Reorganized 1984. A ssets $330M. Exchange ASE (NYSE 1 988 ).
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F ig u re  B1.1
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YERRS BEFORE BRNKRUPTCY
i6

T a b le  B1.1

AM INTERNATIONAL, INC. 
(B ankrup tcy  Year 1982)

Years B efore Bankruptcy
6 5 4 3 2 1 *

T o ta l Ass . mi 1 $ 428 470 479 544 686 546
S ales mi 1 $ 573 596 667 755 910 653
N et In c . mi 1 $ 6 -1 4 21 9 4 -1 0 2
Common Eq mi 1 $ 218 198 218 228 232 -9 4
L ia b i1. mi 1 210 273 243 298 433 491
Stock P ric e $ 13.25 15 .5 21 .5 16.75 15.5 4 .1 2
ROI

Altm an 2 2 .6 8 2 .3 7 2 .8 6 2 .5 4 2 .1 9 .8 8
NZ5V 1 .52 1 .21 1.57 1 .28 .97 - . 6 6
N22V 1 .51 1 .20 1 .53 1 .28 .99 - . 7 0

*  Data as re p o rte d  by Compustat, but no t com plete ly  c o n s is te n t  
w ith  e i th e r  th e  o r ig in a l  o r  re s ta te d  annual re p o rt d a ta .
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H-isko n ic al  Background

The h is to ry  o f  AM In te r n a t io n a l goes back to  th e  

Addressograph C o ., e s ta b lis h e d  in  1896, and th e  American  

M u ltig ra p h  C o ., in  1902. AM In te r n a t io n a l was founded in  1924 

in  Delaware as Addressograph S e c u r it ie s  when i t  was organ ized  

to  buy a h a l f  in te r e s t  in  th e  Addressograph Co. In  1927 i t  

acqu ired  th e  rem ainder o f  Addressograph. In  1930 American  

M u lti graph was a c q u ire d . In  1931 th e  f ir m  was renamed 

A ddresso g rap h -M u ltig rap h , which i t  remained u n t i l  1979 when th e  

p resen t name was adopted . Subsequently a f ir m  acq u ired  and 

d iv e s te d  a number o f  s m a lle r  firm s  and fo re ig n  s u b s id ia r ie s  in  

th e  f i e l d  o f  p r in t in g  and o f f ic e  equipm ent.

By 1976 A ddresso grap h-M ultig rap h  had become a le a d in g  

s u p p lie r  o f  m echanical d u p lic a to rs  and addressing  m achines. 

Although i t s  m arket share o f  th e  in d u s try  as t r a d i t io n a l ly  

d e fin ed  was h ig h , new technology was ra p id ly  changing th e  

in d u s try ,a n d  new c o m p etito rs  were e n te r in g  th e  la r g e r  re d e fin e d  

m arket. P r o f i t s  had f a l le n  s h a rp ly , but th e  f ir m  was s t i l l  

m a rg in a lly  p r o f i t a b le .

In d u s try  Factors

During th e  f i r s t  h a l f  o f  th e  20th  cen tu ry  o f f ic e ,  p r in t in g  

and addressing equipm ent e x h ib ite d  a low r a te  o f  in n o v a tio n  

w ith  no re v o lu t io n a ry  developm ents. Beginning about 1960 the
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commercial developm ent o f  xerography and o f f ic e  computers 

brought ra p id  change to  th is  mature in d u s try . New te ch n o lo g ies  

no t o n ly  rep laced  e x is t in g  tec h n o lo g ie s  in  e x is t in g  m arkets, 

but a ls o  in tro d u ced  new products perform ing s im ila r  fu n c tio n s  

to  a much w id er range o f  custom ers. As was ty p ic a l in  such 

te c h n o lo g ic a l re v o lu t io n s , th e re  were a la rg e  number o f  new 

co m p e tito rs , some s ta rtu p s  and o th e rs  e s ta b lis h e d  f irm s . Many 

o f  th e  new co m p etito rs  were dom estic, but th e  Japanese a ls o  

became a c t iv e  in  th e  in d u s try  as one more p iece  o f  t h e i r  

em erging r o le  as s u p p lie rs  o f e le c t r o n ic  equipm ent.

T r a d i t io n a l ly  f irm s  in  th e  in d u s try  had been p ro v id e rs  o f  

both equipm ent and s u p p lie s , such as paper, r ib b o n s , and o th e r  

e q u ip m e n t-re la te d  s u p p lie s . D uring th e  same p erio d  th a t  th e  

technology was r a p id ly  changing, a s e r ie s  o f  a n t i t r u s t  a c tio n s  

led  to  s ig n i f ic a n t  red u ctio n s  in  th e  a b i l i t y  o f  equipment 

makers to  t i e  buyers o f  equipment to  supply c o n tra c ts . As a 

r e s u lt  o f  a l l  these  changes, th e  in d u s try  became in c re a s in g ly  

c h a o tic  du ring  th e  p e rio d  from 1960 to  1980.

T h is  p e rio d  from  1960 to  1980 was a ls o  c h a ra c te r iz e d  by 

high le v e ls  o f  merger and a c q u is it io n  a c t iv i t y .  U n re la te d  

d iv e r s i f ic a t io n  s tra te g ie s  were p o p u la r, new conglom erates were 

being form ed, and th e re  was an a c t iv e  m arket f o r  sm all f irm s ,  

e s p e c ia lly  h igh tech  s ta r tu p s .

-3 4 9 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

Fi rm Factors

U n t il  th e  la t e  1960s A ddressograph-M ultigraph held  a la rg e  

m arket share in  th e  p r in t in g  and addressing in d u s try . Stock  

p ric e s  had been as high as $90 per share and d iv id en d s  $ 1 .4 0 . 

However, from  1970 to  1976 th e  f ir m  d e c lin e d  d ra m a tic a lly ;  n e t  

income hovered ju s t  above ze ro , d iv idend  payouts d e c lin e d , and 

stock  tra d e d  in  th e  range o f  $1 to  $5. Although d iv id en d  

payouts exceeded n e t income severa l y e a rs , th e  book va lu e  o f 

assets  and common e q u ity  he ld  n e a rly  c o n s tan t.

In  1976 in s t i t u t io n a l  in v e s to rs , which had accumulated  

s u b s ta n tia l b locks o f  s to c k , re c ru ite d  Roy Ash to  be Chairman 

and CEO o f th e  f i r m .  Ash had been th e  founder o f  L it to n  

In d u s tr ie s  and subsequently  served as D ire c to r  o f  th e  O f f ic e  o f  

Management and Budget in  th e  Nixon a d m in is tra t io n . Ash 

im m ediate ly  s e t about tu rn in g  th e  f irm  around. He rep laced  8 0 *  

o f th e  o ld  management, brought in  a new management team, moved 

th e  headquarters  to  h is  home c i t y  o f Los A ngeles, changed th e  

name o f  th e  f irm  to  AM In te r n a t io n a l ,  and s e t  out to  r e d ir e c t  

th e  f i r m ’ s s tra te g y . The f i r s t  s tep  in  th e  new s tra te g y  was to  

m odernize th e  e x is t in g  m ature technology products by th e  

a d d it io n  o f  new h igh  tech  c o n tro ls . The second was to  e n te r  

th e  emerging high tech  segment o f  the  in d u s try  by buying up 

young companies w ith  prom ising new products.

The f iv e  years o f  Ash’ s c o n tro l were c h a o tic . T yp ica l o f
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th e  p a tte rn  o f  conglom erate behavio r p ioneered  by Ash a t  L it to n  

In d u s tr ie s , business u n its  were acqu ired  and d iv e s te d  a t  a 

ra p id  pace. Lacking stro ng  f in a n c ia l  reso u rces , Ash was fo rc ed  

in  h is  a c q u is it io n s  to  focus on sm all h ig h - r is k  f irm s . For th e  

f i r s t  th re e  y e a rs , t o t a l  a s s e ts , d eb t, and n e t income were 

n e a r ly  f l a t ,  bu t in  th e  la s t  two years , debt rose ra p id ly  and 

assets  grew, bu t th e  growth was p r o f i t le s s .  On February 20, 

1981, a f t e r  s e v e ra l months o f  p r iv a te  d isc u s s io n s , th e  board o f  

d ire c to rs  he ld  a s p e c ia l m eeting to  fo rc e  Ash ou t and rep lace  

him w ith  R ichard  B la c k . B lack had managed a successfu l 

turnaround a t  th e  Maremont C o rp o ra tio n .

On ta k in g  over th e  f irm  B lack in s t i tu te d  a thorough review  

o f th e  fin an ce s  and o p era tio n s  o f AM In te r n a t io n a l .  He found 

th a t  Ash had a lm ost com plete ly  ignored o p e ra tio n s  o f  th e  f ir m ,  

except fo r  ra p id ly  tu rn in g  over o p era tin g  managers. Old lin e s  

o f business were s t i l l  d e c lin in g , and new ven tu res  were 

u n p ro f ita b le  and n o t in te g ra te d  in to  a coheren t c o rp o ra te  

s tra te g y . Lacking both cash f lo w  from o p e ra tio n s  and long term  

f in a n c in g , Ash had expanded s h o rt-te rm  d e b t. More im p o rtan t 

than th e  a c tu a l bad s ta te  o f th e  company’ s f in a n c e s , th e  

f in a n c ia l  records had been d e l ib e r a te ly  f a l s i f i e d  to  cover up 

th e  tru e  s ta te  o f  a f f a i r s .  A f te r  the  1981 annual re p o rt  was 

issued f o r  th e  f is c a l  year ending Ju ly  31 , 1981, B lack and th e  

board e s ta b lis h e d  an a u d it  comm ittee o f o u ts id e  d ire c to rs  and 

re ta in e d  A rth u r Anderson & Co. to  review  th e  f i r m ’ s f in a n c ia l  

s ta te m e n t. That rev iew  led  to  downward re v is io n  o f th e  f i r m ’ s
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income and n e t a sse ts  f o r  1981 by over $200 m i l l io n  d o l la r s .

As r e s u lt  o f th a t  re v iew , P r ic e  Waterhouse & Co. was dism issed  

as a u d ito rs . F o llo w in g  th e  re le a s e  o f th e  re s ta te d  1981 annual 

re p o r t ,  a s e r ie s  o f  le g a l a c tio n s  were in s t i t u t e d ,  both c i v i l  

s u its  by in v e s to rs  and com pla in ts  by th e  S e c u r it ie s  and 

Exchange Commission, a g a in s t th e  company, in d iv id u a l o f f ic e r s  

and d ir e c to r s ,  and P r ic e  W aterhouse.

A f te r  one ye ar as CEO, B lack resigned and f i l e d  s u i t  

a g a in s t th e  f ir m , Roy Ash and o th e r in d iv id u a ls , and P r ic e  

Waterhouse & C o ., a l le g in g  m is re p re s e n ta tio n  in  conn ectio n  w ith  

h is  employment and purchase o f 300,000  shares o f  AM 

In te r n a t io n a l s to c k . He was succeeded by Joe. B. Freeman. On 

A p r il  14, 1981, fo u r te e n  months a f t e r  Ash’ s d e p a rtu re  and two 

months a f t e r  B la c k ’ s d e p a rtu re , th e  f irm  f i l e d  f o r  bankruptcy.

Prebankruotcv F in a n c ia l Performance

Tables B1.1 and F ig u re  B1.1 p ro v id e  th e  bas ic  

prebankruptcy f in a n c ia l  perform ance in fo rm a tio n . The s tock  

p r ic e  behavio r o f  AM In te r n a t io n a l bore l i t t l e  r e la t io n  to  

f in a n c ia l  perform ance, bu t rose and f e l l  on Roy Ash’ s 

re p u ta t io n . Stock th a t  had so ld  as high as $90 a share  in  1968 

had f a l le n  to  $3 b e fo re  Ash became CEO. A f te r  Ash became CEO, 

stock  p r ic e s  rose to  th e  $15-33  range, w ith  no s ig n i f ic a n t  

in crease  in  e a rn in g s . In  1981, as Ash’ s promised turnaround  

f a i le d  to  m a te r ia l iz e ,  s to ck  f e l l  back to  $4, and rose $3 th e
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day h is  o u s te r was announced. In  1982, a f t e r  the  bankruptcy  

announcement, th e  s to ck  d e c lin e d  to  below a d o l la r  a sh a re , but 

l a t e r  in  th e  bankruptcy p erio d  th e  stock trad ed  in  a range o f  

$ 2- 8 .

The AM In te r n a t io n a l case r e f le c ts  se ve ra l o f  th e
/

d i f f i c u l t i e s  in  bankruptcy c la s s i f ic a t io n  and p r e d ic t io n . For 

th e  f i r s t  fo u r  years  o f  the  s ix -y e a r  study p e r io d , AM 

In te r n a t io n a l e x h ib ite d  a r e la t iv e ly  strong balance sheet w ith  

moderate d e b t, bu t i t s  p r o f i ts  and cash flo w  were very  weak. 

During those fo u r  y e a rs , th e  bankruptcy p re d ic t io n  models d id  

not in d ic a te  im m inent bankruptcy, but th e  Z -scores  were in  the  

high range o f  A ltm an ’ s gray a re a . In  1980, th e  new Z -scores  

f e l l  below th e  c u to f f ,  but th e  Altman Z -score  remained above 

th e  c u to f f .  In  th e  f in a l  y e a r , 1981, the  scores f e l l  

p re c ip ito u s ly  as th e  f ir m  c o lla p s e d . The 1981 p re d ic t io n  

r e s u lt  was th e  same w hether th e  o r ig in a l o r re s ta te d  f in a n c ia l  

sta tem ent d a ta  were used in  th e  c a lc u la t io n , bu t th e  re s ta te d  

d a ta  gave a low er Z -s c o re . AM In te r n a t io n a l and i t s  a u d ito rs  

considered r e s ta t in g  re s u lts  f o r  years  b e fo re  1981, bu t decided  

no t to ,  a lth o u g h  they  acknowledged th a t  th e  re s u lts  were 

probably in f la t e d .  Commercial da ta  s e rv ic e s  were in c o n s is te n t  

in  th e  e x te n t  to  which o r ig in a l  da ta  were ad ju s te d  fo r  

subsequent res ta tem en ts  by th e  f ir m . In  th is  case, th e  

d is to r t io n  o f  f in a n c ia l  re s u lts  was d e lib e r a te  and m a jo r, bu t 

th e re  a re  in d ic a t io n s  th a t  s im ila r  problems occur in  many 

b a n k ru p tc ie s . In  most in s ta n c e s , the  suspect d a ta  a re  never

-3 5 3 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

re v is e d , nor th e  d is to r t io n s  p u b lic ly  acknowledged. Probably  

cases in  which th e re  is  d e lib e r a te  fra u d u le n t re p o rtin g  are
4 ............

outnumbered by cases in  which le g a l ,  but i r r e g u la r ,  accounting  

devices a re  used to  postpone bad news.

Bankruptcy Proceedings and Outcome

AM In te r n a t io n a l f i l e d  fo r  bankruptcy on A p r il  14, 1982, 

s h o r t ly  a f t e r  th e  announcement th a t  the  annual re p o rt f o r  th e  

f is c a l  year 1981 had o v e rs ta te d  th e  f i r m ’ s n e t income and n e t 

assets  by $203 m i l l io n .  A t th a t  p o in t th e  f ir m  had a n eg a tive  

n e t worth o f about $84 m il l io n  d o lla r s ,  bu t th e  m ajor 

businesses o f  th e  f ir m  were o p e ra t io n a lly  s ta b le , and 

s ig n if ic a n t  s teps  were a lre a d y  underway to  tu rn  th e  f irm  

around. In  1983 and 1984, the  two years th a t  th e  f ir m  was in  

bankruptcy proceed ings, th e  f irm  was p r o f i ta b le ,  a lthough  

revenues were below prebankruptcy le v e ls .

The bankruptcy re o rg a n iz a tio n  p lan  was approved in  

September 1984. A l l  secured and p r io r i t y  c la im s were s e t t le d

in  cash, and unsecured c re d ito rs  were pa id  $174 m il l io n  in  cash

on $250 m il l io n  in  c la im s . Some o f  th e  cash was ra is e d  by

te rm in a tin g  th e  e x is t in g  d e fin e d  b e n e f it  pension p lan  and

e s ta b lis h in g  an ESOP (Employee Stock O ption P la n ) .

Prebankruptcy common s to c k , about ten  m il l io n  shares , was 

ca n c e lle d  and rep laced  by about fo r t y  m il l io n  shares o f a new 

is s u e . Unsecured c r e d ito rs  were given 5395 o f th e  new stock  as
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compensation f o r  c la im s no t p a id  in  cash. Old s to ckh o ld ers  go t 

about 25% o f  th e  new s to c k , based on a o n e -fo r-o n e  exchange f o r  

o ld  s to ck . The rem ainder was h e ld  fo r  th e  ESOP, e x e c u tiv e  

in c e n tiv e  p la n s , d isp u ted  c la im s , and o th e r c o rp o ra te  purposes. 

By 1985 th e  new stock was s e l l in g  in  a range o f  $ 2 .5 -6  per 

s h a re , and more re c e n tly  in  th e  $ 4 -8  range. A t those p r ic e s ,  

unsecured c r e d ito r s , who had re c e iv e d  approx im ate ly  one share  

f o r  every $4 o f  c la im s , s u ffe re d  l i t t l e  lo ss . The outcome f o r  

common s tockho ld ers  depended on when they had bought t h e i r  

s to c k , as th e  p r ic e  had ranged from a low o f $0 .7 5  in  1983 to  a 

high o f $92 in  1968.

S ince emerging from  bankruptcy in  1984, AM In te r n a t io n a l  

has prospered and grown. In  a d d it io n , i t  has b e n e f it te d  from  

la rg e  ta x  c a rry fo rw a rd s . In  1986 AM In te r n a t io n a l acq u ired  

H a rr is  G raphics C o rp o ra tio n , which moved AM In te r n a t io n a l over 

th e  b i l l i o n  d o l la r  mark in  s a le s .

M anageria l Turnover

Much o f th e  top management o f  A ddresso grap h-M ultig rap h , 

th e  c o rp o ra te  name o f AM In te r n a t io n a l a t  th a t  t im e , was 

rep laced  in  in  1970, when C. L. Davis 'became P re s id e n t and CEO. 

L i t t l e  progress was made d u rin g  h is  te n u re , and in  1976, as 

recounted above, the  Board re c ru ite d  Roy Ash to  lead  a m ajor 

turnaround e f f o r t .  Ash pursued an aggressive  program o f  new 

product developm ent, la r g e ly  through a s e r ie s  o f  a c q u is it io n s .
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W hile  h is  e f f o r t s  led  to  growth in  product scope and s a le s , h is  

te n u re  was marked by f in a n c ia l  and m anagerial chaos, and he was 

summ arily dism issed in  1981.

Ash was rep laced  by Roy B la c k , who had developed a 

re p u ta tio n  as a turnaround s p e c ia l is t  a t  Maremont C o rp o ra tio n . 

B lack brought w ith  him Joe. B. Freeman, as h is  c h ie f  f in a n c ia l  

o f f i c e r .  Jean A l la r d ,  an in f lu e n t ia l  member o f  AM 

In t e r n a t io n a l ’ s had a ls o  served as member o f  Maremont’ s board. 

As recounted above, B lack f i r s t  moved to  s tra ig h te n  o u t AM 

In t e r n a t io n a l ’ s f in a n c ia l  re co rd s . On d isc o v e rin g  th e  m ajor 

o versta tem en ts  o f  perform ance d u rin g  th e  Ash a d m in is tra t io n ,  

Black resigned and sued AM In te r n a t io n a l fo r  breach o f c o n tra c t  

o f  h is  employment agreem ent, a s u i t  u l t im a te ly  s e t t le d  f o r  $ 1 .7  

mi 11 io n .

Black was rep laced  by Freeman, h is  c h ie f  f in a n c ia l  o f f ic e r  

and form er c o lle ag u e  a t  Maremont. Freeman was CEO when AM 

In te r n a t io n a l f i l e d  fo r  bankruptcy in  A p r i l ,  1982. W ith in  a 

y e a r , under Freeman’ s le a d e rs h ip , AM In te r n a t io n a l re tu rn e d  to  

p r o f i t a b i l i t y  and developed a re o rg a n iz a tio n  p la n . In  s p ite  o f  

h is  success, Freeman was fo rc e d  to  re s ig n  in  January o f  1984, 

s e ve ra l months b e fo re  th e  e xecu tio n  o f  th e  re o rg a n iz a t io n  p la n . 

By h is  own assessment and th a t  o f  o th e rs , Freeman was an 

e x c e l le n t  f in a n c ia l  p la n n e r, bu t weak on human r e la t io n s  

s k i l l s .  He f a i le d  to  develop su b o rd in a te  lo y a l t ie s  and 

a lie n a te d  key members o f th e  Board.
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Freeman was re p lac ed  by M erle  H. Banta, a member o f  th e  

Board and CEO o f a sm all C a l i fo r n ia  f ir m . The announced 

j u s t i f i c a t i o n  f o r  th e  rep lacem ent o f Freeman by Banta was th a t  

in  the  postbankruptcy p e rio d  f in a n c ia l  s tre n g th  and experience  

would be le s s  im p o rtan t than s t r a te g ic  p lan n in g  and m arketing  

s k i l l s ,  areas  in  which Banta was b e lie v e d  to  be s tro n g . Banta 

completed th e  re o rg a n iz a t io n  in  September 1984 and has 

continued as CEO s in c e  th a t  tim e .

D iscussion

The evidence from  th e  AM In te r n a t io n a l bankruptcy would 

appear to  support a number o f  p o te n t ia l ly  c o n f l ic t in g  

judgm ents. A t th e  beg inn ing  o f  th e  study p e rio d , th e  f ir m  was 

c le a r ly  in  d e c lin e  in  an in d u s try  in  which d ram atic  changes in  

technology were ta k in g  p la c e . The n e c e ss ity  o f  a tu rnaround, 

i f  th e  f ir m  was to  s u rv iv e , was c le a r .  A lthough c la s s if ie d  in  

th is  study as a f ir m  w ith  d e c lin in g  s a le s  in  a growing 

in d u s try , th e  f ir m  grew on an i n f 1a tio n -a d ju s te d  s a le s  basis  

every  y e a r , excep t th e  la s t  ye ar before  bankruptcy.

The turnaround a t  AM In te r n a t io n a l was underway when the  

a u d it  th a t  re ve a le d  th e  d is to r t io n s  in  th e  1981 annual re p o rt  

was re p o rte d . Had th a t  shock n o t occurred , AM In te r n a t io n a l  

m ight have been a b le  to  reco ver w ith o u t re s o rt in g  to  

bankruptcy . The tra n s fo rm a tio n  o f  AM In te r n a t io n a l th a t  took
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p lace  a f t e r  Roy Ash’ s d e p a rtu re  fo llo w ed  in  la rg e  measure Ash’ s 

s tra te g y  in  terms o f o b je c t iv e s , but not in  o p e ra tio n s . The 

t r a d i t io n a l  m echanical technology was updated and new 

e le c t ro n ic  and com puter-based products were in troduced  as Ash 

had planned. What was changed was o rg a n iz a tio n a l s tru c tu re  and 

o p e ra tio n a l c o n tro ls . Numerous sm all u n its  were e i th e r  so ld  

o f f  o r in co rp o ra ted  in to  la r g e r  u n its .  Cost c o n tro ls  were 

in s t i tu te d  and management overhead reduced. The moving o f  

c o rp o ra te  headquarters  from  Los Angeles to  Chicago a f t e r  Ash 

was dism issed had sym bolic as w e ll as p ra c t ic a l im p lic a t io n s ,  

j u s t  as Ash’ s move from C leve lan d  to  Los Angeles had when he 

took o ver.

The h is to ry  o f  AM In te r n a t io n a l can be seen as an example 

o f th e  successfu l use o f  b ankruptcy , one in  which l i t t l e  va lu e  

was d estro yed , a f ir m  was r e v i t a l iz e d ,  and bankruptcy costs  

were m in im ized . I t  could a ls o  be argued th a t  th e  turnaround  

could  ju s t  as w e ll have been com pleted w ith o u t th e  d is ru p tio n  

and co s t o f  th e  bankruptcy process.
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Appendix B2

BRANIFF INTERNATIONAL AIRWAYS 

Summary

Founded 1930. S in g le  business in  a i r  t r a n s p o r t .  

F a ilu re  pathway: Growing s a le s  in  a growing in d u s try .

Bankrupt 1982. A ssets $1008M. Exchange NYSE. 

Reorganized 1983. Assets $69M. Exchange OTC.

-3 5 9 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

F ig u re  B2.1

i— i 1000

760

i—i

YEARS BEFORE BANKRUPTCY

T a b le  B2.1

B r a n if f  In te r n a t io n a l  C orpora tion  
(B ankruptcy Y ear: 1982)

6

T o ta l Ass. mi 1 $ 572
S a les mi 1 $ 680
N et In c . mi 1 $ 26
Common Eq. mi 1 $ 189
L ia b . mi 1 $ 345
Stock P ric e $ 10.88
ROI % 4.61

Z 2 .2 2
NZ5V 1.15
NZ2V 1 .33

years  be fo re  bankruptcy
4 3 2 1

855 1135 1107 1008
972 1346 1452 1189

45 -4 4 -131 -161
250 199 66 -9 4
554 918 994 996

12 .75 8 .5 0 5 .0 0 2 .2 5
5 .2 9 -3 .9 1 -1 1 .8 7 -1 5 .9 3

2 .0 2 1 .29 .91 .4 4
.99 .38 - .1 4 - . 7 4

1 .19 .61 . 10 - . 5 4

5

655
791

36
220
385

9 .6 3
5 .5 6

2 . 2 2  
1 . 1 2  
1 .31
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H is to r ic a l  Background

B r a n if f  A irw ays was founded in  1330 by Thomas E. 

S r a n if f  in  Oklahoma C ity ,w h e re  i t  remained u n t i l  i t  moved to  

D a lla s , Texas in  1942. O r ig in a l ly  a re g io n a l c a r r ie r ,  B r a n if f  

played a m ajor a i r  t ra n s p o r t  ro le  in  World War I I ,  and during  

t h a t  p e rio d  began i t s  expansion in to  L a t in  A m erica. A f te r  

World War I I ,  B r a n i f f  expanded u n t i l  by 1980 i t  served most o f  

th e  f i f t y  s ta te s , in c lu d in g  A laska and H a w a ii, and overseas  

d e s tin a tio n s  from  Hong Kong to  P a r is . I t s  dom estic s e rv ic e  was 

cen tered  on i t s  D a l la s -F t .  Worth base, b u t i t  a ls o  had m ajor 

gateways to  L a tin  Am erica from New York and M iam i, and to  

Europe from  Boston.

In d u s try  Factors

During th e  fo rm a tiv e  years p r io r  to  1938, co m p etitio n  in  

th e  a i r l i n e  in d u s try  was c h a o tic  w ith  o ccas io n a l in te rv e n tio n  

by government a g e n c ie s . By 1938 a i r  t ra n s p o r t  had become 

recognized  as a m ajor n a tio n a l reso urce , w ith  m a il s e rv ic e  then  

a t  le a s t  as im p o rta n t as passenger s e rv ic e , and th e  Federal 

government e s ta b lis h e d  a new re g u la to ry  agency fo r  commercial 

a i r  t r a n s p o r t ,  th e  C iv i l  A eron autics  Board (CAB). In  1978, as 

p a r t  o f  a la r g e r  p u b lic  p o lic y  s h i f t  to  d e re g u la t io n , Congress 

passed le g is la t io n  a b o lis h in g  th e  CAB and most o f  i t s  

re g u la to ry  fu n c t io n s . D e re g u la tio n  and re tu rn  to  f r e e  

co m p e titio n  was scheduled to  ta k e  p lace  over a p e rio d  o f  years
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ending January 1, 1985, a schedule th a t  was m a in ta in e d . The 

C iv i l  A ero n au tics  Board, which fo r  f o r t y  years  had been th e  

Federal re g u la to ry  agency fo r  commercial a i r  t ra n s p o r t , was 

phased o u t, bu t th e  Federa l A v ia tio n  A d m in is tra tio n , which  

re g u la te d  a i r  s a fe ty  and helped to  support ground s e rv ic e s , was 

re ta in e d .

In  a d d it io n  to  d e re g u la t io n , th e  a i r l i n e  in d u s try  was 

b u ffe te d  by ra p id ly  r is in g  energy p r ic e s , a s h i f t  from  

p ro p e lle r  to  je t-p o w e re d  a i r c r a f t ,  and environm enta l concerns 

over no ise and o th e r  adverse environm ental e f f e c t s .  Expansion 

o f a ir p o r ts  and su p p o rtin g  f a c i l i t i e s  was proceeding more 

s lo w ly  than th e  growth in  a i r  t r a f f i c .  Added to  th ese  ongoing  

problems was th e  a i r  c o n t r o l le r s ’ s t r ik e  o f  1981, which led  to  

t h e i r  w ho lesa le  f i r i n g  by th e  Reagan a d m in is tra t io n . The 

re b u ild in g  o f  th e  a i r  c o n tro l system fo llo w in g  th e  s t r ik e  has 

h u rt a l l  th e  a i r l in e s  down to  the  p resen t t im e .

The end o f  re g u la t io n  led  to  c h a o tic  c o m p e titio n  in  th e  

in d u s try , as o ld  l in e s  expanded, new lin e s  were s ta r te d , and 

p r ic e  became th e  dominant c o m p e titiv e  fa c to r .  Com puterized  

re s e rv a tio n  systems and hub-and-spoke f l i g h t  schedules  

c o n tr ib u te d  to  th e  changing technology o f  th e  in d u s try . Labor 

costs  had been kept h igh by union agreements p r io r  to  

d e re g u la tio n , bu t had no t been o f much c o m p e tit iv e  im portance  

as th e  wage standards  were la rg e ly  in d u s try -w id e  and had been 

t re a te d  as f ix e d  costs  by th e  CAB in  ra te  s e t t in g .  A f te r
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d e re g u la tio n , s e v e ra l o f  th e  new e n tra n ts  in  th e  in d u s try  were 

nonunion, low wage f ir m s , which enjoyed a m ajor cost advantage. 

The g e n e ra lly  depressed c h a ra c te r o f  th e  in d u s try  was r e f le c te d  

in  o v e ra ll n e t losses f o r  1981 and 1982. M ergers, 

a c q u is it io n s , and b ankrup tc ies  were c h a r a c te r is t ic  o f  th e  

in d u s try  d u ring  th is  p e rio d .

Fi rm Factors

Under CAB re g u la t io n  th e re  were th re e  m ajor in d u s try  

segments: high d e n s ity  in t e r c i t y  ro u te s , noncom petitive  s e rv ic e  

on less  t r a v e l le d  ro u te s , and in te rn a t io n a l ro u te s . A ir l in e s  

were c la s s if ie d  by th e  CAB as "m ajo r” a i r l in e s ,  those serv in g  

th e  e n t ir e  n a tio n  o r la rg e  p o rtio n s  o f i t  w ith  prim ary focus on 

th e  c o m p e titiv e  in t e r c i t y  ro u tes ; " n a tio n a l"  a i r l in e s ,  which 

were more l im ite d  in  t h e i r  coverage and p r im a r ily  operated  in  

noncom petitive  m arkets; o r " re g io n a l,"  f re q u e n tly  known as 

commuter a i r l in e s .  B r a n if f  was c la s s if ie d  as a "major" 

a i r l i n e ,  but i t  was much s m a lle r  than th e  g ia n ts , American, 

D e lta , E as tern , TWA, and U n ited , and a c o n s id e ra b le  p o rtio n  o f  

i t s  revenues came from i t s  noncom petitive  re g io n a l ro u te s .

In  1965 H arding Lawrence moved from  C o n tin e n ta l A ir l in e s  

to  B ra n if f  and im m ediate ly  began a co rp o ra te  campaign to  move 

B ra n if f  from a sm all re g io n a l a i r l i n e  in to  a n a tio n a l g ia n t .

In  the p erio d  from  1965 to  1978, th e  B r a n if f  s tra te g y  was 

h ig h ly  s u c c e s s fu l. O p erating  revenues in creased  every y e a r,
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r is in g  from $ 1 3 4 .8  m il l io n  in  1965 to  $972.1 m il l io n  in  1978. 

Growth in  n e t income was less  s te ad y , but i t  grew from  $ 9 .4  

m ill io n  in  1965 to  $ 4 5 .2  m il l io n  in  1978.

The most im p o rta n t im mediate e f f e c t  o f d e re g u la tio n  f o r  

B r a n if f  was a d e c is io n  by th e  CAB to  a l lo c a te  ap p ro x im ate ly  

1300 ro u tes  th e y  had id e n t i f ie d  as com m ercially  f e a s ib le ,  bu t 

which were no t c u r r e n t ly  assigned , to  th e  a i r l in e s  on a f i r s t  

c o m e -f irs t  served b a s is . The CAB added a p ro v is io n  th a t  th e  

a i r l in e s  had to  begin s e rv ic e  on th e  new rou tes  w ith in  a very  

l im ite d  p e rio d  o f  tim e  i f  they  wished to  e n te r  those m arkets . 

For Lawrence t h is  appeared to  be th e  "window o f  o p p o rtu n ity "  

fo r  which he had been p re p a rin g  B r a n if f  fo r  over a decade. 

A pparen tly  he a ls o  b e lie v e d  th a t  d e re g u la tio n  would no t la s t  

and th a t  the  window would be open f o r  on ly  a s h o rt t im e . 

B r a n if f  a p p lie d  f o r  more than 400 o f  the  new rou tes  and began 

to  implement th e  la rg e s t  o n e-year expansion o f a i r l i n e  s e rv ic e  

by a s in g le  company in  th e  h is to ry  o f the  in d u s try . B r a n if f  

rushed in to  s e rv ic e  w ith  newly h ire d  employees and w ith  leased  

planes and f a c i l i t i e s  w h ile  p la c in g  huge o rd ers  fo r  new p lanes  

I t  d id  not ta k e  long f o r  B r a n if f  to  recogn ize  th a t  i t  was in  

deep t r o u b le . The A i r l in e  D e re g u la tio n  A ct was signed in  

O ctober o f  1378 and by December o f  th a t  year B r a n i f f  had a 

m ajor p o rtio n  o f  i t s  expansion underway. The f i r s t  two 

q u a rte rs  o f 1979 were p r o f i t a b le ,  but in  th e  th i r d  q u a r te r ,  

n o rm ally  a good q u a r te r  in  a seasonal in d u s try , B r a n if f  lo s t  

about $10 m i l l io n  and ended th e  year w ith  a loss  o f  $44
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mi 11 i o n .

In  1980 th e  p u b lic  awareness o f B r a n i f f ’ s f in a n c ia l  

s itu a t io n  grew w ith  banks c u t t in g  o f f  l in e s  o f  c r e d i t  and 

Standard and Poor’ s lo w ering  t h e i r  bond r a t in g .  B r a n i f f  

attem pted  w ith  l im ite d  success to  lease o r  s e l l  a i r c r a f t  to  

augment i t s  cash f lo w . S e rv ic e  was c a n c e lle d  o r  reduced on 

many ro u te s , p a r t ic u la r ly  th e  newer in te r n a t io n a l rou tes  to  th e  

Far East and Europe. In  la t e  1980 B ra n if f  arranged a 

re s tr u c tu r in g  o f i t s  lo n g -te rm  d eb t w ith  th e  banks and 

insurance companies in  exchange f o r  p u tt in g  up a la rg e  share o f  

i t s  p lanes and o th e r  equipm ent as c o l l a t e r a l .  Losses in  1980 

came to  $129 m i l l io n ,  and th e  a u d ito r ’ s re p o r t  f o r  th e  year 

c a r r ie d  a warning th a t  B r a n i f f  m ight not be ab le  to  co n tin u e  as 

a going concern.

In  1981 th e  d e c lin e  a c c e le ra te d  w ith  each new a ttem p t to  

reco ver c re a tin g  new lo ss e s . W ith  d e c lin in g  customer 

confidence  and in creased  p r ic e  co m p etitio n  in  th e  in d u s try , 

B r a n i f f  c u t fa r e s , which fu r th e r  reduced income. Domestic 

f l i g h t s  were reduced and more p lan es  leased . Passenger m iles  

f e l l  by 25% in  1981 compared to  1980. The a i r  c o n t r o l le r s ’ 

s t r ik e  in  th e  summer o f 1981 caused a d d it io n a l problem s. W ith  

t h e i r  new c o l la t e r a l  th e  banks were less th re a te n in g  in  th e  

f i r s t  h a l f  o f  th e  y e a r , bu t by September th e  pressures  were on 

a g a in . B r a n if f  n e g o tia te d  d e fe r r a ls  o f p r in c ip a l payments and 

fo rg iv e n e s s  o f  some in te r e s t  w ith  i t s  bankers, bu t i t  was
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fo rc e d  to  in crease  i t s  mortgages on i t s  rem ain ing unpledged  

p ro p e rty . Losses in  1981 in creased  to  $161 m i l l io n ,  up from  

$131 m il l io n  in  1980.

Ecebaokruptdy E ln ap ffj . ^.1 Performance

Table  B2.1 and F ig u re  B2.1 p ro v id e  th e  b as ic  f in a n c ia l  

perform ance in fo rm a tio n . As in d ic a te d  on those ta b le s  and th e  

d e s c r ip t iv e  s e c tio n  above, B r a n i f f ’ s p r o f i t a b i l i t y  ended w ith  

d e re g u la tio n  and fu r th e r  d e c lin e d  th e r e a f te r .  T y p ic a l o f  many 

f a i l i n g  f irm s , B r a n i f f  fo llo w e d  a growth s tra te g y  based on 

d e b t. Assets and s a le s  grew a t  h igh ra te s , bu t th e  growth came 

a t  th e  expense o f  p r o f i t s .  A ir l in e s  are  p a r t ic u la r ly  

v u ln e ra b le  to  p r o f i t le s s  growth because t h e i r  f ix e d  costs  a re  

high on two sep a ra te  fa c to r s . The f i r s t  is  th e  c a p ita l  co s t o f  

a irp la n e s , w hether they  f l y  o r n o t. The second is  th e  h igh  

cost o f  f l i g h t  o p era tio n s  independent o f passenger lo ad s.

Labor, f u e l ,  and lan d in g  r ig h ts  costs  are  n e a r ly  independent o f 

the  number o f  paying passengers on a p lan e . A l l  a i r l in e s  tend  

to  be s im i la r ly  a f fe c te d  by seasonal and c y c l ic  demand, which 

in te n s i f ie s  c o m p e titio n . Under re g u la t io n , fa r e  c o m p e titio n  

was no t an im p o rtan t c o m p e tit iv e  weapon, but beg inn ing  in  1979 

d e re g u la tio n  opened th e  door to  fa r e  wars. The problems were 

compounded by in d u s try  in ex p e rie n c e  w ith  p r ic e  c o m p e titio n . 

B r a n i f f ’ s problems were more severe  than those o f most o th e r  

a i r l i n e s ,  in  p a r t  because o f  i t s  ra p id  grow th, and in  p a r t  

because many o f  i t s  new m arket e n t r ie s  were a v a i la b le  on ly
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because they had no t been considered econom ically  v ia b le  under 

re g u la t io n .

In  1972, b e fo re  th e  d e re g u la tio n  debate began, B r a n if f  

shares so ld  as h igh as $19 .63  per share on earn ings  o f  $ 0 .8 5  

per share and no d iv id e n d s . In  s p ite  o f  in c re a s in g  per share  

earn in g s  and and th e  i n i t i a t i o n  o f  a d iv id e n d , s tock  p r ic e s  

f e l l  s h a rp ly  u n t i l  1975, h i t t in g  a low o f  $4 .5 0  per share in  

1974. In  1978 s tock  p r ic e s  rose to  $ 18 .63  on record  earn ings  

o f $2 .26  per share and d iv id en d s  o f $ 0 ,3 4 5 . In  1981 stock  

p ric e s  f e l l  to  $ 2 .0 0  p e r share , and in  1982 th e  s tock  became 

alm ost w o rth le s s , s e l l in g  as low as $0 .1 9  per sh are .

The bankruptcy p re d ic t io n  scores c lo s e ly  trac k e d  B r a n i f f ’ s 

f in a n c ia l  d e c lin e , w ith  a l l  th re e  p re d ic tio n  models g iv in g  

c lo s e ly  p a r a l le l  r e s u lts .  A ir l in e  Z -scores a re  t y p ic a l ly  low, 

as a i r l in e s  a re  c a p ita l  in te n s iv e , and high d eb t s t ra te g ie s  are  

common. The h igh ra te  o f a i r l i n e  b an kru p tc ies , even under 

r e g u la t io n , confirm s th e  approp riateness  o f th e  low Z -s c o re s . 

The Z-scores  a ls o  a re  good in d ic a to rs  o f  re o rg a n iz a tio n  v a lu e . 

B r a n i f f ’ s f in a l  scores were much lower than those o f  

C o n tin e n ta l A ir l in e s ,  which fo llo w ed  B ra n if f  in to  bankruptcy in  

1983. B r a n i f f  had a v e ry  low bankruptcy payout and was 

reo rg an ized  w ith  less  than  ten  per cent o f  i t s  prebankruptcy  

a s s e ts . C o n tin e n ta l re p a id  i t s  c re d ito rs  in  f u l l  and emerged 

from  bankruptcy la r g e r  than i t  went in .
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B ankruptcy Proceedings and Outcome

By January o f 1982, bankruptcy p lan s  were beginn ing  to  be 

discussed. B r a n i f f  agreed to  lease i t s  South American 

o p era tio n s  to  Pan A m erican, bu t the arrangem ent was re je c te d  by 

th e  CAB on monopoly grounds, s ince  Pan American was one o f 

B r a n i f f ’ s c h ie f  c o m p e tito rs  in  th a t  re g io n . A hasty  sw itch  to  

s e l l  th e  l in e s  to  E as te rn  came too la te  to  h e lp . In  March a 

p a y ro ll was m issed, and as the  s itu a t io n  continued  to  

d e te r io r a te ,  more and more s u p p lie rs  began to  demand cash in  

advance fo r  fu e l and o th e r  s u p p lie s . T ra v e l ag en ts , who are  

resp o n s ib le  f o r  7Q-805S o f  a l l  a i r l i n e  t i c k e t  s a le s , s h if te d  

t r a f f i c  away from  B r a n i f f  u n t i l ,  a t  th e  end, those s a le s  had 

been c u t in  h a l f .  The end came on May 13, 1982, when B ra n if f  

In te r n a t io n a l ,  In c . ,  B r a n i f f  A irw ays, In c . ,  and B r a n i f f  R e a lty , 

In c . a l l  f i l e d  bankruptcy p e t it io n s  and c losed  down a l l  

o p e ra tio n s .

The e s tim ate d  c la im s  a g a in s t B r a n if f  t o t a l le d  $1256 

m il l io n  d o lla r s  a g a in s t an es tim ated  l iq u id a t io n  v a lu e  o f  about 

$475 m il l io n .  The secured c r e d ito rs  were faced  w ith  th e  most 

d i f f i c u l t  d e c is io n . I f  th e  f ir m  was l iq u id a te d , th e y  could  

c la im  e s s e n t ia l ly  a l l  th e  proceeds l e f t  a f t e r  th e  p r io r i t y  

c la im s  were p a id , bu t t h e i r  es tim ated  payout was s u b s ta n t ia l ly  

les s  than t h e i r  c la im . For a l l  lower p r io r i t y  c la s s e s , 

re o rg a n iz a tio n  o f fe r e d  a t  le a s t  th e  hope o f some r e tu r n , which 

l iq u id a t io n  d id  n o t. The re o rg a n iz a tio n  p lan  adopted was a
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compromise between to t a l  l iq u id a t io n  and re es ta b lis h m en t o f th e

business. The f ir m  was p e rp e tu a te d , but most o f  th e  assets

were so ld  to  pay o f f  c r e d ito r s .

Table  B 2.2 shows th e  approxim ate  d is t r ib u t io n  o f  th e  

B r a n if f  a s s e ts . The s e ttle m e n t was com plicated by im balances  

in  th e  c la im s  and assets  between sep a ra te  B r a n if f  u n its .  

C re d ito rs  o f  th e  co rp o ra te  h o ld in g  company fa re d  somewhat 

b e t te r  than th e  c r e d ito r s  o f  th e  a i r l i n e  o p e ra tin g  s u b s id ia ry ,  

which was by f a r  th e  la rg e s t  e n t i t y .  Only the sm all p r io r i t y  

c la im a n t c lasses  rece iv ed  f u l l  s e ttle m e n ts . Even th e  secured  

c r e d ito rs  re c e iv e d  le s s  than  f u l l  s e ttle m e n ts , and much o f  

those were t ie d  up in  a slow as se t l iq u id a t io n  p la n . Large 

amounts o f  new stock  were issued w ith  on ly  token amounts going  

to  th e  o r ig in a l  s to c k h o ld e rs . The new stock was broken up in to  

a complex mix o f common and p re fe r re d  w ith  vary in g  v o tin g  and 

l iq u id a t io n  p r i o r i t i e s .  None o f  th e  stock  had im m ediate m arket

v a lu e , and fu tu r e  va lues  were h ig h ly  s p e c u la tiv e .

B r a n if f  f i l e d  fo r  bankruptcy w ith  a d e c la ra tio n  o f  

in te n t io n  to  re o rg a n ize  and resume o p e ra tio n s  as a going  

concern. There were no le g a l b a r r ie r s  to  i t s  c o n tin u in g  

o p e ra tio n  in  bankruptcy , bu t B r a n i f f  had n e ith e r  a p lan  nor the  

resources f o r  a qu ick  resum ption o f business. As a r e s u lt  

B r a n i f f ,  never resumed i t s  f l i g h t  o p e ra tio n s , and o n ly  some 

very  sm all c o n tra c t  ground o p e ra tio n s  were co n tin u ed . For a l l  

p r a c t ic a l purposes, B r a n i f f  was c losed  down throughout th e
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Table B2.2

B r a n if f  Bankruptcy S e ttlem en ts

C la im ant C lass C laim s S e ttle m e n ts
($  in  m il l io n s , shares in  thousands)

A d m in is tra tiv e $ 16 Cash $ 15

P r io r i t y  Wages $ 18 Cash $ 18

Taxes $ 6 Cash $ 6

M echanics’ L iens $ 2 Assets $ 2

S en io r C re d ito rs $467 Cash $ 25
Assets $ 319
P re f.S to c k 950 sh.
W arrants 526 sh.

Unsecured C re d ito rs $700 Cash $ 3
P re f . Stock 1, 750 sh.
Com. Stock 1 , 164 sh.

P re f . S tockho lders $47 Com. Stock 60 sh.

Com. S tockho lders  21 ,000 sh. Com. Stock 170 sh.

Reorganized B r a n if f Cash $ 28
Assets $ 58

T o ta l $1 ,256 Cash $ 96
Assets $ 379
P re f . Stock 2 , 700 sh.
Com. Stock 1 , 394 sh.
W arrants 526 sh.
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bankruptcy p e r io d . P lanes, a ir p o r t  g a te s , and o th e r  assets  

were m othballed a t  co n s id e rab le  ongoing expense and co n tin u in g  

d e p re c ia t io n .

There was no consensus on th e  p a r t  o f  the  c r e d ito r s  about 

re o rg a n iz a t io n . In  p a r t ic u la r ,  th e  p u b lic  bondholders b e lie ve d  

t h e i r  best in te r e s ts  would be served by com plete l iq u id a t io n .  

More g e n e ra lly , th e  f in a n c ia l  and o p era tin g  c o n d itio n  o f  

B r a n if f  had been a llow ed to  d e te r io ra te  so badly th a t  i t  was 

no t ab le  to  re o rg a n ize  w ith  i t s  own resources, and i t  was not 

an a t t r a c t iv e  o p p o rtu n ity  f o r  o u ts id e  in v e s to rs .

Before th e  bankruptcy B r a n if f  had been n e g o tia t in g  w ith  

o th e r a i r l in e s  about p o ss ib le  mergers o r jo i n t  ven tu res  o f some 

ty p e , but no th ing  was accom plished. A f te r  bankruptcy th e  ta lk s  

con tin u ed , but no agreements were reached. A f te r  n e a rly  a year 

o f unsuccessful a ttem p ts  to  reo rg an ize  i t s  f l i g h t  o p e ra tio n s , 

B r a n if f  in i t ia t e d  a p lan  to  s e l l  a l l  i t s  planes to  Texas A ir ,  

In c . ,  and to  resume business as a very sm all ground maintenance 

o p e ra tio n . Th is  p lan  had l i t t l e  to  o f fe r  to  c re d ito rs  and was 

dropped.

A f te r  more than a year o f  unsuccessful a ttem p ts  to  

re o rg a n iz e , th e  H y a tt o rg a n iz a tio n  was induced to  c a p i ta l iz e  

th e  re o rg a n iz a tio n  o f B r a n i f f  as a an a i r l i n e  about o n e -te n th  

o f i t s  o r ig in a l s iz e .  H y a tt  was a group o f c o rp o ra tio n s
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C o rp o ra tio n , which op era ted  th e  H y a tt h o te ls , bu t th e re  were a 

v a r ie ty  o f  o th e r  businesses. The P r i t z k e r  fa m ily  had la rg e  

f in a n c ia l  resources and a re p u ta tio n  fo r  e n tre p re n e u r ia l  

u n d e rtak in g s . One o f  th e  m ajor in c e n tiv e s  f o r  th e  H y a t t  

investm ent in  B r a n if f  was th e  p o te n t ia l  v a lu e  o f  B r a n i f f ’ s $347 

m il l io n  ta x  loss c a rry fo rw a rd , which could be used by th e  

P r itz k e rs  to  s h e lte r  income in  t h e i r  o th e r  businesses. The 

n e g o tia tio n s  w ith  H y a tt  were d i f f i c u l t  w ith  th e  s e n io r  

c r e d ito rs  tu rn in g  down s e ve ra l e a r ly  proposals by th e  o ld  

management and H y a tt .  L a te r  h ag g lin g  over th e  d e t a i ls  o f  th e  

lease  o f  p lanes by th e  L iq u id a tin g  T ru s t to  New B r a n i f f  delayed  

th e  com pletion o f th e  re o rg a n iz a t io n . F in a l ly ,  in  J u ly  o f  

1983, w ith  Bankruptcy C o u rt-e s ta b lis h e d  tim e  d e a d lin e s  running  

o u t, a d e f in i t iv e  agreem ent was reached and approved. The 

f in a l  Bankruptcy C ourt s e ttle m e n t came in  September 1983.

W ith these  a c tio n s  com plete , th e  B r a n if f  h o ld in g  company 

changed i t s  name to  Dal f o r t  C o rp o ra tio n . D a l fo r t  re ta in e d  th e  

ground s e rv ic e  and le a s in g  businesses o f  o ld  B r a n if f  and 

o rgan ized  B r a n i f f ,  I n c . ,  a new s u b s id ia ry , to  resume a i r l i n e  

o p e ra tio n s . B r a n i f f ,  In c . was re c h a rte re d  in  November 1983 as 

a Nevada c o rp o ra tio n . The s ta r t -u p  fo r  th e  new a i r l i n e  was 

scheduled fo r  March 1, 1984. B r a n if f  had th re e  m ajor a s s e ts  in  

th e  s ta r t -u p ,  th e  c a p ita l  p rov id ed  by H y a tt , a fa v o ra b le  lease  

f o r  t h i r t y  p lanes provided under th e  bankruptcy agreem ent, and 

an experienced work fo rc e  eager to  g e t back to  work. The b as ic  

s tra te g y  fo r  th e  new a i r l i n e  was based on s u p e rio r  q u a l i t y
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s e rv ic e  a t  re g u la r  coach fa re s  and low c o s ts . The new 

o p e ra tio n  re ta in e d  th e  o ld  union a f f i l i a t i o n s ,  bu t w ith  

s u b s ta n tia l wage concessions. S ince re o rg a n iz a t io n , B ra n if f  

has pursued a number o f  d i f f e r e n t  s t r a te g ie s ,  bu t none has been 

p r o f i t a b le .  Too sm all to  compete e f f e c t iv e ly  in  th e  in d u s try , 

i t  s u rv iv e s , but th e re  is  evidence to  suggest t h a t  f in a n c ia l  

c o n s id e ra tio n s , in c lu d in g  a s se t l iq u id a t io n  v a lu e s , p o te n tia l  

m ergers, and ta x  b e n e f its ,  have more to  do w ith  th e  d e la y  in  

b rin g in g  th e  f in a l  d is s o lu t io n  o f  B r a n if f  than any hope o f  

making th e  u n d ertak in g  s u c c e s s fu l.

M anageria l Turnover

Leadership o f  B r a n i f f  changed tw ic e  in  two years  du ring  

B r a n i f f ’ s d e c lin e . A t th e  end o f  1980, H arding Lawrence, who 

had guided B r a n i f f ’ s expansion f o r  a decade, re s ig n e d  a t  th e  

request o f  th e  Board. The p rim ary  pressure f o r  Lawrence’ s 

re s ig n a tio n  came from  banks and insurance companies th a t  had 

th e  power to  c u t o f f  e s s e n t ia l fu n d in g . He was rep lac ed  by 

John J . Casey, a B r a n i f f  V ic e  P re s id e n t w ith  a background in  

o p e ra tio n s , but l i t t l e  exp erien ce  in  fin a n c e  o r  m a rk e tin g . He 

was s e le c te d  p r im a r i ly  on h is  a b i l i t y  to  deal w ith  th e  unions. 

The Board d id  no t have f u l l  confidence in  Casey and s t ip u la te d  

t h a t  he would c o n s u lt th e  Board on a l l  im p o rtan t d e c is io n s .

Under Casey’ s le a d e rs h ip  B r a n if f  continued to  d e c lin e . In  

September 1981, Howard Putnam was h ire d  by th e  Board as
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P re s id e n t and C h ie f O perating  O f f ic e r ,  le a v in g  Casey o n ly  a 

l im ite d , la r g e ly  cerem onial r o le .  A t th e  t im e , Putnam was 

s e rv in g  as P re s id e n t o f  Southwest A ir l in e s ,  a s m a lle r , but 

h ig h ly  p r o f i ta b le  re g io n a l co m p etito r o f  B r a n i f f ’ s in  Texas. 

Putnam brought w ith  him h is  c h ie f  f in a n c ia l  o f f i c e r ,  P h i l l i p  

G u th r ie . In  January 1982, Putnam was made B r a n if f  C h ie f  

E xecu tive  O f f ic e r ,  a p o s it io n  he he ld  u n t i l  th e  bankruptcy  

proceedings were com plete. John Casey resigned  in  March o f  

1982 to  ta k e  an e x e c u tiv e  p o s it io n  a t  Pan American A irw ays.

Putnam c a r r ie d  th e  prim ary r e s p o n s ib i l i ty  f o r  the  

re o rg a n iz a tio n  o f  B r a n i f f .  S ince B r a n if f  had d isc o n tin u ed  a l l  

o f i t s  f l i g h t  o p e ra tio n s  and most o f  i t s  r e la te d  ground 

a c t iv i t i e s ,  Putnam was a b le  to  d i r e c t  a l l  o f  h is  e f f o r t s  toward  

management o f  th e  bankruptcy and re o rg a n iz a t io n . However, 

Putnam had l i t t l e  success in  f in d in g  support fo r  a f u l l - s c a le  

re o rg a n iz a t io n . H is  la ck  o f  success led  o th e r p la y e rs  to  

pursue independent re o rg a n iz a tio n  p la n s . A p p aren tly  w ith o u t  

th e  knowledge o f  B r a n i f f ’ s management, two r e t i r e d  B r a n if f  

p i lo t s  made an approach to  H y a tt C o rp o ra tio n  to  f in a n c e  th e  

re s to ra t io n  o f  th e  a i r l i n e .  An e a r l i e r  a ttem p t by management 

to  g e t H y a tt p a r t ic ip a t io n  in  th e  re o rg a n iz a tio n  had been 

un su ccessfu l. The p i l o t s ’ in te rv e n t io n  led  to  fu r th e r  

d iscu ss io n s  between B r a n if f  and H y a tt , which cu lm inated  in  

H y a t t ’ s agreem ent to  f in a n c e  the  re o rg a n iz a t io n . H y a tt was a 

group o f  c o rp o ra tio n s  c o n tro lle d  by th e  P r i t z k e r  fa m ily .  Jay 

P r i t z k e r ,  th e  le a d in g  fa m ily  member in  th e  B r a n if f
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re o rg a n iz a tio n , became Chairman o f  th e  Board o f  D a l fo r t ,  th e  

new ho ld in g  company, and B r a n if f ,  In c . ,  th e  new a i r l i n e  

c o rp o ra tio n . H is  b ro th e r and son became board members. The 

P r itz k e r s  then re c ru ite d  W illia m  D. S la t t e r ly ,  V ice  

P re s id e n t- In te rn a t io n a l D iv is io n  o f Trans World A ir l in e s ,  to  

serve  as P re s id e n t o f  th e  new B r a n if f ,  In c .

BiasMsaApo

The B r a n if f  bankruptcy scen ario  was c o n s is te n t w ith  the  

general f in d in g s  in  th e  s tudy . I t s  d e c lin e  was rooted in  the  

e x te rn a l s tre s s  o f  a i r l i n e  d e re g u la tio n . Based on th e  f a u l ty  

assumption th a t  d e re g u la tio n  would be a tem porary phenomenon, 

th e  management undertook a ra p id  expansion funded by n e a rly  

t r i p l i n g  the deb t le v e l .  The o p e ra tin g  o rg a n iz a tio n  was 

incap ab le  o f making e f f e c t iv e  use o f th e  expanded a ss e t base 

and p r o f i t s  d e c lin e d . B r a n if f  r a t io n a liz e d  th e  continued  

u n p ro f ita b le  expansion on th e  b e l ie f  th a t  t h is  a a 

o n c e - in -a -1 ife t im e  “window o f  o p p o rtu n ity"  th a t  would slam shut 

w ith  th e  re tu rn  to  re g u la t io n . Mismanagement o f  o p e ra tio n s  and 

bad employee r e la t io n s  compounded th e  problem.

The d e c lin e  continued u n t i l  l i a b i l i t i e s  exceeded assets  by 

h a l f  a b i l l i o n  d o l la r s .  C h ao tic  o p era tio n s  had d riv e n  

customers away to  the  p o in t  th a t  th e re  was l i t t l e  demand and 

few resources. S h u ttin g  down o p era tio n s  on f i l i n g  fo r  

bankruptcy is  g e n e ra lly  a weak re o rg a n iz a tio n  s tra te g y , but in
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th is  case i t  probably  d id n ’ t  make any d if fe re n c e .

The re o rg a n iz a tio n  process was marked by high le v e ls  o f  

c o n f l ic t ,  w ith  bondholders suing mortgage ho lders  over 

prebankruptcy p r io r i t y  m a n ip u la tio n s , and o th e r c la im a n ts  suing  

on le s s e r issues . The re o rg a n iz a tio n  p lans re s u lte d  in  a  

successor much reduced in  s iz e ,  burdened w ith  debt and l i t t l e  

hope o f  p r o f i t a b i l i t y .  I t  was d riv e n  by ta x  loss  

c a rry fo rw a rd s , m anagerial p r id e , and a f lo o d  o f s p e c u la t iv e  

s to cks . In  no o th e r case s tu d ie d  was so much w ealth  squandered  

so q u ic k ly  in  th e  f a i lu r e  process. I t  remains a c la s s ic  

example o f  how not to  manage d e c lin e  and re o rg a n iz a t io n . In  

B r a n i f f ’ s defense i t  should be noted th a t  i t  s u ffe re d  from  an 

u n c e rta in  environm ent brought on by a i r l i n e  d e re g u la tio n  and 

th e  re v is io n  o f  th e  bankruptcy code, both adopted in  1978.
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Appendix B3

CONTINENTAL AIR LINES INC.

Summary

Founded 1934. C o n tro lle d  and s u b s ta n t ia l ly  owned by Texas Ai 

Corp. s in c e  1982.

S in g le  business in  a i r  t ra n s p o r t .

F a ilu r e  pathway: Growing s a le s  in  a growing in d u s try .

Bankrupt 1983. A ssets $843M. Exchange NYSE.

Reorganized 1986. Assets $1159M. Exchange ASE.
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YEfiRS BEFORE BRNKRUPTCY

Tab le  B3.1

C o n tin e n ta l A ir l in e s  
(B ankruptcy Year 1983)

years b e fo re  bankruptcy
6 5 4 3 2* 1*

T o ta l Ass. mi 1 $ 670 677 739 784 864 843
Sales mi 1 $ 657 775 928 992 1091 1094
Net In c . mi 1 & 26 49 -1 3 -21 -6 0 -27
Common Eq. mi 1 $ 179 229 213 191 131 114
L ia b i1. mi 1 $ 444 401 496 575 710 704
Stock P r ic e $ 9 .5 0 8 .7 5 10.00 11 .00 4 .3 8 6 .1 3
ROI % 3 .8 3 7 .2 6 -1 .79 -2 .6 4 -6 .9 9 -3 .2 2

2 1 .52 1 .78 1 .53 1 .33 .75 1.21
NZ5V .59 .79 .59 .44 - .1 8 - .0 2
NZ2V .78 1 .04 .86 .71 .25 .16

The d a ta  shown were taken  from  the  Compustat f i l e s .  Data from  
o th e r sources may d i f f e r  depending on th e  accounting  tre a tm e n t 
o f  tra n s a c tio n s  a s so c ia ted  w ith  th e  a c q u is it io n  o f  C o n tin e n ta l 
A ir l in e s  by Texas A ir  C orp o ra tio n  in  1982.
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H is to r ic a l  Background

C o n tin e n ta l A i r l in e s ’ h is to ry  goes back to  th e  

in c o rp o ra tio n  o f  Varney A ir  T ra n sp o rt in  Nevada in  1934. In  

1937 th e  f irm  was taken  over by R obert F. S ix  and renamed 

C o n tin e n ta l A ir l in e s ,  In c . R obert F. S ix , son o f a Los Angeles 

p la s t ic  surgeon and a high school d ropout, became one o f  th e  

legends o f  commercial a v ia t io n . Always an a d v e n tu re r, he 

learn ed  to  f l y  in  1929 and e s ta b lis h e d  a o n e -a irp la n e  a i r  

s e rv ic e , which went bankrupt d u ring  th e  depression . He then  

went to  China to  h e lp  in  th e  es tab lish m en t o f a i r  s e rv ic e  

th e re . When he re tu rn e d  in  1937, he borrowed money to  buy a 

c o n tr o l l in g  in te r e s t  in  Varney, then c a lle d  Varney S p eed lin es . 

S ix  was always something o f  a la r g e r - t h a n - l i f e  f ig u r e .  A 

p h y s ic a lly  b ig  man, he enjoyed p la y in g  th e  Western cowboy r o le ,  

was m arried  to  a s e r ie s  o f  w e a lth y , famous women, and was a 

prom oter o f th e  a i r l i n e  in d u s try . S ix  s tro n g ly  opposed th e  

d e re g u la tio n  o f  th e  a i r l i n e  in d u s try  d u ring  th e  p o l i t i c a l  

debate which led  to  th e  A i r l in e  D e reg u la tio n  A ct o f  1978, 

p re d ic t in g  th a t  co m p etitio n  would lead to  d e c lin in g  standards  

o f s e rv ic e  to  passengers. S ix  had a re p u ta tio n  as a 

hands-on-manager who was in vo lved  in  every  d e ta i l  o f  th e  

business.

L ike  a l l  a i r l in e s  o f  th a t  p e r io d , C o n tin e n ta l remained 

sm all u n t i l  a f t e r  World War I I .  From revenues o f le ss  than  $10 

m il l io n  in  1950, C o n tin e n ta l went to  $61 m il l io n  in  1960, and
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to  $289 m il l io n  in  1970. L a te r  da ta  on an annual b as is  a re  

d is p la y ed  in  Tab le  B 3 .1 , and th e  s to ry  o f  th e  d e c lin e  and 

bankruptcy is  p rov id ed  in  a subsequent s e c tio n .

.In d u s try Background

D uring th e  f iv e - y e a r  p e rio d  p r io r  to  C o n tin e n ta l A i r l in e s ’ 

bankruptcy, 1977-1982 , th e  a i r l i n e  in d u s try  was undergoing  

tremendous change. In  1978 Congress passed th e  A i r l in e  

D e re g u la tio n  A ct o f  1978, which provided f o r  a gradual 

e lim in a t io n  o f re g u la t io n  o f  fa re s  and ro u tes  and o f  su b s id ies  

f o r  s e rv ic e s  to  s m a lle r  comm unities w ith  low t r a f f i c  volume. 

D e re g u la tio n  was scheduled to  be com plete by January 1, 1985. 

The C iv i l  A ero n au tics  Board, which fo r  fo r t y  years had been the  

Federa l re g u la to ry  agency f o r  commercial a i r  t r a n s p o r t ,  was 

phased o u t, bu t th e  Federa l A v ia tio n  A d m in is tra tio n , which 

re g u la te d  a i r  s a fe ty  and helped to  support ground s e rv ic e s , was 

re ta in e d .

In  a d d it io n  to  d e re g u la t io n , th e  a i r l i n e  in d u s try  was b u ffe te d  

by ra p id ly  r is in g  energy p r ic e s , a s h i f t  from  p r o p e lle r  to  

je t-p o w e re d  a i r c r a f t ,  and environm ental concerns over no ise  and 

o th e r adverse environm enta l e f f e c ts .  Expansion o f  a ir p o r ts  and 

sup p o rtin g  f a c i l i t i e s  was proceeding more s lo w ly  than  th e  

growth in  a i r  t r a f f i c .  Added to  these ongoing problems was the  

a i r  c o n t r o l le r s ’ s t r ik e  o f 1981, which lead  to  t h e i r  w holesale  

f i r i n g  by th e  Reagan a d m in is tra t io n . The re b u ild in g  o f  th e  a i r
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c o n tro l system fo llo w in g  th e  s t r ik e  has h u rt a l l  th e  a i r l in e s  

down to  th e  p re s en t t im e .

The end o f  re g u la t io n  led  to  c h a o tic  c o m p e titio n  in  th e  

in d u s try , as o ld  l in e s  expanded, new l in e s  were s ta r te d , and 

p r ic e  became th e  dominant c o m p e titiv e  fa c to r .  Com puterized  

re s e rv a tio n  systems and hub-and-spoke f l i g h t  schedules  

c o n tr ib u te d  to  th e  changing technology o f  th e  in d u s try . Labor 

costs  had been kep t h igh by union agreements p r io r  to  

d e re g u la t io n , but had no t been o f much c o m p e tit iv e  im portance  

as th e  wage s tandards were la r g e ly  in d u s try -w id e  and had been 

t re a te d  as f ix e d  co sts  by th e  CAB in  r a te  s e t t in g .  A f te r  

d e re g u la t io n , s e v e ra l o f  th e  new e n tra n ts  in  th e  in d u s try  were 

nonunion, low wage f ir m s , which enjoyed a m ajor c o s t advantage. 

The g e n e ra lly  depressed c h a ra c te r  o f  th e  in d u s try  was r e f le c te d  

in  o v e ra ll  n e t losses fo r  1981 and 1982. M ergers, 

a c q u is it io n s , and b an k ru p tc ie s  were c h a r a c te r is t ic  o f  th e  

in d u s try  d u rin g  t h is  p e r io d .

.Firm Factors

At th e  tim e  o f  d e re g u la tio n  and th e  beginn ing  o f  th e  study  

p erio d  f o r  t h is  re s e a rch , C o n tin e n ta l A ir l in e s  had a ro u te  

s tru c tu re  th a t  was co n cen tra ted  in  th e  Southw est, but extended  

„ to  Chicago, M iam i, and S e a t t le  in  th e  c o n tin e n ta l U n ited  

S ta te s , and to  A laska , H a w a ii, A u s tra l ia  and Japan in  th e  

P a c if ic  b a s in . In  th e  tw enty  years p r io r  to  d e re g u la t io n ,
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C o n tin e n ta l A ir l in e s  had been p r o f i ta b le  every  year except 

1975. That was th e  year th a t  CAB approvals  o f  ra te  increases  

f a i l e d  to  keep pace w ith  r a p id ly  r is in g  fu e l p r ic e s  fo llo w in g  

th e  Arab o i l  embargo. A 25-day s t r ik e  in  1976 led  to  a loss in  

th e  fo u r th  q u a r te r , but no t f o r  th e  year as a whole.

F o llo w in g  d e re g u la tio n , C o n tin e n ta l, u n lik e  B r a n if f  and 

some o th e r  c o m p e tito rs , d id  no t undertake an aggressive  

expansion program. In f l a t io n ,  th e  use o f  la rg e r  p lan es , and 

modest expansion kep t revenues on th e  in c re a s e , bu t in ten se  

p r ic e  co m p e titio n  and th e  i n a b i l i t y  to  cu t la b o r costs re s u lte d  

in  lo sses  in  1979 and every year th e r e a f te r .

In  th e  f i r s t  two years o f  d e re g u la t io n , n e a rly  a l l  th e  

a i r l in e s  lo s t  money. For th e  s tro n g  m ajor a i r l in e s ,  such as 

Am erican, U n ite d , and D e lta , th e  losses were not 

l i f e - t h r e a t e n in g .  However, a second t i e r  o f a i r l in e s ,  

in c lu d in g  C o n tin e n ta l, Texas A i r ,  W estern, and B r a n i f f ,  lacked  

th e  resources to  s u rv iv e  su s ta in ed  lo sses . Th is  led  to  a 

number o f merger d iscu ss io n s , in c lu d in g  those between 

C o n tin e n ta l and W estern, and between C o n tin e n ta l and Texas A ir .  

In  1980, Texas A ir  approached C o n tin e n ta l about a f r ie n d ly  

m erger, but any merger w ith  Texas A ir  was re je c te d  by both the  

management and employees o f C o n tin e n ta l. The f r ie n d ly  merger 

t a lk s  f a i l i n g ,  in  February 1981 Texas A ir  in i t i a t e d  a ten d er  

o f f e r  f o r  shares o f  C o n tin e n ta l and by th e  end o f  th e  year had 

gained c o n tro l o f a m a jo r ity  o f  th e  s to c k . C o n tin e n ta l
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a c t iv e ly  re s is te d  th e  takeo ver and pursued a number o f  defense  

s tra te g ie s .  The p o s s ib le  merger w ith  Western A ir l in e s  f e l l  

through as Western d e c lin e d  to  f ig h t  Texas A ir .  An employee 

stock o p tio n  buyout was a c t iv e ly  pursued, but th e  necessary  

f in a n c in g  was n o t o b ta in e d .

The Texas A ir  a c q u is it io n  o f  C o n tin e n ta l was achieved  

through a complex s e t  o f  tra n s a c tio n s . Texas In te rn a t io n a l  

A ir l in e s ,  th e  o p e ra tin g  u n it  o f  Texas A ir  was merged in to  

C o n tin e n ta l, and C o n tin e n ta l became a wholely-owned s u b s id ia ry  

o f Texas A i r .  Texas In te r n a t io n a l A ir l in e s  o p era tio n s  were 

c o n so lid a ted  w ith  those o f C o n tin e n ta l under th e  C o n tin e n ta l 

f l a g .  Texas A ir  subsequently  reduced i t s  100* ownership o f  

C o n tin e n ta l to  8 5 * ,  bu t th e  two companies were operated  under 

th e  same management.

A f te r  th e  m erger, th e  f in a n c ia l  s itu a t io n  continued  to  

d e c lin e . In  1982 employees under union le a d e rs h ip  accepted  

c o s t -c u t t in g  measures, bu t the amounts saved were inadequate .

In  1983, management demanded a d d it io n a l la rg e  sav in g s , but the  

union le a d e rs h ip  re je c te d  a l l  o f f e r s ,  in c lu d in g  o f fe r s  to  g ra n t  

employees a m ajor ow nership s take  in  th e  f ir m . Texas A ir  was 

accused o f using i t s  complex f in a n c ia l  s tru c tu re  to  s h i f t  

asse ts  from  C o n tin e n ta l to  Texas A i r ,  a charge th a t  has been 

made re p e a te d ly  both b e fo re  and a f t e r  t h is  s tru g g le . In  th e  

summer o f  1983, w ith  la b o r n e g o tia tio n s  a t  an impasse, 

management gave th e  unions a d e a d lin e  o f  September 19 to  accept
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th e  proposed c o n tra c t changes. The d e a d lin e  was not m et, and 

on September 24 C o n tin e n ta l A ir l in e s  and i t s  re la te d  

s u b s id ia r ie s  f i l e d  fo r  bankruptcy.

C o n tin e n ta l was so prepared f o r  th e  bankruptcy th a t  w ith in  

a week a f t e r  th e  f i l i n g  and th e  d ism issa l o f  union employees, 

a i r l i n e  o p e ra tio n s  resumed. The unions and o th e r c re d ito r s  

v ig o ro u s ly  pursued c o u rt c h a llen g es  to  both th e  bankruptcy and 

the  f i r in g s ,  bu t none was s u c c e s s fu l. F a i l in g  in  le g a l 

a c tio n s , th e  unions undertook m ajor p u b lic  r e la t io n s  campaigns 

to  d is c r e d it  th e  a i r l i n e .  C o n tin e n ta l used th e  o p p o rtu n ity  to  

s lash  la b o r costs  and undertake a p r ic e -c u t t in g  s t ra te g y .  

Revenue f e l l  in  1983, but rebounded in  1984, and by 1985 

exceeded prebankruptcy le v e ls .  In  1984 and 1985 C o n tin e n ta l 

was p r o f i ta b le .

Ece.bapkLMPt.cy F in a n c ia l Perform ance

Tab le  B3.1 and F ig u re  B3.1 p ro v id e  th e  b as ic  f in a n c ia l  

perform ance in fo rm a tio n . Even by a i r l i n e  s tan d ard s , which tend  

to  be h ig h ly  leverag ed  and fe a tu re  poor f in a n c ia l  p erfo rm ers , 

C o n tin e n ta l A ir l in e s  was in  weak f in a n c ia l  c o n d it io n . Even in  

1977 and 1978, p r io r  to  a i r l i n e  d e re g u la tio n  and when 

C o n tin e n ta l was p r o f i t a b le ,  C o n tin e n ta l was in  poor cash 

p o s it io n  as in d ic a te d  by n e g a tiv e  va lu e s  fo r  X1, th e  r a t io  o f  

working c a p ita l  to  to t a l  a s s e ts . Stock p r ic e s  were 

c o n s is te n t ly  below book v a lu e , a n o th er in d ic a to r  o f  f in a n c ia l
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weakness.

The f in a n c ia l  c h a r a c te r is t ic s  o f  C o n tin e n ta l were 

excep tio n s  to  th e  genera l p a tte rn s  observed in  t h is  re se arch . 

U n lik e  most o th e r  f irm s  w ith  growing s a le s  in  a growing  

in d u s try , th e  ra te  o f  d e c lin e  was s low . A l l  th e  bankruptcy  

p re d ic t io n  models had scores in  th e  bankrupt range in  a l l  s ix  

years  p r io r  to  th e  a c tu a l b ankrup tcy . On th e  b as is  o f  seve ra l 

in d ic a to rs  C o n t in e n ta l’ s f in a n c ia l  s i tu a t io n  was im proving when 

i t  f i l e d  fo r  bankruptcy . C o n tin e n ta l was probab ly  no t bankrupt 

under th e  standard  f in a n c ia l  d e f in i t io n s  when i t  f i l e d  fo r  

le g a l bankruptcy. The le g a l bankruptcy was sought on th e  b as is  

th a t  th e  lab o r c o n tra c ts  under which i t  was o p e ra tin g  would 

d r iv e  th e  f ir m  in to  bankruptcy i f  i t  could  n o t breach those  

c o n tra c ts .

frank r UPtSY Proceedings and Outcome

C o n tin e n ta l A ir l in e s  C o rp o ra tio n  f i l e d  f o r  bankruptcy  

under Chapter 11 o f  th e  Bankruptcy Code on September 23 , 1983. 

As o f December 31 , 1983, th e  f i r s t  a u d ite d  e v a lu a tio n  o f  

bankruptcy o b lig a t io n s , bankruptcy l i a b i l i t i e s  were $738 

m il l io n ,  and th e  s to c k h o ld e rs ’ e q u ity  d e f i c i t  was $109 m i l l io n .  

W ith a lo ss  fo r  1983 o f  $150 m i l l io n ,  i t  is  d i f f i c u l t  to  

determ ine e x a c t ly  w hether C o n tin e n ta l was te c h n ic a l ly  bankrupt 

as o f th e  f i l i n g  d a te .
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During th e  bankruptcy p erio d  C o n tin e n ta l n o t on ly  

continued i t s  o p e ra tio n s , but expanded them. Labor c o n f l ic t  

was in ten se  throughout th e  p erio d  as C o n tin e n ta l a r b i t r a r i l y  

c a n c e lle d  la b o r c o n tra c ts , h ire d  nonunion employees and 

te rm in a ted  i t s  d e fin e d  b e n e f it  pension p la n . The c a n c e lla t io n  

o f th e  la b o r c o n tra c ts  was contested  in  th e  c o u rts , but 

management’ s a c tio n s  p re v a ile d  both in  th e  Bankruptcy C ourt and 

th e  re g u la r  Federa l c o u rt system.

C o n t in e n ta l’ s re o rg a n iz a tio n  p lan  was f i l e d  on February  

26, 1986, approved by th e  Bankruptcy C ourt on June 30 , and 

com pleted by September 1. The p lan  prov ided  f o r  payment in  

f u l l  o f  a l l  c r e d ito r  c la im s  and r e te n tio n  o f  ownership by the  

s to c k h o ld e rs . P a r t  o f  th e  c r e d ito r  payments were made in  cash 

w ith  th e  rem ainder to  be pa id  w ith  in te r e s t  over tim e .

D efe rred  payments were guaranteed by Texas A i r ,  which owned 85% 

o f th e  o u ts ta n d in g  s to c k , in  re tu rn  fo r  an a d d it io n a l 100,000  

shares o f  C o n tin e n ta l s to c k . A lthough c r e d ito rs  no m ina lly  

rece ived  f u l l  payment f o r  t h e i r  c la im s , th e re  were s ig n if ic a n t  

losses fo r  them. Only 3 *  in te r e s t  was pa id  on unpaid c la im s  

p r io r  to  th e  com pletio n  o f  the  re o rg a n iz a tio n  p la n , and th e  

in d ir e c t  costs a s so c ia ted  w ith  th e  p u rs u it  and c o lle c t io n  o f 

c la im s were s u b s ta n t ia l f o r  many c r e d ito r s .

E v a lu a tio n  o f  outcomes fo r  in d iv id u a l s to c kh o ld ers  is  

d i f f i c u l t  s in ce  85% o f  th e  stock was owned by Texas A i r ,  which 

c o n tro lle d  the  company and made a l l  th e  bankruptcy d e c is io n s .
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C o n tin e n ta l s tock  had so ld  between $4 .3 8  and $ 1 1 .0 0  in  th e  

years p r io r  to  bankruptcy . Texas A ir  had purchased much o f  i t s  

stock a t  $13 in  i t s  1981 te n d e r o f f e r ,  and acq u ired  th e  

rem ainder in  exchange f o r  Texas A ir  stock and d e b t. Texas A ir  

subsequently reduced i t s  s ta ke  to  85 * by s e l l in g  C o n tin e n ta l 

s to c k . Texas A i r ’ s s ta ke  was fu r th e r  reduced to  74% by 

employee stock o p tio n  p la n s . The p u b lic ly  trad e d  s tock  

d ec lin ed  im m ediate ly  fo llo w in g  th e  bankruptcy f i l i n g ,  bu t soon 

recovered . In  1987 Texas A ir  acqu ired  a l l  th e  o u ts ta n d in g  

stock o f reo rg an ized  C o n tin e n ta l fo r  about $16 per sh a re , w ith  

sm all d if fe re n c e s  between p r ic e s  paid  to  employees and p u b lic  

h o ld e rs .

M anageria l Turnover

There was an a lm ost com plete tu rn o ve r in  e x e c u tiv e  le v e l  

management a t  C o n tin e n ta l A ir  in  th e  prebankruptcy y e a rs , but 

the  tu rn o v e r was n o t d i r e c t ly  re la te d  to  th e  bankruptcy , 

although both th e  m anageria l tu rn o v e r and th e  bankruptcy were 

rooted in  the  d e c lin e  a t  C o n tin e n ta l A ir  and i t s  ta k eo ve r by 

Texas A ir  under th e  le a d e rs h ip  o f  Frank Lorenzo.

Frank Lorenzo had e n te red  th e  a i r l i n e  in d u s try  in  1971 

when he m anipulated a consu ltancy a t  Texas In te r n a t io n a l in to  a 

c o n tr o l l in g  in te r e s t  and a c h ie f  e x e c u tiv e  p o s it io n . Lorenzo  

d ire c te d  a successfu l turnaround a t  Texas In te r n a t io n a l p r io r  

to  the  d e re g u la tio n  o f  th e  a i r l in e s  in  1978. F o llo w in g  th e
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d e re g u la tio n  o f th e  a i r l i n e s ,  both C o n tin e n ta l and Texas 

In te r n a t io n a l A ir l in e s  f e l l  in to  s e rio u s  f in a n c ia l  

d i f f i c u l t i e s .  Lorenzo made Texas In te r n a t io n a l th e  m ajor 

o p e ra tin g  u n it  o f  a new c o rp o ra tio n , Texas A ir  C o rp o ra tio n , 

and using Texas A ir  as a base, Frank Lorenzo began to  search  

f o r  a c q u is it io n s .

In  1980 Frank Lorenzo had approached R obert S ix  about a 

f r ie n d ly  merger w ith  C o n tin e n ta l A ir l in e s ,  but any deal w ith  

Texas A ir  was re je c te d  by both th e  management and employees o f  

C o n tin e n ta l. Management sought to  r e ta in  t h e i r  autonomy, and 

employees fe a re d  L o renzo ’ s s trong  a n tiu n io n  p o s it io n . The 

f r ie n d ly  merger t a lk s  f a i l i n g ,  in  February 1981 Lorenzo  

in i t i a t e d  a te n d e r o f f e r  f o r  shares o f  C o n tin e n ta l and by th e  

end o f th e  year had gained c o n tro l o f a m a jo r ity  o f  th e  s to c k .

At th e  same tim e  th a t  th e  takeo ver b a t t le  between Texas 

A ir  and C o n tin e n ta l was going on, C o n tin e n ta l was undergoing a 

management c r i s i s .  S p e c u la tio n  and maneuvering about a 

successor to  R obert S ix , who had run C o n tin e n ta l s in c e  1937, 

had been going on f o r  more than  a decade. H ard ing  Lawrence, 

who had come to  C o n tin e n ta l when C o n tin e n ta l ac q u ire d  P ioneer  

A ir l in e s  in  th e  m id -1950s , was an e a r ly  p o s s ib i l i t y ,  b u t he 

moved to  B r a n i f f  in  1965, where he became th e  c e n tra l f ig u r e  in  

th e  B ra n if f  b an kru p tcy . In  1980 S ix  h ire d  A lv in  Feldman away 

from  F r o n t ie r ,  a n o th er fu tu r e  bankruptcy v ic t im , to  become h is  

rep lacem ent. Feldman led  th e  f ig h t  a g a in s t Lorenzo in  th e

-3 8 8 -

Re produced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

takeo ver s tru g g le . In  August 1981 Feldman, despondent over the  

death o f h is  w ife  and and h is  f a i l u r e  to  p reven t th e  ta k e o v e r, 

committed s u ic id e  in  h is  o f f i c e .  He was succeeded by George 

Warde, ano th er e x e c u tiv e  re c e n t ly  re c ru ite d  by S ix .

N e ith e r  S ix  or Warde p layed  a s ig n if ic a n t  r o le  a f t e r  th e  

Texas A ir  ta k e o v e r, as c o n tro l s h if te d  to  Lorenzo and h is  

a s s o c ia te s . S ix  was o f fe re d  a d ire c to rs h ip  a t  Texas A ir ,  but 

he resigned a f t e r  o n ly  a few months. Under Texas A ir  and Frank  

Lorenzo, f in a n c ia l  and le g a l management were la rg e ly  separated  

from  a i r l i n e  o p e ra tio n s . A i r l in e  o p era tio n s  were managed a t  

C o n tin e n ta l by a succession o f  te c h n ic ia n s  w ith  stro ng  in d u s try  

re p u ta t io n s , bu t l i t t l e  p u b lic  v i s i b i l i t y .  F in a n c ia l and le g a l 

management was co n cen tra ted  a t  Texas A i r ,  w ith  documents signed  

by Lorenzo su b o rd in a tes  and fu n c t io n a r ie s . In  both areas th e re  

was no question  th a t  Lorenzo m ain ta in ed  a le v e l o f  ab so lu te  

c o n tro l ra re  in  la rg e  c o rp o ra tio n s  to d ay .

D iscussion

Any d iscu ss io n  o f th e  bankruptcy o f  C o n tin e n ta l A ir l in e s  

is  com plicated  by th e  c o n c u rre n t and in e x t r ic a b ly  com ingled  

a c q u is it io n  o f C o n tin e n ta l by Texas A i r .  A lthough th e  case was 

o f f i c i a l l y  th e  bankruptcy o f  C o n tin e n ta l, i t  was a ls o  th e  

bankruptcy o f  Texas In te r n a t io n a l A ir l in e s  which had been 

merged in to  C o n tin e n ta l th e  p re v io u s  y e a r. For Texas A ir  th e  

bankruptcy was a f in a n c ia l  and o p e ra tio n a l success, bu t i t  l e f t
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a legacy o f  e m b itte re d  unions and c o m p e tito rs . The a n im o s ity , 

la rg e ly  d ire c te d  p e rs o n a lly  a t  Frank Lorenzo, has grown as 

Texas A ir  has continued  to  expand w ith  th e  a c q u is it io n  o f  

People Express, E astern  A ir l in e s ,  and th e  remains o f  F ro n t ie r  

A ir l in e s .  Those expansions have been a d r iv in g  fo rc e  in  th e  

c u t - th r o a t  a i r f a r e  wars t h a t  have come to  c h a ra c te r iz e  th e  

a i r l i n e  in d u s try .

The C o n tin e n ta l bankruptcy has had a m ajor im pact on 

bankruptcy law and th in k in g . A lthough n o t th e  f i r s t  case in  

which bankruptcy was used to  cancel la b o r c o n tra c ts , i t  is  the  

b est known and most i n f lu e n t i a l .  I t  prompted le g is la t io n  th a t  

reduced th e  freedom  o f  f irm s  to  u n i la t e r a l ly  abrogate  union  

c o n tra c ts , but p reserved  th e  p o s s ib i l i t y ,  s u b je c t to  Bankruptcy  

C ourt a p p ro v a l. More g e n e ra lly , th e  C o n tin e n ta l bankruptcy  

p o in ted  to  th e  use o f  bankruptcy as a s t r a te g ic  o p tio n  and 

e s ta b lis h e d  th e  r ig h t  o f  f irm s  to  use bankruptcy to  re a c t to  

p o te n t ia l ly  l i f e - t h r e a t e n in g  l i a b i l i t i e s  b e fo re  a c tu a l ly  

becoming bankrupt by t r a d i t io n a l  f in a n c ia l  s tan d ard s .

I t  is  in te r e s t in g  to  compare th e  C o n tin e n ta l bankruptcy  

w ith  th a t  o f  B r a n i f f .  B r a n i f f  re s is te d  th e  bankruptcy o p tio n  

u n t i l  no o th e r  a l t e r n a t iv e  was a v a i la b le .  By th a t  tim e B r a n if f  

was unable to  resume o p e ra tio n s  d u rin g  re o rg a n iz a t io n , and 

losses m u lt ip l ie d .  In  th e  end, B r a n i f f  was reo rg an ized  w ith  

o n ly  a sm all f r a c t io n  o f  i t s  prebankruptcy asse ts ; c re d ito r s  

re ce ived  o n ly  f r a c t io n  o f  t h e i r  c la im s ; and s to ckh o ld ers  lo s t

-3 9 0 -

Re produced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

a l l  but a token amount o f d i lu te d  shares o f minimal v a lu e . 

The lessons seem to  have been learned  as W h ee lin g -P ittsb u rg h  

S te e l and LTV C orporation  d ec lared  bankruptcy e a r ly  and have 

m aintained n e a r ly  f u l l  o p era tio n s  during  re o rg a n iz a tio n .
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Appendix B4

CROMPTON COMPANY, INC.

Summary

Founded 1807. S in g le  business in  t e x t i l e  p ro d u c tio n . 

F a ilu re  pathway: D e c lin in g  f ir m  in  a d e c lin in g  in d u s try .

Bankrupt in  1984. Assets $97M. Exchange ASE.

L iq u id a ted  1987.
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F ig u re  B4.1

'•  ASSETS 
■ — ■  SOLES

160 - -

140 “  "o

* - —

$

YERRS BEFORE BRNKRUPTCY

T ab le  B4.1 
Crompton Company, In c .
(B ankruptcy Year: 1984)

years  b e fo re  bankruptcy
6 5 4 3 2 1

T o ta l Ass . mi 1 $ 98 99 110 117 100 97
S ales mi 1 $ 130 158 162 15 129 92
N et In c . mi 1 $ 7 10 7 -2 -1 2 -8
Common Eq mi 1 $ 49 57 61 59 47 39
L ia b i1. mi 1 $ 42 33 36 45 42 56
Stock P r ic e $ 22 .75 2 8 .8 8 21 .63 13.63 10 .63 1 5 .88
ROI X 7.51 9.91 6 .29 -1 .49 -1 2 .0 5 - 8 .0 4

Z 3 .3 5 4 .0 6 3.51 2.71 2 .5 0 1 .61
NZ5V 2.01 2 .5 5 2.27 1 .86 1 .62 1 .35
NZ2V 2 .0 0 2.61 2.30 1 .88 1 .64 1 .39
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m §t<?rjc3l Eackflround

Crompton was founded in  1807 and in co rp o ra ted  in  Delaware  

in  1928. The company m anufactured and marketed corduroy and 

v e lv e te e n , p r im a r i ly  c o tto n , but w ith  some p o ly e s te r  b lends.

The product was considered to  be o f  high q u a l i ty  and p r im a r ily  

sold  to  c lo th in g  m anufactu rers . The Company op erated  s ix  

p la n ts  in  s ix  Southern S ta te s . C orporate and s a le s  

headquarters  were lo ca ted  in  New York C ity .

In d u s try  Factors

Corduroy and v e lv e te e n  were t r a d i t io n a l ly  r e la t iv e ly  

expensive m a te r ia ls  w ith  a l im ite d  range o f  uses. Although  

some corduroy was used f o r  u p h o ls te ry , th e  major use was in  

high q u a l i ty  sp o rtsw ear. V e lve teen  was an even more 

s p e c ia liz e d  p ro d u ct, la rg e ly  used in  s ty l is h  c lo th in g  f o r  women 

and c h ild re n . During th e  S e ve n tie s , corduroy je a n s  became very  

popu lar and demand fo r  corduroy rose s h a rp ly . Domestic 

c a p a c ity  expanded to  meet th a t  demand and a n t ic ip a te d  increases  

in  e xp o rt demand. Corduroy weaving re q u ire s  s p e c ia liz e d  

m achinery, which a t  th a t  tim e was not re a d ily  a v a ila b le  in  the  

underdeveloped c o u n tr ie s  which were lo w -co st t e x t i l e  producers. 

P r io r  to  th e  widespread use o f corduroy f o r  je a n s , corduroy was 

a premium m a te r ia l and p r ic e  was not a m ajor c o m p e titiv e  

fa c to r .
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Just as corduroy c a p a c ity  expansion in  th e  U n ited  S ta te s  

was nearing  co m p le tio n , th e  in d u s try  was h i t  by two blows. The 

demand fo r  corduroy je a n s  d e c lin e d , and im ports o f both  

corduroy yard goods and f in is h e d  c lo th in g  began to  r is e  

d ra m a tic a lly . D e te r io ra t in g  exchange ra te s  exacerbated  th e  

im port im balance. A t th e  same tim e , th e  demand fo r  expensive  

casual c lo th in g  was d e c lin in g . As a r e s u lt ,  th e  dom estic  

corduroy in d u s try  was l e f t  w ith  a d e c lin in g  m arket f o r  premium 

fa b r ic s  and was unable to  compete w ith  im ports fo r  th e  low-end  

yard goods and f in is h e d  c lo th in g . Exports d r ie d  up as fo re ig n  

c lo th in g  m anufacturers s h if te d  to  low -cost fo re ig n  s u p p lie rs  o f  

m a te r ia ls . From 1980 to  1984, domestic c a p a c ity  was reduced by 

4 0 *  by p la n t c lo s in g s  and product l in e  s h i f t s ,  about th e  same 

amount as had been added in  th e  previous decade.

V e lv e te en , always a low-volume prod uct, s u ffe re d  s im ila r  

re v e rs e s . H ig h -p ric e d  v e lv e te e n  c lo th in g  was ou t o f fa s h io n ,  

both fo r  a d u lt  women and c h ild re n . In  the  lo w -p ric e d  v e lv e te e n  

c lo th in g  m arket segment, dom estic producers could no t 

p r o f i ta b ly  compete w ith  im p o rts .

Firm  Factors

Crompton had two m ajor weaknesses. I t s  product l in e  was 

ex tre m e ly  narrow, l im ite d  to  on ly  two types o f woven m a te r ia ls ,  

corduroy and v e lv e te e n . As a r e s u l t ,  i t  was lim ite d  in  i t s  

a b i l i t y  to  s h i f t  p ro d u ctio n  and m arketing to  o th e r product
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l in e s .  Th is  s p e c ia l iz a t io n  a ls o  meant th a t  th e  f ir m  had no 

o th e r successfu l l in e s  o f  business to  s u s ta in  i t  du ring  th is  

p e rio d  o f d e c lin e  in  corduroy and v e lv e te e n .

A t th e  beg inn ing  o f th e  study p e rio d  (1 9 7 8 -1 9 8 3 ) Crompton 

was in  th e  m idst o f  an expansion program which brought s a le s  

from $63 m i l l io n  in  1974 to  a peak o f  $162 m i l l io n  in  1980. A 

la rg e  new p la n t  had been brought on l in e  in  1974.

P r o f i t a b i l i t y  peaked in  1979, d e c lin e d  s l ig h t ly  in  1980, and 

then f e l l  s h a rp ly  through 1983, th e  la s t  year b e fo re  

bankruptcy. The in ten se  p r ic e  co m p etitio n  r e s u lt in g  from  

dom estic o v e rc a p a c ity  and fo re ig n  im ports appeared to  be more 

d e s tru c t iv e  than th e  d e c lin e  in  demand. In  th e  end, Crompton 

was l e f t  f in a n c ia l ly  weakened by a la rg e  c a p ita l  investm ent 

which could n o t be p r o f i ta b ly  u t i l i z e d .

In  1984 th e  f ir m  showed modest improvement in  s a le s , but 

continued to  d e c lin e  f in a n c ia l ly ,  fo rc in g  i t  to  ta k e  desperate  

a c tio n s  to  s u rv iv e . A $ 3 7 .5  m i l l io n  debt re s tr u c tu r in g  was 

im plem ented, which a llow ed Crompton to  meet i t s  immediate 

o b lig a t io n s , bu t th e  o v e r a l l  e f f e c t  was to  in c re a s e  lo ng-te rm  

debt and shorten  i t s  m a tu r ity  to  les s  than two y e ars . In  

a d d it io n  th e  re s tru c tu r in g  imposed a s e r ie s  o f  management 

c o n tro ls . Agreements fo r  fa c to r in g  accounts re c e iv a b le  were 

re v is e d  to  p ro v id e  payments on an a n t ic ip a t io n  b a s is , but 

increased  th e  co s t o f  fa c to r in g . The d e fin ed  b e n e f it  pension  

p lan  was te rm in a te d , f r e e in g  up about $6 m i l l io n  in  cash.
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Prebankruptcy F in a n c ia l Performance

Table  B4.1 and F ig u re  B4.1 p rov id e  th e  b as ic  f in a n c ia l  

performance in fo rm a tio n . Crompton’ s m arket perform ance was 

marked by low m a rke t-to -b o o k  r a t io s  and low p r ic e  earn ings  

r a t io s .  Stock p r ic e s  tended to  show wide annual h ig h -lo w  

ranges. In  1983, in  s p ite  o f  d e c lin in g  s a le s  and net losses in  

both 1982 and 1983, s to ck  p r ic e s  were h ig h e r than  in  1982, an 

in crease  o n ly  p a r t i a l l y  e x p la in e d  by th e  stock m arket r a l l y  

which began in  la t e  1982. From January to  O ctober o f 1984, the  

stock  p r ic e  f e l l  from  $16 to  $9 per sh a re , and was s t i l l  

s e l l in g  fo r  $ 4 .5 0  per share in  th e  th i r d  m arket when bankruptcy  

was d ec lared  on O ctober 23 , 1984.

A lthough Crompton’ s p a tte rn  o f  d e c lin in g  s a le s  and 

d e c lin in g  p r o f i t s  appeared ty p ic a l  o f f a i l i n g  f ir m s , bankruptcy  

p re d ic t io n  models gave mixed re s u lts  in  p re d ic t in g  i t s  

bankruptcy. As in d ic a te d  in  T ab le  B 4 .1 , th e  new f iv e - v a r ia b le  

Z -sco re  had d e c lin e d  from  2.01 to  1 .35  du ring  th e  f iv e -y e a r  

p erio d  p r io r  to  b ankrup tcy , bu t i t  remained w e ll above th e  

c u t - o f f  le v e l o f  1 .0 .  The f ir m  had r e la t iv e ly  h igh  re ta in e d  

e a r n in g s - to - to ta l  asse ts  and m arket v a lu e - to - to ta l  l i a b i l i t i e s  

r a t io s ,  th e  two most h e a v ily  w eighted bankruptcy p re d ic to r  

v a r ia b le s . The h igh  re ta in e d  earn in g s  r e f le c te d  i t s  long  

h is to ry  as a su ccessfu l f i r m . The m arket perform ance o f  

Crompton’ s s tock  d id  no t c lo s e ly  tra c k  th e  f i r m ’ s business
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perform ance. A t th e  beginn ing  o f th e  study p e rio d , th e  stock  

p r ic e  was low, on ly  about 60% o f book v a lu e , bu t i t  d id  no t 

d e c lin e  as q u ic k ly  as th e  f i r m ’ s p r o f i t a b i l i t y .  The stock  

p r ic e  perform ance and th e  f a i lu r e  o f th e  bankruptcy p re d ic t io n  

model are  c o n s is te n t w ith  each o th e r , and c o l le c t iv e ly  suggest 

th a t  the  v a r ia b le s  in  th e  model rep resen t f irm  a t t r ib u te s  which 

a re  im po rtan t to  in v e s to rs .

W hile both th e  f iv e - v a r ia b le  and the tw o -v a r ia b le  

bankruptcy p re d ic t io n  models developed in  th is  study f a i le d  to  

p re d ic t  th e  bankruptcy, th e  o r ig in a l Altman model p re d ic t io n  

was c o rre c t one and two years  p r io r  to  bankruptcy, and was 

r ig h t  a t  th e  c u to f f  p o in t  th re e  years  o u t. Out o f th e  73 f irm s  

s tu d ie d , Crompton was one o f th e  very  few cases in  which th e  

o r ig in a l Altman model outperform ed th e  new models developed in  

t h is  s tu d y . The Altman model p laces  much h e a v ie r emphasis on 

o p e ra tin g  income and a s s e t tu rn o v e r , both o f  which were weak 

and d e c lin in g  a t  Crompton, than th e  new models. I t  is  a ls o  

in te r e s t in g  to  note th a t  Crompton w ith  i t s  s in g le  business and 

r e la t iv e ly  sm all s iz e  is  more l i k e  th e  firm s  in  th e  Altman 

sample than those in  t h is  s tu d y .

Bankruptcy Proceedings and Outcome

Crompton Company, In c . f i l e d  f o r  bankruptcy under C hapter 

11 o f  th e  Bankruptcy Code on October 23 , 1984. L i a b i l i t i e s  

were es tim ated  a t  $ 4 3 .5  m i l l io n .  T o ta l assets  had a book va lu e
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o f  about $70 m i l l io n ,  but th e  going concern es tim ated  va lu e  was 

o n ly  $30 m i l l io n .  A lthough the  bankruptcy p e t i t io n  was f i l e d  

under Chapter 11, i t  was w ith  th e  s ta te d  in te n t io n  o f  

l iq u id a t in g  th e  f i r m . No buyer fo r  the  in ta c t  f ir m  appeared, 

so the  f ir m  was l iq u id a te d  by th e  p iece-m eal s a le  o f  p la n ts ,  

equipm ent, arid o th e r  a s se ts .

The l iq u id a t io n  was completed by 1987. The l iq u id a t io n  

y ie ld e d  about $45 m i l l io n .  Ongoing business expenses, 

in c lu d in g  commissions to  equipment and re a l e s ta te  b ro kers , 

consumed about $7 m i l l io n .  D ire c t  bankruptcy a d m in is tra t iv e  

costs  were ju s t  over $2 m i l l io n ,  and brokerage fe e s  averaged  

about 10% o f  a s s e t s a le s . .  Except fo r  sm all p r io r i t y  c la im s , 

unsecured c r e d ito r s  rece ived  n o th in g . There was some 

l i t i g a t i o n  brought by th e  unsecured c r e d ito r s ’ comm ittee 

c o n te s tin g  th e  c la s s i f ic a t io n  o f some c la im s as secured, but 

th e  re s u lts  were no t s u b s ta n t ia l .  Stock h o ld ers  rece ived  no 

d is t r ib u t io n .

M anageria l Turnover

M anageria l tu rn o v e r was very  low throughout th e  study  

p e r io d . W illia m  G. Lord I I  became CEO o f Crompton in  1977, 

a f t e r  p re v io u s ly  s e rv in g  as P re s id e n t. He had pres ided  over 

th e  e n t ir e  expansion , d e c lin e , and l iq u id a t io n  o f  Crompton. 

O ther o f f  ~ cere  ~ ... ..  ;u . ■ y isng v c n u r c S .  Much u r  the

r e s p o n s ib i l i ty  f o r  d isp osal o f  assets  was g iven to  independent
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re a l e s ta te  and equipm ent b ro kers .

The genera l im pression one gets  from th e  a v a i la b le  

in fo rm a tio n  is  th a t  o f a f ir m  th a t  had l i t t l e  d r iv e  to  

re o rg a n ize  and s u rv iv e . The i n i t i a l  p u b lic  announcement o f th e  

bankruptcy f i l i n g  c a r r ie d  th e  f i r m ’ s in te n t io n  to  l iq u id a te  and 

d is t r ib u te  th e  re c e ip ts  to  c r e d ito r s .  Lord to o k  a s a la ry  c u t  

from  $240 ,000  per year to  $120 ,000  du rin g  th e  re o rg a n iz a t io n ,  

and some o th e r o f f ic e r s  a ls o  had t h e i r  compensation reduced.

D iscussion

The Crompton bankruptcy was a c la s s ic  case o f  

overexpansion o f  a f ir m  based on es tim ate s  o f  fu tu r e  demand 

th a t  never m a te r ia l iz e d . The in d u s try  s i tu a t io n  was c lo s e ly  

p a r a l le l  to  th a t  o f  th e  f ir m . When th e  in d u s try  re a l iz e d  th a t  

th e  demand was no t going to  be th e re , or i t  would be f i l l e d  by 

lo w -cost im p o rts , a process o f c a p a c ity  re d u c tio n  was begun. 

Crompton reduced i t s  c a p a c ity  by s e l l in g  two o ld e r ,  less  

e f f i c ie n t  p la n ts , bu t th e  losses in vo lved  in  th e  re d u c tio n  and 

c o n tin u in g  high overhead costs  produced in c re a s in g ly  la rg e  

p r o f i t  d e c lin e s . In te r n a t io n a l co m p etitio n  from  lo w -c o s t  

producers o f yard goods and f in is h e d  goods and u n fa v o ra b le  

currency ra te  s h i f t s  c rea te d  a d d it io n a l d i f f i c u l t i e s  f o r  a l l  

f irm s  in  th e  in d u s try . U n lik e  some o f  i t s  le s s  s p e c ia liz e d  

c o m p e tito rs , th e  cu m u la tive  e f fe c ts ' were f a t a l  t o  Crompton.
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Appendix B5

LIONEL CORPORATION 

Summary

Founded 1901. Dominant business in  r e t a i l  toy  s to re s , bu t a ls o  

in  e le c tro n ic s  p ro d u c tio n .

F a ilu r e  pathway: Growing s a le s  in  a d e c lin in g  in d u s try .  

Bankrupt 1982. Assets $222M. Exchange NYSE.

Reorganized 1985. A ssets $112M. Exchange ASE.
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F igure  B5.1

•  —8 NEriNC+200

& 5 4 3 2 1
YEARS BEFORE BANKRUPTCY

Table  B5.1

L io n e l C orpora tion  
(B ankruptcy Year: 1982)

years b e fo re  bankruptcy  
6 5 4 3 2 *  1*

T o ta l Ass. m il $ 
S ales mi 1 $
N et In c . m il $
Common Eq mi 1 $
L i a b i l .  mi 1 $
Stock P r ic e  $
ROI *

2
NZ5V
NZ2V

62 71 96
141 172 187

2 3 5
23 26 28
37 45 67

2 .5 0 4 .8 5 5 .1 3
3 .2 7 4 .7 4 5 .4 7

3 .2 5 3 .5 3 3 .0 7
.67 .86 .76
.70 .94 .79

127 171 222
238 287 339

6 5 -1 3
36 47 33
91 123 189

6 .8 6 8 .0 0 7 .1 3
5 .0 5 3 .1 7 -5 .9 0

3 .0 2 2 .6 3 1 .41
.83 .73 - .5 7
.84 .78 - .6 3

*  L io n e l’ s 1981 and 1982 annual re p o rts  were s u b jec ted  to  
c o u rt c h a lle n g e  and were subsequently re v is e d . The numbers 
nere  a re  from  L io n e l re p o rts  and d i f f e r  on some p o in ts  from  
Compustat d a ta .
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H is t o r ic a l  Background

L io n e l C o rp o ra tio n  was in co rp o ra te d  in  New York in  1918 as 

a successor to  companies w ith  s im ila r  names going back to  1901. 

U n t i l  1960 L io n e l’ s p rim ary business was th e  m anufacture o f to y  

and model t r a in s ,  but beginning in  th a t  year L ione l became 

a c t iv e ly  in vo lved  in  buying and s e l l in g  sm all f irm s  and p a rts  

o f  f irm s . Most o f  these business were sm all e le c t r ic a l  and 

e le c t r o n ic  m anufacturing  companies. In  1969 L ionel bought th e  

Leonard Wasserman C o ., a to y  r e t a i l e r ,  which under th e  name 

L io n e l L e isu re  became th e  f i r m ’ s la rg e s t  business. In  1970 

L io n e l so ld  i t s  h is to r ic  model t r a in  business to  General M i l ls .  

Over th e  next decade L io n e l expanded i t s  r e t a i l  toy  s to re  

business, both by a c q u is it io n  and in te rn a l expansion.

By 1980 L io n e l cons is ted  o f  two m ajor u n its ,  L ionel 

L e is u re , In c . ,  and D ale E le c tro n ic s , In c . L ione l L e is u re , th e  

to y  r e t a i l in g  u n i t ,  accounted f o r  76* o f th e  f i r m ’ s revenue, 

and D ale E le c tro n ic s , th e  e le c tro n ic s  m anufacturing u n i t ,  fo r  

26%. The rem ainder came from a v a r ie ty  o f  sources, in c lu d in g  

lic e n s e  fees  fo r  th e  L io n e l t r a in s  from General M i l ls .

In  1981 D ale E le c tro n ic s  was converted to  a p u b lic  

c o rp o ra tio n  w ith  L ionel ho ld in g  82% o f  th e  s to c k . The 

rem ainder was p u b lic ly  owned and trad e d  on th e  American Stock 

Exchange. Dale E le c tro n ic s  was p r o f i ta b le  and was not included  

in  L io n e l’ s bankruptcy p e t i t io n .  The Dale s tock  was one o f
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L io n e l’ s most v a lu a b le  asse ts  and th e  arrangem ents fo r  i t s  s a le  

were m ajor issues in  th e  bankruptcy re o rg a n iz a tio n .

In d u s try  Facto rs

S ince on ly  L io n e l’ s r e t a i l  to y  o p era tio n s  were in vo lved  in  

th e  bankruptcy, o n ly  fa c to rs  f o r  th a t  in d u s try  w i l l  be 

discussed h ere . The n a tio n a l economy was in  d i f f i c u l t  s t r a i t s  

in  th e  p e rio d  from  1979 through 1982. Growth was slow o r  

n e g a tiv e , and in f la t io n  and in te r e s t  ra te s  were h ig h . The toy  

business is  responsive to  th e  economic c y c le , as spending on 

toys  is  d is c r e t io n a ry . High in te r e s t  ra te s  are  a problem f o r  

a l l  r e t a i le r s ,  but p a r t ic u la r ly  so fo r  toy and o th e r r e t a i le r s  

whose s a le s  a re  h ig h ly  seaso n a l. In f la t io n  was a compounding 

f a c to r ,  d r iv in g  both th e  h igh  in te r e s t  ra te s  and th e  c o s t o f  

to y  m an u factu rin g . The re ce ss io n  d riv e n  d e c lin e  in  demand 

l im ite d  th e  a b i l i t y  o f  to y  r e t a i le r s  to  in crease  t h e i r  p r ic e s  

as r a p id ly  as t h e i r  s u p p lie rs  in creased  t h e i r  p r ic e s .

The r e t a i l  to y  in d u s try  was in  a t r a n s it io n  p e rio d  d u rin g  

th e  1970’ s . S e lf -s e r v ic e  to y  superm arkets and to y  departm ents  

in  s e lf -s e r v ic e  d iscou nt s to re s  were d is p la c in g  th e  t r a d i t io n a l  

departm ent s to re s  as the dom inant o u t le ts  fo r  to y s . The newer 

o u t le ts  were p r ic e -c o m p e t it iv e , which drove margins down fo r  

a l l .  The d isco u n t s to re s  had th e  advantage o f being a b le  to  

move a la rg e  volume o f m erchandise du ring  th e  C hristm as rush 

and then co n vert th e  s h e lf  space to  o th e r lin e s  o f  goods the
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rem ainder o f  th e  y e a r . In  s p ite  o f  the  in c re a s in g  number o f  

o u t le ts ,  to y  s a le s  had d e c lin e d  about 2%, on an 

in f la t io n -a d ju s te d  b a s is , from  1976 to  1981. G iven th e  p r ic e  

d isco u n tin g  and th e  low er co s t d is t r ib u t io n  system s, t h is  

ph ys ica l volume o f  toys  p rob ab ly  increased  in  s p ite  o f th e  

decrease in  d o l la r  volume.

T yp ica l o f th e  to y  r e t a i l  in d u s try  in  th is  p e rio d  was the  

1974 bankruptcy o f In t e r s ta te  S to res  and i t s  s u b s id ia ry  

Toys-R-Us. In t e r s ta te  was reo rg an ized  as Toys-R-Us, which went 

on to  become one o f th e  g re a t  success s to r ie s  o f  bankruptcy  

re o rg a n iz a tio n .

Fi rm Factors

The events  th a t  lead  to  th e  bankruptcy o f L io n e l had a 

long h is to r y . For decades L io n e l to y  t r a in s  were one o f  th e  

most p re s tig io u s  to y  brands in  th e  w o rld , and th e  company was 

sm all but p r o f i t a b le .  From 1938 to  1958, d iv id en d s  averaged  

over a d o l la r  a s h are . Then came a p e rio d  o f d e c lin e  as th e  

to y  m arket was f i l l e d  w ith  new products and th e  n a t io n ’ s 

a tte n t io n  to  r a i lro a d s  was t ra n s fe r re d  to  cars  and a irp la n e s .  

From 1959 to  1976, L io n e l s tock  p a id  no d iv id en d s  and stock  

p ric e s  f e l l  below prev io u s  d iv id e n d  payouts.

In  a tte m p tin g  to  re b u ild  th e  f ir m , L io n e l f i r s t  tu rn ed  to  

e le c t r ic a l  and e le c t r o n ic  businesses,and la t e r  to  toy
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r e t a i l in g .  Both o f  these in d u s tr ie s  bore obvious re la t io n s h ip s  

to  t h e i r  m anufacture o f  e le c t r ic a l  model r a i lr o a d s . In  the  

p erio d  ju s t  p r io r  to  bankruptcy, th e  f ir m  reo rg an ized  to  

sep ara te  th e  two ve ry  d i f f e r e n t  businesses, w ith  th e  to y  s to re s  

being th e  dominant business.

The expansion in  th e  to y  business was ra p id , both in  

number o f  s to re s  and and in  geographic coverage. From i t s  

o r ig in a l  base in  th e  N o rth e a s t, L io n e l bought to y  s to re  chains  

in  F lo r id a , Texas, and th e  M idd le  West. The t o t a l  number o f  

s to re s  in creased  from  56 in  1979 to  96 in  1980. The expansion  

was la rg e ly  fin a n ce d  by s h o rt-te rm  l i a b i l i t i e s  and leases , 

ra th e r  than lo n g -te rm  debt o r e q u ity . The s h o rt-te rm  fin a n c in g  

o f expansion, p lu s  th e  heavy borrow ings used to  manage the  

C hristm as business (ab o u t 60% o f annual s a le s )  made L ione l very  

dependent on bank c r e d i t  a t  h igh in te r e s t  ra te s . In  1981 

L io n e l’ s w eighted average in te r e s t  r a te  on s h o rt-te rm  

borrow ings was 19%. As o f December 31 , 1981, L io n e l’ s c r e d it  

l in e  o f  $85 m i l l io n  was exhausted. The f irm  expected th e  lin e s  

to  be renewed, but th e  banks c u t o f f  L io n e l’ s c r e d i t  a f t e r  

lend ing  on ly  $10 m i l l io n .  The c r e d it  c u to f f  led  d i r e c t ly  to  

L io n e l’ s bankruptcy on February 19, 1982.

Prebankruptcv F in a n c ia l Performance

Tab le  B5.1 and F ig u re  B5.1 p ro v id e  th e  b as ic  f in a n c ia l  

perform ance in fo rm a tio n . B a s ic a lly  th e  p ic tu re  th a t  emerges is
v
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one o f ra p id  growth and low p r o f i t a b i l i t y ,  w ith  growth in  

assets  running ahead o f  growth in  s a le s . Th is  p a tte rn  is  one 

f re q u e n tly  observed in  bankrupt f irm s . F in a n c ia l 

r e s tr u c tu r in g , p a r t ic u la r ly  th e  sp inn ing  o f f  o f Dale  

E le c tro n ic s  as a p u b lic  c o rp o ra tio n  and re la te d  accounting  

a c tio n s , tended to  obscure o p e ra tio n a l re s u lts  in  1981.

The bankruptcy p re d ic t io n  models are  in c o n s is te n t fo r  

L io n e l. The o r ig in a l  Altman model p o in ts  to  a company moving 

from  success to  d e c lin e , w ith  bankruptcy p re d ic te d  on ly  in  th e  

f in a l  y e a r . The new models developed in  th is  study p o rtra y  an 

u n p ro f ita b le  f i r m , co n tin u o u s ly  in  p o s it io n  o f  h igh  bankruptcy  

r is k  fo r  a l l  f i v e  years  o f th e  study. The prim ary d if fe re n c e  

between th e  models is  th e  heavy p o s it iv e  w e ig h tin g  o f th e  

tu rn o v e r r a t io ,  s a le s  to  to ta l  asse ts , in  the  Altman model, 

w h ile  th a t  v a r ia b le  has a sm all n e g a tive  w eight in  th e  NZ5V 

model and is  no t in c lu d ed  in  NZ2V model. The r e la t iv e ly  low 

re ta in e d  earn ings  depresses a l l  models, but th e  w e ig h t is  much 

g re a te r  in  the  new models than in  th e  Altman model.

Bankruptcy Proceedi nos and Outcome

L ionel f i l e d  f o r  bankruptcy under Chapter 11 o f  the  

Bankruptcy Code on February 19, 1982. The bankruptcy f i l i n g  

inc luded  L io n e l’ s two r e t a i l in g  u n its , L ione l L e isu re  and 

C onsolidated  Toy Company, but not Dale E le c tro n ic s , which had 

become a s e p a ra te  p u b lic ly -h e ld  c o rp o ra tio n  in  1981. As o f
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December 31 , 1982, th e  d a te  o f the  f i r s t  a u d ite d  f in a n c ia l  

re p o rt  fo llo w in g  b ankrup tcy , bankruptcy l i a b i l i t i e s  were $140 

m il l io n .  S to c k h o ld e rs ’ e q u ity  was a n eg a tiv e  $18 m i l l io n ,  down 

from a p o s it iv e  e q u ity  o f  $33 m il l io n  in  1981.

L io n e l’ s bankruptcy re o rg a n iz a tio n  was marked by e x ten s iv e  

c o n f l ic t  between management and c re d ito rs  and e q u ity  h o ld e rs . 

The m ajor issue was th e  ro le  o f D ale  E le c tro n ic s  in  the  

re o rg a n iz a tio n . D ale was no t bankrupt and had been 

c o n s is te n t ly  p r o f i t a b le .  In  1982 i t  had an o p e ra tin g  p r o f i t  o f  

$ 8 .4  on s a le s  o f $84 m i l l io n ,  using assets va lued  a t  $56 

m il l io n .  However, c r e d ito r s  fo rced  a d ec is io n  to  s e l l  L io n e l’ s 

82% share o f D a le . The s a le  generated fu r th e r  c o n tro v ersy  as 

L io n e l accepted o f fe r s  fo r  i t s  in te r e s t  in  D ale  f o r  amounts 

unacceptable  to  th e  unsecured c r e d ito r s ’ com m ittee. The f i r s t  

accepted o f f e r  was f o r  $43 m il l io n ,  which a f t e r  a succession o f  

b ids and c h a lle n g e s , rose to  $6 9 .5  m i l l io n .  Th at s a le  to  

Dynamics C o rp o ra tio n  o f  America became a m a tte r o f  l i t i g a t i o n ,  

which ended w ith  th e  postponement o f  the  s a le  u n t i l  a f t e r  

re o rg a n iz a t io n , w ith  th e  p ro v is io n  th a t  o th e r o f fe r s  over $70 

m il l io n  be c o n s id ered . E v e n tu a lly  th e  Dale stock  was so ld  fo r  

$7 6 .9  m i l l io n ,  o f which $6 m il l io n  was paid  to  Dynamics fo r  

damages.

During th e  re o rg a n iz a t io n  p e r io d , L ione l continued  to  

o p era te  i t s  toy  b u siness, bu t w ith  a reduced number o f s to re s .  

The C onso lidated  Toy d iv is io n  was so ld  to  i t s  management, and
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many o th e r s to re s  were c lo sed . J u s t p r io r  to  bankruptcy ,

L ionel operated  about 95 s to re s , but by 1983 th is  number was 

reduced to  56. A f te r  losses o f  $13 m i l l io n  in  1981 and $51 

m il l io n  in  1983, L io n e l tu rned  around w ith  a lo ss  o f o n ly  $7 in  

1983 and p r o f i t s  o f  $20 m il l io n  in  1984 and $40 m i l l io n  in  

1985. O p era tin g  income had in creased , but th e  e a rn in g s  in  1984 

and 1985 were la r g e ly  from d isco n tin u ed  o p e ra tio n s , 

re s tru c tu r in g  g a in s , and ta x  b e n e f its .

Subsequent to  th e  bankruptcy f i l i n g ,  e q u ity  h o ld e rs  f i l e d  

fo u r c la s s  a c tio n  s u its  a g a in s t L io n e l and s e v e ra l o f  i t s  

s e n io r managers ch arg in g  s e c u r i t ie s  law v io la t io n s  in  

connection w ith  f in a n c ia l  re p o rtin g  fo r  1980 and 1981. The 

a c tio n s  a ls o  c h a llen g ed  loans and compensation agreem ents  

between L io n e l and i t s  P re s id e n t and C h ie f E xecu tive  O f f ic e r ,  

Ronald D. S ayp o l, and i t s  E xecu tive  V ice  P re s id e n t and C h ie f  

O p erating  O f f ic e r ,  R ichard  R. S c h i l l in g ,  J r .  The o r ig in a l  

c la im  was fo r  $47 m i l l io n .  The l i t i g a t i o n  ended in  a complex 

s e ttle m e n t in  w h ich, w ith o u t a d m ittin g  f a u l t ,  L io n e l agreed to  

compensate th e  p l a i n t i f f s  w ith  a package o f  cash, n o tes , common 

s to ck , and w a rra n ts  w ith  a t o t a l  va lu e  o f  about $ 2 .5  m i l l io n .

Of th is  sum L io n e l was to  c o l le c t  a p o rtio n  from  th e  o f f ic e r s  

in v o lv e d , but th e  c o l le c t io n  was d e fe rre d  fo llo w in g  th e  

personal bankruptcy o f  S aypo l. In  a d d it io n , L io n e l agreed to  

amend i t s  By-Laws to  p ro v id e  f o r  independent rev iew  o f  

f in a n c ia l  tra n s a c tio n s  between th e  company and i t s  o f f ic e r s .

The f in a n c ia l  s e tt le m e n t was no t a s e rio u s  loss f o r  L io n e l, bu t
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th e  l i t i g a t i o n  and th e  c o n f l ic t  between th e  company and i t s  

o f f ic e r s  was tim e-consum ing and com plicated  th e  re o rg a n iz a tio n  

proceedi ngs.

The re o rg a n iz a t io n  o f  L io n e l was completed in  1985. A ll  

c la im s , except those o f  th e  unsecured c r e d ito r s , were paid  in  

cash. Unsecured c re d ito r s  rece ived  a package o f cash, no tes , 

common s to c k , and w a rra n ts , which were valued s l ig h t ly  in  

excess o f  t h e i r  c la im s . The new common stock issued to  the  

unsecured c r e d ito rs  gave them about 46X o f a l l  common s to c k , 

and the  o r ig in a l  e q u ity  h o ld e rs  re ta in e d  the  rem ainder. The 

w arran ts  proved to  be w o rth le s s  and were not e x e rc is e d . Of th e  

t o t a l  c la im s o f  $146 m i l l io n ,  $96 was p a id  in  cash, w ith  most 

o f  th is  coming from th e  s a le  o f  th e  Dale s to c k .

On December 31 , 1981, im m ediate ly  b e fo re  bankruptcy,

L io n e l‘ re p o rte d  assets  o f  $222 m il l io n  and annual s a le s  o f  $344 

m il l io n .  A f te r  re o rg a n iz a t io n  L ione l rep o rted  assets  o f  $112 

m il l io n  and annual s a le s  o f  $251 m i l l io n .  Reorganized L io n e l’ s 

o n ly  business was r e t a i l  to y  s to re s .

M anageria l Turnover

At th e  tim e  o f i t s  b ankrup tcy , L io n e l’ s P re s id e n t and 

C h ie f E x ecu tive  O f f ic e r  was Ronald D. Saypol and i t s  E xecu tive  

V ic e  P re s id e n t and C h ie f O p era tin g  O f f ic e r  was R ichard R. 

S c h i l l in g ,  J r .  Saypol had been CEO s in ce  1974 and had been an
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o f f ic e r  s in c e  1968. S c h il l in g  had been a s e n io r o f f ic e r  f o r  a 

number o f y e ars . Both men had been lo ng -term  employees o f  

L io n e l and had p layed  m ajor ro le s  in  th e  growth and 

re s tru c tu r in g  o f L io n e l from  a toy  t r a in  m anufacturer to  to y  

r e t a i l e r  and e le c tro n ic s  m anufacturer.

In  J u ly  1982 Saypol and S c h il l in g  were placed on leave  o f 

absence, and in  A p r i l  1983 S c h il l in g  res igned . In  June 1983 

S ayp o l’ s and S c h i l l in g ’ s employment c o n tra c ts  were re je c te d  by 

Lionel under bankruptcy ru le s . Saypol subm itted a c la im  o f  

$ 2 .9  m i l l io n ,  and S c h i l l in g  $ 675 ,000 . L io n e l countered w ith  a 

c la im  a g a in s t Saypol fo r  $ 600 ,000 , but Saypol was in  personal 

bankruptcy, so th e  c la im  became u n c o lle c t ib le .

There was ra p id  m anagerial tu rn o ve r from  th e  bankruptcy  

f i l i n g  in  February 1982 u n t i l  March 1983, when M ichael J . 

V a s to la  was e le c te d  Chairman o f th e  Board and C h ie f E xecu tive  

O f f ic e r .  V a s to la , then 38 years o ld , had been a L ionel 

employee s in ce  1971. He was C o n tro lle r  and C h ie f Accounting  

O ffic e r , p r io r  to  February 1982, when he became Vice  

P re s id e n t-F in a n c e . In  J u ly  1982 he became A cting  E xecu tive  

V ice P re s id e n t and C h ie f O p erating  O f f ic e r .  V a s to la ’ s s e n io r  

asso c ia tes  du ring  re o rg a n iz a tio n  and s ince a ls o  came up through  

th e  ranks a t  L io n e l. The new o f f ic e r s  were r e la t iv e ly  young, 

as were th e  o f f ic e r s  they re p la c e d . Saypol was 53 a t  th e  tim e  

o f  the  bankruptcy.
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D iscussion

The s to ry  o f  L io n e l is  one o f a f irm  in  a d e c lin in g  

business th a t  re fu sed  to  d ie .  For th e  f i r s t  h a l f  o f  th e  20th  

c e n tu ry , c h i ld r e n ’ s model t r a in s  were one o f th e  most popular 

to y s , and L io n e l was th e  preem inent s u p p lie r . A f te r  World War 

I I  the  demand f o r  model t r a in s  d e c lin e d  u n t i l  they  were more a  

hobby fo r  n o s ta lg ic  boys grown o ld  than a ho t C hristm as item . 

W ith th e  d e c lin e  in  i t s  t r a d i t io n a l  business, L io n e l sought to  

d iv e r s ify  in to  new businesses to  rep la c e  th e  t r a in s .  That 

search took two d i f f e r e n t  d ire c t io n s , both re la te d  to  i t s  p r io r  

exp erien ce: one in to  to y  r e t a i l in g ,  and th e  o th e r in to  

e le c tro n ic s  and sm all e le c tro -m e c h a n ic a l systems.

In  1961 L io n e l acqu ired  D ale E le c tro n ic s , which had been 

founded in  1951. D ale  was p r im a r ily  lo ca ted  in  Nebraska, and 

throughout i t s  years  w ith  L io n e l operated  r e la t iv e ly  

in d ep en d en tly . In  a d d it io n  to  D a le , from  1960 to  1970, L ionel 

bought and so ld  a s t r in g  o f sm all m anufacturing  businesses.

The im pression is  one o f an alm ost desperate  a ttem p t to  f in d  a 

new basis  fo r  p re s e rv in g  th e  f ir m .

In  1969 th e  s tra te g y  s h if te d  to  to y  r e t a i l in g ,  f i r s t  w ith  

Leonard Wasserman C o ., which became L ione l L e is u re . In  1970 

Lionel e x ite d  th e  to y  t r a in  business by lic e n s in g  them to  

General M i l ls ,  then expanding in to  th e  to y  business. From th a t  

a c q u is it io n  u n t i l  th e  bankruptcy f i l i n g  in  1982, L io n e l
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expanded in  to y  r e t a i l in g ,  both by buying up sm all chains o f  

to y  s to re s  and opening new s to re s .

L io n e l is  a c la s s ic  example o f  f irm  seeking to  f in d  a new 

niche as i t s  o ld  n iche d e c lin e s . However, none o f  th e  moves 

was very  s u c c e s s fu l, and th e  f in a n c ia l  s tre n g th  o f  th e  f irm  

d e c lin e d . T h is  in  tu rn  l im ite d  th e  choice o f new ven tu res  to  

e i th e r  sm all a c q u is it io n s  o r mergers based on exchange o f 

s to c k . Leonard Wasserman was acq u ired  fo r  1 .5  m i l l io n  shares  

o f L io n e l common s to c k . The c o n s o lid a tio n  o f th e  to y  in d u s try  

in  response to  in d u s try  weakness and c u t - th r o a t  c o m p e titio n  was 

r a t io n a l ,  but i t  d id  no t produce stro ng  f irm s . L io n e l’ s 

expansion o n ly  re s u lte d  in  p r o f i t le s s  grow th, and made th e  f ir m  

ev er more v u ln e ra b le  to  cash and c r e d it  c r is e s , which in  th e  

end p r e c ip ita te d  th e  b ankrup tcy .

The D ale E le c tro n ic s  s to ry  i l lu s t r a t e s  ano th er  

c h a r a c te r is t ic  o f  f a i l i n g  f ir m s . W ith a s tro ng  commitment to  

s u r v iv a l ,  L io n e l management f i r s t  took s teps  to  p ro te c t  D ale by 

ta k in g  i t  p u b lic  and s e p a ra tin g  i t s  f a te  from  th a t  o f th e  to y  

s id e  o f  th e  business. A f te r  bankruptcy th e  L io n e l management 

would ra th e r  have reo rg an ized  around Dale than th e  toy  

business, but th a t  s tra te g y  was blocked by th e  c r e d ito r s ,  who 

saw in  Dale an as se t th a t  could be so ld  f o r  cash. Once in  

bankruptcy managers a re  f a r  more l im ite d  in  t h e i r  o p tio n s  than  

th ey  were b e fo re  bankruptcy.
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O v e ra ll th e  L io n e l exp erien ce  p o in ts  to  th e  high cost o f  

pursuing s u rv iv a l over a l l  o th e r  g o a ls . I t  a ls o  p o in ts  out 

th a t  th e  m ajor lo sses  may occur long b e fo re  bankruptcy o r  o th e r  

endgames. A c tu a lly  L io n e l and i t s  c re d ito rs  fa re d  q u ite  w e ll 

in  bankruptcy, and th e  f ir m  s u rv iv e d . The b ig  losses occurred  

between 1953 when L io n e l stock so ld  fo r  $28 and pa id  a d iv id en d  

o f  $1 .2 5  per share and 1962, when th e  s to ck  so ld  fo r  $4 .5 0  and 

paid  no d iv id e n d s . From th a t  tim e  on, through th e  bankruptcy  

p erio d  and a f t e r  re o rg a n iz a t io n , l i t t l e  fu r th e r  loss was 

exp erien ced . The L io n e l case c le a r ly  suggests th a t  in ve s to rs  

in  a f ir m  in  d e c lin in g  businesses might be b e t te r  served by an 

e a r ly  l iq u id a t io n  o f  th e  f ir m  than  by a ttem p ts  to  f in d  new 

businesses under th e  e x is t in g  s tru c tu re  and management.

The e x te n t to  which e x p l i c i t  m anagerial c o n f l ic t  o f  

in te r e s t  and m alfeasance c o n tr ib u te d  to  th e  f a i lu r e  o f  L ionel 

is  no t c le a r .  A lthough no one was convic ted  o f wrongdoing, 

n e ith e r  d id  th e  o u t -o f -c o u r t  s e ttle m e n t o f  th e  s e c u r i t ie s  

l i t i g a t i o n  absolve th e  s e n io r  managers, p a r t ic u la r ly  Saypol and 

S c h il l in g ,  o f  m isconduct. The r e la t iv e ly  sm all s e ttle m e n t  

suggests th a t  th e  s u b s ta n tiv e  e f fe c ts  may have been s m a ll. The 

re a l d is s e rv ic e  to  s to c k h o ld e rs  was not th e  m an ip u la tio n  o f  

personal com pensation, b u t ra th e r  th e  lo n g -te rm  e ro s io n  o f  

c o rp o ra te  assets  in  p u rs u it  o f  s u rv iv a l a t  any c o s t.
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Appendix B6

REVERE COPPER AND BRASS INCORPORATED 

Summary

Founded 1928. R e la ted  d iv e r s i f ie r  in  copper and aluminum 

prod uction  and fa b r ic a t io n .

F a ilu re  pathway: Growing sa le s  in  a d e c lin in g  in d u s try .

Bankrupt 1982. Assets $474M. Exchange NYSE.

R eorganized 1985. A ssets $274M. Exchange NYSE.
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Figure  B6.1
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YEARS BEFORE BANKRUPTCY

Table  B6.1

Revere Copper and Brass In co rp o ra te d  
(B ankruptcy Year: 1982)

6 5

T o ta l Ass . mi 1 $ 476 488
Sales mi 1 $ 498 598
N et In c . mi 1 $ 2 10
Common Eq mi 1 $ 138 153
L ia b i1. mi 1 $ 318 315
Stock P ric e $ 9 .6 3 13.25
ROI % .35 2 .0 8

Z 1 .88 2 .1 2
NZ5V .85 .92
NZ2V .83 .97

years b e fo re  bankruptcy
4 3 2 1

475 458 433 474
681 788 748 821

21 26 22 9
133 159 181 189
324 290 236 260

13.25 15.25 16.25 14.75
4 .46 5 .62 5 .0 5 1 .98

2 .60 3.01 3 .0 8 2 .9 2
.90 1 .13 1 .37 1 .32
.83 1 .12 1 .43 1 .35
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H is t o r ic a l  Background

Revere Copper and Brass was in co rp o ra ted  in  M aryland in  

1928 and took i t s  c u r re n t  name in  1929. The company was formed 

by combining th e  businesses and assets  o f  se ve ra l s m a lle r  f irm s  

in  th e  copper and brass in d u s try . Several o f  th e  f irm s  had 

long h is to r ie s ,  one founded in  1801 by Paul Revere o f  

R ev o lu tio n a ry  War fam e. In  1956 th e  company expanded in to  th e  

aluminum business in  a j o i n t  v e n tu re , Ormet C o rp o ra tio n . The 

o r ig in a l  j o i n t  v e n tu re  p a r tn e r , 01 in  C o rp o ra tio n , l a t e r  so ld  

i t s  in te r e s t  to  C o n so lid a ted  Aluminum C o rp o ra tio n . P r io r  to  

i t s  bankruptcy, Revere was one o f the la rg e s t  copper and brass  

fa b r ic a to r s  in  th e  U n ite d  S ta te s , perhaps b est known f o r  i t s  

Revere Ware cooking u te n s ils .

In d u s try  Factors

In  1982 both th e  aluminum and copper businesses were in  

rece s s io n . A t th e  end o f 1981 prim ary aluminum was o p e ra tin g  

a t  76% o f in d u s try  c a p a c ity , a le v e l su sta in ed  o n ly  by d r a s t ic  

p r ic e  c u t t in g . A lthough th e  nominal p r ic e  o f  aluminum was 

being m ain ta ined  a t  76 cents  a pound, i t  was s e l l in g  f o r  51 

c e n ts . P a r t o f  th e  problem  was due to  im ports and a g enera l 

business re ce s s io n , b u t overexpansion in  th e  in d u s try ,  

in c lu d in g  a d d it io n s  by R evere, was a m ajor c o n tr ib u t in g  f a c to r .  

The aluminum in d u s try  was in  a p r o f i t  squeeze between th e  

d e c lin in g  p r ic e  o f  aluminum and th e  r is in g  co st o f  e le c t r i c a l
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power, a c r i t i c a l  c o s t v a r ia b le  f o r  the  aluminum in d u s try .

The copper in d u s try  was a ls o  in  re c e s s io n . Copper 

in d u s try  demand was c lo s e ly  t ie d  to  housing s t a r ts  which were 

in  d e c lin e , and in c re a s in g  im port p ressu re  was being f e l t .  

Im ports  reached 20% o f dom estic shipments in  1981. Im port 

co m p etitio n  was troublesom e to  th e  copper in d u s try , because, 

l i k e  th e  s te e l in d u s try , i t  was burdened w ith  a n tiq u a ted  

pro d u ctio n  f a c i l i t i e s  and high la b o r c o s ts .

Fi rm Factors

P r io r  to  i t s  bankruptcy Revere was e x p e rie n c in g  problems 

in  both i t s  copper and aluminum businesses, but i t  was the  

aluminum business which dominated th e  f i r m ’ s f a i lu r e  and 

re o rg a n iz a t io n . The copper segment was s u f fe r in g  from  the  

ty p ic a l  woes o f  th e  broader U. S. m eta ls  in d u s try , and some 

unique problem s. Cheap cop ies from  Korea o f  Revere Ware’ s 

p re s tig io u s  cookware were f lo o d in g  th e  m arket. Revere had been 

in  th e  process o f  re s tru c tu r in g  i t s  c o p p e r-re la te d  businesses. 

From 1975 to  1981 te n  o p e ra tio n s  had been d is c o n tin u e d , and the  

company had taken  a s t r ik e  a t  one p la n t  in  an e f f o r t  to  keep 

la b o r costs  in  check.

A lthough Revere had e n te red  th e  aluminum business during  

World War I I  and had begun a j o i n t  ven tu re  w ith  01 in  in  1956, 

i t s  m ajor investm ent came in  th e  1970’ s w ith  th e  c p n s tru c tio n
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o f a m ajor aluminum red u ctio n  p la n t  and a r o l l in g  m i l l  in  

S co ttsb o ro , Alabama. The p la n ts  were designed fo r  easy 

expansion , which was expected to  reduce u n it  co s ts . Almost as 

soon as th e  p la n ts  were com pleted, Revere recognized th a t  th e  

c o n s tru c tio n  o f  th e  p la n ts  was a m is take . P lans to  expand th e  

p la n ts  and share costs  w ith  a consortium  o f Japanese p la n ts  

were dropped as demand fo r  aluminum d e c lin e d  and power costs  

in c reased . In  1977 an agreement was reached to  s e l l  th e  

S cottsboro  f a c i l i t i e s  to  Alcan Aluminum C o rp o ra tio n , but the  

s a le  was stopped by an u n favo rab le  r u lin g  from  th e  A n t it r u s t  

D iv is io n  o f th e  J u s tic e  Departm ent.

Revere c losed  th e  red u c tio n  p la n t  a t  S co ttsboro  to  cu t 

o p e ra tin g  lo sses , but th e re  were la rg e  c o n tin u in g  c o s ts : debt

s e rv ic e  on a $55 m il l io n  in d u s tr ia l  revenue bond is s u e , take  o r  

pay c o n tra c ts  w ith  th e  Tennessee V a lle y  A u th o r ity  (TVA) fo r  

e le c t r ic a l  power and Aluminum C o rp o ra tio n  o f  America (ALCOA) 

f o r  a lum ina , and c o n tra c tu a l o b lig a t io n s  to  union employees fo r  

p la n t  c lo s in g  b e n e f its .

Although th e  f in a n c ia l  c r is is  f o r  Revere was focused on 

S c o ttsb o ro , o th e r  o p era tio n s  were e x p e rie n c in g  d i f f i c u l t i e s .

In  a d d it io n  to  c lo s in g  th e  le a s t  p r o f i ta b le  o p e ra tio n s , Revere 

undertook a genera l c o rp o ra te  c o s t -c u t t in g  e f f o r t ,  but th e  cost 

savings were r e la t iv e ly  sm all compared to  losses in  the  

aluminum business. When th e  losses from  aluminum exceeded a l l  

o th e r o p e ra tin g  p r o f i t s ,  Revere f i l e d  f o r  bankruptcy on October

-4 1 9 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

27, 1982.

Prebankruptcy F in a n c ia l  Performance

Table B6.1 and F ig u re  B6.1 p ro v id e  th e  b as ic  f in a n c ia l  

perform ance in fo rm a tio n . R evere ’ s 3 4 * in te r e s t  in  Ormet, th e  

j o i n t  ven ture  w ith  C onso lidated  Aluminum C o rp o ra tio n , was 

c a r r ie d  on th e  balance sheet as an investm ent o f $31 m i l l io n .  

Ormet d e liv e re d  34 * o f  i t s  o u tp u t to  Revere a t  c o s t, so Ormet 

showed no p r o f i t  o r lo s s .

As in d ic a te d  by th e  d a ta , R evere ’ s perform ance was n o t 

ty p ic a l o f  bankrupt f irm s . From 1976 to  1981 s a le s  were 

growing more r a p id ly  than th e  a sse t base, and w h ile  

p r o f i t a b i l i t y  was u n s a t is fa c to ry , th e  company was doing b e t te r  

th a t  i t  had in  th e  p rev ious  f iv e  y e a rs , u n t i l  1981. Stock  

p ric e s  and Z -scores  a ls o  e x h ib ite d  a s im ila r  upward tre n d . As 

in d ic a te d  above Revere tu rn ed  to  bankruptcy to  re s o lv e  a 

s p e c if ic  problem which appeared o th erw ise  in s o lu b le .

Bankruptcy Proceedings and Outcome

Revere f i l e d  f o r  bankruptcy under Chapter 11 o f th e  

Bankruptcy Code on October 27 , 1982. As o f December 31 , 1983, 

th e  d a te  o f  th e  f i r s t  au d ited  f in a n c ia l  re p o rt fo llo w in g  

bankruptcy, bankruptcy l i a b i l i t i e s  were $221 m i l l io n .  

S to ckh o ld ers ’ e q u ity  was $32 m i l l io n ,  down from $189 m i l l io n  in
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1981. The $157 m i l l io n  loss in  1982 was made up o f  an 

o p e ra tin g  lo ss  o f  $85 m il l io n  and a re s tru c tu r in g  loss o f  $100 

m ill io n  and an o f f s e t t in g  ta x  c r e d it  o f  $28 m i l l io n .

Bankruptcy re o rg a n iz a t io n  e f f o r t s  cen tered  on th e  c la im s  

and commitments a s s o c ia te d  w ith  th e  S cottsboro  re d u c tio n  p la n t  

o p e ra tio n s . On th e  suspension o f  o p e ra tio n s , th e  i n i t i a l  

cla im s were $102 m i l l io n  to  TVA, $111 m il l io n  to  ALCOA, and $17 

m ill io n  to  members o f  th e  U n ited  S tee lw o rkers  o f  A m erica. In  

1984 Revere n e g o tia te d  a red u c tio n  in  those c la im s  to  $33 

m ill io n  f o r  TVA and to  $20 m il l io n  fo r  ALCOA. Revere agreed to  

accept th e  S te e lw o rk e rs ’ in d iv id u a l c la im s , which Revere  

es tim ated  to  be $12 m i l l io n .

Once th e  TVA and ALCOA n e g o tia tio n s  were com pleted, th e  

rem ainder o f  th e  re o rg a n iz a t io n  proceeded sm oothly. Under th e  

Bankruptcy C ourt-approved  re o rg a n iz a tio n  p la n , a l l  rem ain ing  

c re d ito rs  re ce iv e d  f u l l  compensation fo r  t h e i r  c la im s in  cash, 

debt in s tru m en ts , o r  common stock  e q u iv a le n ts . New common 

stock was issued f o r  d is t r ib u t io n  to  c r e d ito r s , which had th e  

e f f e c t  o f reducing  th e  o ld  s to c k h o ld e rs ’ in te re s ts  from  10056 to  

77%. A lthough te c h n ic a l ly  a l l  c la im s were p a id , c r e d ito r s  had 

some lo sses , as a lm o st always happens in  bankruptcy cases. 

In te r e s t  on deb t does no t accrue fo r  f irm s  in  b an kru p tcy , and 

th e  costs o f  d e lays  and c la im s c o lle c t io n  are  n o t re im bursed .

Revere used th e  bankruptcy re o rg a n iz a tio n  as an
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o p p o rtu n ity  to  reduce i t s  aluminum business and to  improve i t s  

e f f ic ie n c y  in  th e  copper b u siness. In  1981, th e  la s t  f u l l  year 

b e fo re  bankruptcy , Revere had s a le s  o f $821, 82% in  aluminum; 

in  1985 Revere had s a le s  o f $459 , 74% in  aluminum. From 1981 

to  1985 Revere reduced i t s  t o t a l  assets  from $474 m il l io n  to  

$274 m i l l io n .  A f te r  bankruptcy Revere continued to  reduce i t s  

aluminum in vestm en t, in c lu d in g  th e  s a le  o f i t s  W ells  Aluminum 

Company s u b s id ia ry .

During th e  re o rg a n iz a t io n  p e rio d  R evere, reduced i t s  

asse ts  and s a le s , and re tu rn e d  to  p r o f i t a b i l i t y .  The f ir m  had 

an o p e ra tin g  p r o f i t  in  each y e a r , a lthough re s tru c tu r in g  

charges in  1984 re s u lte d  in  a lo ss  in  n e t income. The s to ck  

p r ic e  range in  1983 to  1985 was $ 6 .7 5  to  $ 1 7 .7 5 , compared to  a 

range o f $10.87  to  $25 .37  from  1979 to  1981. The stock h i t  a 

low o f  $4 .7 5  in  1982 im m ed iate ly  a f t e r  th e  bankruptcy f i l i n g .

P r io r  to  i t s  bankruptcy ASARCO In c . h e ld  o n e -th ird  o f  

R evere ’ s common s to c k . In  1983 t h is  block was so ld  to  B ear, 

S tearn s  & C o ., which converted  th e  ho ld ing  in to  a l im ite d  

p a rtn e rs h ip . A f te r  re o rg a n iz a t io n , in  1986, th is  block was 

acq u ired  by Jamie S e c u r it ie s .  Jamie then made a te n d e r o f f e r  

fo r  Revere s to c k . A f te r  s e v e ra l rounds o f b id d in g , in c lu d in g  

an o f f e r  from  management, Revere was taken p r iv a te  by JOZ I  

C o rp o ra tio n , a consortium  o f  f in a n c ia l  f irm s  made up o f Jamie 

S e c u r it ie s ,  O xford F in a n c ia l Group, and P ru d e n tia l E q u it ie s .  

The takeo ver was considered  f r ie n d ly ,  and c u rre n t management
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was re ta in e d .

Managerial Turnover

The Revere bankruptcy was unusual in  many ways, and the  

ty p ic a l p a tte rn  o f  h igh m anagerial tu rn o v e r was n o t observed.

A t the  tim e o f th e  1982 bankruptcy, the  CEO was W illia m  F. 

C o ll in s ,  who had been P re s id e n t s in ce  1971 and CEO s ince  1975. 

In  1984, on h is  re tire m e n t as CEO, he was fo rm a lly  e le c te d  

Chairman o f  th e  Board. P r io r  to  th a t  tim e  th e  Board had 

operated  w ith o u t a fo rm al chairman w ith  C o ll in s  s e rv in g  as 

a t to r n e y - in - fa c t  f o r  th e  board members. C o ll in s  was rep laced  

by Hugh H. W illiam so n  I I I ,  fo rm erly  CEO o f  Edgcomb M etals  

Company. S evera l s e n io r  managers served throughout th e  study  

p e rio d .

D iscussion

The bankruptcy o f  Revere was unusual in  a number o f  

re sp e c ts , and th e  case lends i t s e l f  to  v a ry in g  in te r p r e ta t io n s .  

The case is  fu r th e r  com plicated  by f in a n c ia l  arrangem ents not 

f u l l y  revea led  in  ro u tin e  re p o rts . Using th e  c la s s i f ic a t io n  

ru le s  developed in  th is  study Revere f a l l s  in  th e  categ ory  

designated  as th e  f ig h t - fo r -m a r k e t -s h a r e  pathway, a growing  

f irm  in  a d e c lin in g  in d u s try . However, u n lik e  th e  general 

p a tte rn  observed in  th is  s tudy , R evere’ s as se t growth d id  not 

outrun i t s  s a le s  grow th. In  th e  f iv e  years b e fo re  bankruptcy
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R evere ’ s s a le s  grew by 6 5 * , w ith  no growth in  a s se ts . The 

m u lt iv a r ia te  bankruptcy p re d ic t io n  models f a i le d  to  p re d ic t  the  

bankruptcy, but ra th e r  showed Revere to  be f in a n c ia l ly  s ta b le  

and im proving.

The most im p o rtan t conclusion  about th e  Revere bankruptcy  

is  th a t  the  bankruptcy was a response to  a s p e c if ic  problem, 

not a general f a i l u r e .  R evere ’ s prim ary problem was i t s  

S co ttsb o ro , Alabama, aluminum f a c i l i t i e s .  T h is  re d u c tio n  p la n t  

and r o l l in g  m il l  had been b u i l t  in  the  m id -S ix t ie s  using  

in d u s tr ia l  revenue bonds issued by the  In d u s t r ia l  Development 

Board o f S co ttsb o ro . Revere had a c o n tin u in g  lease  o b lig a t io n ,  

which was c a rr ie d  on th e  books as i f  the  f ir m  had constructed  

and owned th e  p la n ts . Prim ary m etals p rod uction  is  t y p i f ie d  by 

high investm ents, long development c y c le s , and in f le x ib le  

u t i l i z a t io n  e f f ic ie n c ie s .  I t  would appear th a t  th is  was a case 

o f overexpansion, but one fo r  which th e  consequences were slow  

to  appear. A read ing  o f  th e  record a ls o  suggests th a t  th e  

in d u s tr ia l  revenue bond f in a n c in g , w h ile  f in a n c ia l ly  a t t r a c t iv e  

in  i t s e l f ,  made i t  more d i f f i c u l t  fo r  Revere to  n e g o tia te  

changes in  term s o f  th e  lease  o b lig a tio n s  than  i t  would have 

been w ith  more co n ven tio n a l bond o b lig a t io n s .

Although th e  bankruptcy re o rg a n iz a tio n  was r e la t iv e ly  

su c c es s fu l, th e  case i l lu s t r a t e s  th e  high co s t o f bankruptcy as 

a c o n f1ic t - r e s o lu t io n  mechanism. When o p era tio n s  a t  Scottsboro  

were suspended and th e  bankruptcy p e t i t io n  f i l e d ,  TVA had a
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c la im  o f $102 m i l l io n  and ALCOA had a c la im  o f  $111 m i l l io n .

In  1984 Revere n e g o tia te d  a re d u c tio n  in  those c la im s  to  $33 

m ill io n  f o r  TVA and to  $20 m il l io n  fo r  ALCOA. S in ce  a l l  o th e r  

c r e d ito rs  were p a id  in  f u l l ,  the  outcomes suggest th a t  the  

bankruptcy m ight have been a v e rte d , i f  TVA and ALCOA had been 

more r e a l i s t i c  in  t h e i r  i n i t i a l  s e ttle m e n t demands. The 

reasons fo r  t h e i r  r e c a lc it ra n c e  is  no t known, bu t i t  may be 

th a t  the  government ow nership o f TVA made i t  e x c e s s iv e ly  

b u re a u c ra tic  and in f l e x i b le .  ALCOA’ s ro le  as both s u p p lie r  and 

co m p etito r may have c o n tr ib u te d  to  i t s  re lu c ta n c e  to  s e t t le  

q u ic k ly .

O v e ra ll th e  case serves as an example o f s t r a te g ic  

bankruptcy. Revere was not under th e  th r e a t  o f  in v o lu n ta ry  

bankruptcy, nor was i t  bankrupt by co n ven tio n a l d e f in i t io n s  o f  

bankruptcy. Except fo r  th e  TVA and ALCOA c la im s , which were 

s e t t le d  o u ts id e  th e  Bankruptcy C o u rt, a l l  c r e d ito r s  re ce iv e d  

th e  f u l l  amount o f  t h e i r  c la im s , bu t the  de lays  and process  

must have been c o s t ly .  The s to ckh o ld ers  s u ffe re d  on a s l ig h t  

d i lu t io n  o f  ow nership.

Fcr the  purposes o f t h is  s tudy, the  re o rg a n iz a t io n  o f

Revere was c la s s i f ie d  as s u c c e s s fu l; th e  f ir m  remained

autonomous and m a in ta ined  o v e r 50* o f  i t s  prebankruptcy s iz e .  

The e v a lu a tio n  o f th e  bankruptcy as f in a n c ia l ly  su ccessfu l is  

re in fo rc e d  by th e  a c q u is it io n  and ta k in g  o f Revere p r iv a te  by

JOZ I  Corp. The a c q u is it io n  stock p r ic e  o f  $ 2 2 .5 0  exceeded any
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m arket p r ic e  a f t e r  1971. I f  th e  re te n tio n  o f autonomy and 

id e n t i ty  is  th e  c r i t e r io n  f o r  o rg a n iz a t io n a l success in  

bankruptcy, then Revere was te c h n ic a lly  successfu l in  

re o rg a n iz a t io n , but th e  success was s h o r t - l iv e d .  The lo ss  o f  

autonomy and id e n t i t y  is  commonly observed in  bankruptcy cases, 

e ith e r  in  th e  bankruptcy process o r subsequent to  

re o rg a n iz a t io n . T h is  re in fo rc e s  th e  conclusion  t h a t  f in a n c ia l  

and o rg a n iz a tio n  success a re  n o t n e c e s s a r ily  th e  same, and th a t  

c la s s i f ic a t io n  o f b an k ru p tc ie s  as successfu l o r n o t is  o fte n  

a r b i t r a r y  and tim e-bou nd .
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Appendix B7

SALANT CORPORATION 

Summary

Founded 1919. S in g le  business in  th e  appare l in d u s try . 

F a ilu re  pathway: D e c lin in g  s a le s  in  a growing in d u s try .

Bankrupt 1985. A ssets $110M. Exchange NYSE.

Reorganized 1986. Assets $80M. Exchange NYSE.
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Figure  B7.1
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Table  B7.1

Sal an t C orporation  
(Bankruptcy Year: 1985)

6 5

T o ta l Ass . mi 1 $ 154 173
S ales mi 1 $ 236 281
N et In c . mi 1 $ 2 1
Common Eq mi 1 $ 52 51
L ia b i1. mi 1 $ 100 117
Stock P r ic e $ 5 .8 8 7 .88
ROI % 1 .26 .37

2 2 .7 6 2 .77
NZ5V 1 .14 1 .02
NZ2V 1 .03 .94

years b e fo re  bankruptcy  
4 3 2 1

146 133 114 110
210 206 175 199

9 3 1 -1 9
44 47 47 25
95 78 60 79

10.50 9 .0 0 11 .88 7 .1 3
6 .30 2 .4 5 1 .00 -1 7 .2 0

2 .88 2 .9 2 3 .0 7 2 .29
1.13 1 .28 1 .60 .48

.98 1 .16 1 .50 .46

-4 2 8 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

H is to r ic a l Background

Sal a n t was e s ta b lis h e d  as a fa m ily  ap p are l business in  

1893, in c o rp o ra te d  in  New York as S a la n t & S a la n t  in  1919, and 

adopted th e  name S a la n t C orp o ra tio n  in  1971. Between 1962 and 

1976 S a la n t ac q u ired  a number o f sm all c lo th in g  m anufacturing  

f irm s . T r a d i t io n a l ly  S a la n t had been a men’ s pants  producer, 

but w ith  th e  a c q u is it io n s , i t  expanded in to  women’ s and 

c h ild r e n ’ s c lo th in g  and a more com plete l in e  o f  men’ s c lo th in g .  

C orporate  h ead q u arte rs  was in  New York. P ro d u ctio n  f a c i l i t i e s  

were d is t r ib u te d  throughout the  South, w ith  in s ig n i f ic a n t  

o p e ra tio n s  in  Mexico and Canada.

In d u s try  Factors

The appare l m anufacturing  in d u s try  is  h ig h ly  fragm ented  

and c h a ra c te r iz e d  by f irm s  w ith  r e la t iv e ly  narrow  product 

l in e s .  Most o f  th e  f irm s  are  r e la t iv e ly  sm all s in g le  

businesses. N e ith e r  d iv e r s i f ic a t io n  in to  o th e r  in d u s tr ie s  nor 

a c q u is it io n  o f  garm ent makers by conglom erates is  common. In  

th e  garment in d u s try  a  d iv e r s if ie d  f ir m  is  one which produces 

both men’ s and women’ s c lo th in g , indoor and ou td oor wear, o r  

work and dress c lo th e s .

The in d u s try  has two major segments, both o f  which are  

h ig h ly  c o m p e tit iv e  and v o la t i l e .  One segment c o n s is ts  o f
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high-volum e g e n e ric  products s o ld  under p r iv a te  la b e ls  by la rg e  

r e t a i l  ch a in s . C o n trac ts  fo r  producing th is  merchandise is  a 

mixed b les s in g  f o r  m an u fac tu re rs . The s a le s  volume is  la rg e  

and can be q u ite  s ta b le , bu t th e  chain  s to re s  use t h e i r  heavy 

buyer power to  keep p r ic e s  and margins down.

The second in d u s try  segment la rg e ly  fo llo w s  a 

d i f f e r e n t ia t io n  s tra te g y  based on h ig h ly  a d v e rtis e d  brand  

la b e ls , high q u a l i t y ,  and fa s h io n  a p p e a l. In  th is  segment 

changing fash io n s  a re  th e  p rim ary  c o n tr ib u to r  to  v o l a t i l i t y .  

Misjudgments about fa s h io n  demand lead  to  decreasing  s a le s  

volume a n d /o r la rg e  p r ic e  markdowns. Firms in  th e  fa s h io n  

segment may c o n tra c t ou t a l l  p ro d u c tio n , l im i t in g  t h e i r  r o le  to  

design , m arke tin g , and d is t r ib u t io n .  For f irm s  th a t  do t h e i r  

own m an u factu rin g , s h i f t s  in  demand between segments w ith in  th e  

in d u s try  lead to  c a p a c ity  problems in  s p e c ia liz e d  p la n ts  and 

d iv is io n s , w ith  some p la n ts  u n d e ru t il iz e d  and o th e rs  unable  to  

keep up w ith  demand.

The appare l in d u s try  is  r e la t iv e ly  low -technology and 

la b o r - in te n s iv e , both o f  which make th e  in d u s try  v u ln e ra b le  to  

im po rts . Trade r e s t r ic t io n s  and t a r i f f s  are  a co n stan t source  

o f concern tc  th e  in d u s try  and s u b je c t to  fre q u e n t changes 

depending on c u r re n t  economic and p o l i t i c a l  c o n d it io n s .

The garment business is  seaso n a l, which c re a te s  both  

p rod uction  and f in a n c ia l  s t r a in s .  T r a d it io n a l ly  the  garment
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makers have fin an ce d  r e t a i l e r s ’ in v e n to r ie s , e i th e r  s e l l in g  on 

consignment o r c a rry in g  accounts re c e iv a b le  u n t i l  a f t e r  m ajor 

s e l l in g  seasons. In  a d d it io n , garment makers o fte n  c a rry  la rg e  

in v e n to r ie s , sh ip p in g  on demand to  r e t a i le r s .  As a r e s u lt ,  

they  tend to  be dependent on s h o rt-te rm  c r e d it  l in e s  from banks 

o r o th e r  f in a n c ia l  in s t i t u t io n s .  Under f in a n c ia l  p ressu re , th e  

f irm s  may tu rn  to  fa c to r in g  accounts re c e iv a b le , which reduces  

m argins. The la rg e  in v e n to r ie s  c re a te  a d d it io n a l problem s. 

D uring p erio d s  o f h igh in te r e s t  ra te s , such as in  th e  years  

preced ing  S a la n t ’ s bankruptcy , c a rry in g  la rg e  in v e n to r ie s  is  

c o s t ly .  W ith ra p id  changes in  fa s h io n s , th e  va lu e  o f  

in v e n to r ie s  d e c lin e s  r a p id ly ,  and excess p ro d u ctio n  must be 

moved ou t w ith  d r a s t ic  p r ic e  re d u c tio n s .

During th e  p e rio d  preced ing  S a la n t ’ s prebankrutpcy th e  

appare l in d u s try  was grow ing. However, th a t  growth was more o f  

a recovery from  a p rev io u s  low p erio d  than a lo n g -te rm  s e c u la r  

tre n d . In  a broader p e rs p e c tiv e , th e  garment in d u s try  could  be 

more a c c u ra te ly  d escribed  as a v o la t i l e ,  c y c l ic a l in d u s try  than  

e ith e r  a growing o r d e c lin in g  in d u s try .

Fi rm Factors

S a la n t s u ffe re d  many weaknesses common to  th e  apparel 

in d u s try  w ith  some a d d it io n a l les s  common problem s. Not o n ly  

is  th e  appare l in d u s try  fragm ented and v o la t i l e ,  S a la n t, l i k e  

many o th e r f irm s , was a ls o  in t e r n a l ly  fragm ented and v o la t i l e .
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In  1982 S a la n t had more than t h i r t y  p la n ts  and warehouses in  

e ig h t  s ta te s , p lu s  Canada and M exico. In  a d d it io n , i t  had 

eleven  o f f ic e  lo c a tio n s  and f i f t e e n  r e t a i l  o u t le ts .  Many o f  

th e  p la n ts  were h ig h ly  s p e c ia liz e d , producing on ly  one garment 

ty p e , f o r  example denim je a n s . Most o f  S a la n t ’ s business was 

in  c lo th in g  f o r  men and boys, bu t i t  had two d iv is io n s  th a t  

made c lo th in g  f o r  women o r c h ild re n . Changing demand p a tte rn s ,  

w ith in  both th e  in d u s try  and i t s  subsegments, from year to  year  

led  a constan t re s h u ff l in g  o f p rod uction  f a c i l i t i e s .  Some were 

p la n t  conversions to  new lin e s  o f  garm ents, but many invo lved  

opening new p la n ts  and c lo s in g  o ld  ones. Throughout th e  

prebankruptcy p e rio d  S a la n t c losed a number o f p la n ts ,  

d is t r ib u t io n  c e n te rs , and s to re s . These asse t red u ctio n s  

crea te d  accounting  lo sses , which were a m ajor fa c to r  in  

S a la n t ’ s poor f in a n c ia l  perform ance. The r e s h u ff l in g  a lso  

inc luded  a s ig n if ic a n t  number o f r e la t iv e ly  sm all a c q u is it io n s  

and d iv e s t i tu r e s .

S a la n t ’ s business was la r g e ly  in  th e  p r iv a te  la b e l segment 

o f th e  in d u s try . From 1980 to  1985 S a la n t s a le s  to  ju s t  Sears, 

Roebuck and J . C. Penney ranged from  39 to  53 % o f to t a l  s a le s ,  

w ith  most o f th e  goods going to  S ears , which is  w e ll known fo r  

e x e r t in g  i t s  buyer power. Among o th e r p ressu res , th e  la rg e  

volume o f s a le s  to  Sears fo rc e d  S a la n t to  m a in ta in  a separate  

l in e  o f  bank c r e d i t  ju s t  to  f in a n c e  S ears ’ purchases.
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Prebankruptcv F in a n c ia l Performance

Tab le  B7.1 and F ig u re  B7.1 p ro v id e  th e  basic  f in a n c ia l  

perform ance in fo rm a tio n . S a la n t ’ s s a le s  and assets  peaked in  

1980 and d e c lin e d  t h e r e a f te r .  The sharp d e c lin e  in  s a le s  from  

1982 to  1983 was e n t i r e ly  caused by decreased s a le s  to  Sears; 

a l l  o th e r  s a le s  in c re a s ed . Earnings were c o n s is te n t ly  low, b u t 

o n ly  in  th e  year preced ing  bankruptcy was th e re  a n e t lo s s .

S a la n t ’ s m arket perform ance in  th e  prebankruptcy p erio d  

was c o n s is te n t w ith  i t s  accounting-based perform ance. Stock 

p ric e s  were c o n s is te n t ly  low, in  th e  $5 to  $10 range, w ith  

m arket p r ic e s  below book v a lu e . Those p r ic e s  were le s s  than  

h a lf  o f  what they  had been a decade b e fo re . W ith in  any given  

year p r ic e  v a r ia t io n s  were la rg e  on a percentage b a s is , but th e  

v a r ia t io n s  were no t a ty p ic a l o f  lo w -p ric e d  stocks in  g e n e ra l.

In  s p ite  o f  i t s  poor e a rn in g s , S a la n t pa id  d iv id en d s  every  y e a r  

u n t i l  i t  went b an kru p t. In  severa l years  th e  d iv id en d  payout 

exceeded n e t e a rn in g s . The p r ic e  d id  not drop s h a rp ly  on th e  

bankruptcy announcement, and th e  stock trad e d  w ith  th e  same 

range throughout th e  bankruptcy p e r io d . The stock was l is te d  

on th e  New York Stock Exchange, where i t  trad ed  w ith o u t  

in te r r u p t io n  d u ring  bankruptcy and a f t e r  re o rg a n iz a t io n .

As shown in  T ab le  B7.1 and F ig u re  B 7 .1 , S a la n t was a 

d e c lin in g  f i r m  in  term  o f assets  and s a le s , bu t th e  bankruptcy  

p re d ic t io n  models d id  not a c c u ra te ly  p o in t to  i t s  u lt im a te
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bankruptcy, u n t i l  th e  f in a l  y e a r . Even in  the  f in a l  year the  

Altman Z -score  was in  th e  "gray zone," but w e ll above th e  

bankruptcy c u to f f  o f 1 .8 .  The Altman Z -sco re  was m a in ta ined  by 

S a la n t ’ s high score on working c a p ita l  and a h igh s a le s  to  

as s e t r a t io .  The new Z -sco re  models, which are  h e a v ily  

w eighted f o r  re ta in e d  e a rn in g s , p icked up th e  sharp drop in  

th a t  v a r ia b le  in  th e  f in a l  y e a r , when a la rg e  n e g a tiv e  ne t 

income led  to  a drop in  re ta in e d  e a rn in g s . The w orking c a p ita l  

v a r ia b le  was m is le a d in g , because i t  is  p o s it iv e ly  w eighted in  

th e  genera l model, bu t f o r  S a la n t th e  fin a n c in g  o f  la rg e  

accounts re c e iv a b le  and in v e n to r ie s  was th e  prim ary cause o f  

bankruptcy.

S h o rt-te rm  f in a n c in g  became an in c re a s in g ly  d i f f i c u l t  

problem f o r  S a la n t d u rin g  th e  prebankruptcy p e r io d . In te r e s t  

expense increased r a p id ly ,  and th e  banks tig h te n e d  t h e i r  loan  

c o n d it io n s . The f in a n c in g  o f s a le s  to  Sears was provided  

s e p a ra te ly  from  th a t  f o r  o th e r  o p e ra tio n s . By 1984 th e  

s h o rt-te rm  debt was secured by s p e c if ic  accounts re c e iv a b le ,  

ra th e r  than unsecured c r e d i t  l in e s .  By th e  tim e o f  th e  

bankruptcy, S a la n t was t o t a l l y  dependent on i t s  banks f o r  th e  

s h o rt-te rm  c r e d it  necessary to  s u rv iv e . W ith th e  w ithdraw al o f  

th a t  c r e d i t ,  S a la n t had no a l t e r n a t iv e  to  bankruptcy .

B ankruptcy Proceedings and Outcome

S a la n t and i t s  two la rg e s t  s u b s id ia r ie s  f i l e d  fo r
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bankruptcy under C hapter 11 o f th e  Bankruptcy Code on February  

22, 1985. L i a b i l i t i e s  were estim ated  a t  $6 5 .2  m i l l io n .  From 

December 1, 1984, th e  end o f th e  f is c a l  year b e fo re  bankruptcy, 

to  November 30 , 1985, S a la n t ’ s assets f e l l  from  $110 m il l io n  to  

$93 m il l io n  and s h a re h o ld e rs ’ e q u ity  f e l l  from  $25 m il l io n  to  

$17 m i l l io n ,  th e r e fo r e , by an e q u ity  d e f in i t io n ,  th e  f ir m  was 

not bankrupt.

The immediate cause o f th e  bankruptcy was th e  f a i lu r e  o f  

S a la n t to  reach an agreement w ith  i t s  s h o rt-te rm  c r e d ito rs ,  

p r im a r ily  M anufacturers  Hanover Commercial C o rp o ra tio n . In  

1984 bank borowings reached $17 m il l io n ,  and w ith o u t c o n tin u in g  

assurance o f c r e d i t  l in e s ,  S a la n t had l i t t l e  cho ice  but to  f i l e  

f o r  bankruptcy. W ith in  two months a f t e r  th e  th e  bankruptcy was 

f i l e d ,  S a la n t was a b le  to  re n e g o tia te  a $15 m il l io n  l in e  o f  

c r e d it  w ith  M anufacturers  Hanover. Th is  re n e g o tia t io n  was made 

p o ss ib le  by th e  p ro v is io n s  o f th e  Bankruptcy Code th a t  a llo w  

bankrupt f irm s  c o n tin u in g  in  business, w ith  th e  approval o f  the  

Bankruptcy C o u rt, to  undertake debt fo r  which repayment has a 

h ig h er p r io r i t y  than p r e f i l in g  l i a b i l i t i e s .

On February 22 , 1985 S a la n t re ta in e d  Ray W. W illia m s  as a 

c o n s u lta n t, and on March 21 gave him c h ie f  e x e c u tiv e  powers. 

W illia m s  had p re v io u s ly  managed th e  successfu l turnaround o f  

Farah M anufacturing  C o ., another c lo th in g  m an u factu rer. Under 

W ill ia m ’ s d ir e c t io n
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The re o rg a n iz a tio n  o f S a la n t went very  q u ic k ly . The f irm  

a c c e le ra te d  the prebankruptcy program o f p la n t  c lo s in g s  and 

a s se t p ru n in g , and took measures to  cu t costs in  co n tin u in g  

o p e ra tio n s . S a la n t emerged from bankruptcy in  March 1987. A 

successfu l re o rg a n iz a tio n  in  two years is  u n u su a lly  ra p id  fo r  

bankrupt f irm s  o f S a la n t ’ s s iz e .  In  1984, th e  la s t  year before  

bankruptcy, S a la n t had assets  o f  $110 m il l io n  and s a les  o f  $199 

m il l io n .  In  1987, assets  were $80 m il l io n  and s a le s  $136 

m il l io n .  S a la n t re tu rn ed  to  p r o f i t a b i l i t y  b e fo re  th e  end o f  

1985, took a sm all loss in  1986 ( la r g e ly  as a r e s u lt  o f  

re s tru c tu r in g  c o s ts ) , and earned $ 8 .6  m il l io n  in  1987. The 

company was c o n s id e rab ly  s tre a m lin e d  both by th e  s a le  o f  

u n p ro f ita b le  u n its  and the  merger o f c o n tin u in g  u n its  in to  

la rg e r  e n t i t i e s .

The re o rg a n iz a tio n  p lan  provided  n e a rly  f u l l  recovery fo r  

a l l  c la im a n ts . A ll  c la im s , except those o f  th e  unsecured 

c r e d ito r s , were p a id  in  cash. Unsecured c r e d ito r s  rece ived  

$450 in  cash, $500 in  debentu res , and fo u r  shares o f S a la n t  

common stock (m arket va lu e  s l ig h t ly  in  excess o f  $50) fo r  each 

$1000 in  c la im s . O r ig in a l stock ho lders  re ta in e d  905K o f  th e  

common s to c k , which by th e  tim e o f the  re o rg a n iz a tio n  had 

doubled in  p r ic e . New stock  was issued to  meet o b lig a t io n s  to  

unsecured c re d ito r s  and to  p ro v id e  an ownership in te r e s t  fo r  

management.

A f te r  re o rg a n iz a tio n  th e  f ir m  continued to  do w e ll .  In
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1988 S a la n t acq u ired  Manhattan In d u s tr ie s , In c . ,  ano th er  

c lo th in g  m anufacturer th re e  tim es  S a la n t ’ s s iz e  v ia  te n d er  

o f f e r  o f  $18 .50  per sh a re . Manhattan was in  s e rio u s  f in a n c ia l  

d i f f i c u l t y ,  and i t s  s to ck  had f a l le n  from $26 in  1984 to  $9 .37  

in  1988 before  th e  te n d e r o f f e r .  Manhattan had l in e s  th a t  

complemented S a la n t ’ s and a s tro n g  brand name.

M anageria l Turnover

M anagerial tu rn o v e r was low in  the  prebankruptcy p e r io d . 

C arl S. Forcheskie  became E xe cu tiv e  V ice P re s id e n t in  1977 and 

P re s id e n t and C h ie f E xe cu tive  O f f ic e r  in  1981. John S. Rodgers 

became S ec re ta ry  and G eneral Counsel in  1977 and Chairman o f  

th e  Board in  1981. Both had served in  o th e r  c a p a c it ie s  a t  

S a la n t f o r  extended p erio d s  o f tim e  p r io r  to  1977. A t th e  tim e  

o f th e  bankruptcy, Rodgers owned 16£ o f  th e  o u ts tan d in g  common 

stock  o f S a la n t. F o rcheskie  had on ly  a sm all ownership s take  

in  th e  company, but was v o tin g  tru s te e  fo r  a la rg e  b lock  o f  

stock which belonged to  th e  S a la n t fa m ily  t r u s t .

Forcheskie  had m u lt iy e a r  employment c o n tra c t which pa id  

about $190 ,000  per y e a r . On March 21, 1985, one month a f t e r  

th e  bankruptcy f i l i n g ,  h is  c o n tra c t was te rm in a te d  under 

p ro v is io n s  o f th e  Bankruptcy Code th a t  a llo w s  bankrupt f irm s  to  

r e je c t  c o n tra c ts . He subsequently  f i l e d  a c la im  f o r  

compensation o f $ 9 7 0 ,0 0 0 . H is  c la im  was s e t t le d  f o r  $209 ,000  

as an a d m in is tra t iv e  p r io r i t y  c la im  and $180 ,000  as an
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unsecured c la im . Rodgers continued in  h is  p o s itio n s  throughout 

th e  bankruptcy p e r io d .

On February 22 , 1985, th e  day o f  the  bankruptcy f i l i n g ,  

S a la n t re ta in e d  Ray W. W illia m s  as a c o n s u lta n t. W illia m s  was 

h ig h ly  regarded fo r  h is  p a r t  in  a dram atic  turnaround a t  Farah  

M anufacturing  C o ., a garm ent maker q u ite  s im ila r  to  S a la n t. 

W illia m s  was g iven  a c o n tra c t  which provided f o r  cash 

compensation o f about $500 ,00 0  per y e a r. Ju s t one month la t e r ,  

he was given c h ie f  e x e c u tiv e  powers. L a te r , as a p a r t  o f  th e  

re o rg a n iz a tio n  p la n , he o b ta in e d  stock and stock o p tio n s  

s u f f ic ie n t  to  g ive  him a 1095 ownership in te r e s t  in  th e  f i r m .  

W illia m s  took an a g g ress ive  le a d e rs h ip  p o s it io n  in  th e  

re o rg a n iz a t io n , and has continued  to  serve as c h ie f  e x e c u tiv e  

in  th e  postbankruptcy p e r io d . The Manhattan a c q u is it io n  was a 

c le a r  in d ic a t io n  o f  th e  m anageria l s tre n g th  and c r e d ib i l i t y  

W illia m s  added to  S a la n t.

D iscussion

The S a la n t bankruptcy was a c la s s ic  case o f a bankruptcy  

caused by a ca sh -flo w  c r i s i s .  The f i r m ’ s assets  exceeded i t s  

l i a b i l i t i e s  both b e fo re  and d u rin g  bankruptcy. During th e  

years  im m ediate ly  p r io r  to  bankruptcy , S a la n t became 

in c re a s in g ly  dependent on annual exten s io n  o f  bank c r e d i t .  

C re d it  ex ten s io n  depended both on o b je c t iv e  f in a n c ia l  fa c to rs  

and c r e d ito r  co n fid en ce . A f te r  years  o f turnaround e f f o r t s ,
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S a la n t had accom plished l i t t l e  in  i t s  e f f o r t s  to  pu t th e  f irm  

on a p r o f i ta b le  fo o t in g . I t  had e lim in a te d  un productive  assets  

and cu t c o s ts , bu t th e  u n s a tis fa c to ry  p r o f i t  m argins d id  not 

im prove. I t s  tu rnaround  e f f o r t s  could probab ly  be 

c h a ra c te r iz e d  as to o  l i t t l e ,  to o  la te ,  a common f a i l i n g  o f  

turnaround e f f o r t s  by entrenched management.

The S a la n t bankruptcy p rov id es  a case f o r  which th e  

ca ta s tro p h e  th e o ry  p ro v id es  a reasonable in te r p r e ta t io n .  As 

developed in  more d e t a i l  in  Chapter 3 , c a tas tro p h e  th eo ry  

suggests th a t  f a i l i n g  f irm s  e x is t  in  an u n s ta b le  s ta te  in  which 

bankruptcy is  p o s s ib le , but no t in e v ita b le .  Bankruptcy is  an 

i r r e v e r s ib le  change in  s ta te  which can be p r e c ip ita te d  by a 

change in  a c o n tro l v a r ia b le ,  in  th is  case c r e d ito r  con fidence. 

C o n s is te n t w ith  th e  th e o ry , S a la n t was no t o b je c t iv e ly  worse 

o f f  a t  th e  tim e  o f  bankruptcy than  i t  had been p re v io u s ly , but 

i t  had been unab le  to  move out o f  the danger zone. As a 

r e s u lt ,  th e  bankruptcy even t was p re c ip ita te d  by an o u ts id e  

fo rc e  which th e  f ir m  could not c o n tro l.

From an o th er p o in t o f v iew , bankruptcy can be seen as a 

c o n f1ic t - r e s o lu t io n  mechanism. Bankruptcy is  an expensive  

c o n f1ic t - r e s o lu t io n  mechanism, and a n e g o tia ted  re s o lu tio n  

should be less  c o s t ly  f o r  a l l  p a r t ie s .  However, one c r e d ito r  

may be a b le  to  in c re a s e  th e  v a lu e  o f h is  c la im  by fo rc in g  

bankruptcy , even i f ,  in  so do ing , he decreases th e  va lues  o f  

o th e r c la im s . In  th is  case th e  banks, which had unsecured

-4 3 9 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

c la im s , fo rc e d  th e  bankruptcy, a c tin g  on th e  b e l i e f  th a t  

bankruptcy would s tren g th en  t h e i r  c la im s .

The Bankruptcy Code is  prim ary d eterm inan t o f  r e la t iv e  

v a lu e  f o r  bankrupt f irm s . T h is  can be seen in  t h is  case in  the  

bank’ s g ra n tin g  o f  a c r e d it  l in e  to  the  bankrupt S a la n t th a t  

was l i t t l e  d i f f e r e n t  from th e  one refused on ly  months e a r l i e r .  

Postbankruptcy debt has a h igh p r io r i t y  c la im  on th e  bankrupt 

f i r m ’ s resources , w h ile  prebankruptcy unsecured d eb t has a low 

p r io r i t y .  C la im ants  whose c la im s may have been im paired  by the  

new loan were w i l l in g  to  a llo w  S a la n t to  go fo rw ard  w ith  th e  

c r e d i t  e x te n s io n , because, g iven th e  f a c t  o f bankruptcy, 

continued o p e ra tio n  o f th e  f irm  had a g re a te r  expected va lu e  

than i t s  l iq u id a t io n ,  which was l i k e ly  to  occur w ith o u t c r e d it  

e x ten s io n .

One o th e r lesson th a t  can be learned  from t h is  case is  the  

e ffe c t iv e n e s s  o f bankruptcy as s tim u lu s  fo r  turnaround a c t io n .  

S a la n t had spent n e a rly  a decade s lo w ly  ta k in g  s teps  to  

e lim in a te  unproductive  a sse ts  and to  cu t c o s ts . However, the  

a c tio n s  continued to  be ju s t  s u f f ic ie n t  to  keep th e  f ir m  a l iv e ,  

but no t ag g ress ive  enough to  ach ieve a permanent tu rn aro u n d .

I t  is  not p o s s ib le  to  know whether management s im p ly  d id n ’ t  

know how to  g e t th e  d es ired  r e s u lts ,  o r w hether in te rn a l  

c o n f l ic t  o r o th e r  m anageria l fa c to rs  blocked e f f e c t iv e  a c t io n .  

Bankruptcy fo rc e d  more ag g ress ive  a c tio n  and prov ided  tem porary  

p ro te c tio n  fo r  turnaround through re o rg a n iz a tio n . In  a d d it io n ,
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in  th is  case, as in  many o th e rs , bankruptcy p rov id ed  an 

o p p o rtu n ity  to  change le a d e rs h ip . Any new le a d e rs h ip  would 

have th e  advantage o f fre s h  in s ig h ts  and reduced h is to ry -b a s e d  

c o n s tra in ts , bu t in  th is  case, these genera l advantages were 

increased by th e  employment o f Ray W illia m s . W illia m s  not on ly  

brought h is  r ic h  exp erien ce  from th e  Farah tu rn aro u n d , but he 

a ls o  gave S a la n t in s ta n t  c r e d ib i l i t y  in  th e  f in a n c ia l  

community.

In  summary, th is  bankruptcy re o rg a n iz a tio n  became a 

successful turnaround because th e  f irm  went bankrupt b e fo re  i t  

lo s t  i t s  v i t a l  core and e s s e n tia l resources , and because 

bankruptcy gave an o p p o rtu n ity  fo r  new and g i f te d  le a d e rs h ip . 

Th is  re in fo rc e s  th e  alm ost u n iv e rs a l lesson: i f  a f ir m  is  

doomed to  go bankrupt, sooner is  b e t te r  than l a t e r .  However, 

t h is  leaves th e  more d i f f i c u l t  q u es tio n , is  bankruptcy  

in e v ita b le ,  o r a re  th e re  b e t te r  o p tio n s  a v a ila b le ?

-4 4 1 -

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

Appendix B8

WHEELING-PITTSBURGH STEEL CORPORATION 

Summary

Founded 1852. S in g le  business in  th e  s te e l in d u s try , w ith  

s ig n i f ic a n t  v e r t ic a l  in te g r a t io n .

F a ilu r e  pathway: D e c lin in g  f i r m  in  a d e c lin in g  in d u s try .

Bankrupt 1985. Assets $1220M. Exchange NYSE.

In  re o rg a n iz a t io n . Exchange NYSE.
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F ig u re  B8.1

• — *  ASSETS 
■  ■  SOLES

* —*LIflB . 
SS-SNETINC+SeS

6 5 4 3 2 1
VERRS BEFORE BRNKRUPTCY

T ab le  B8.1

W h ee lin g -P itsb u rg h  S tee l C o rp o ra tio n  
(B ankruptcy Year: 1985)

Years B efore Bankruptcy
6 5 4 3 2 1

T o ta l Ass . mi 1 $ 847 983 1120 1207 1241 1220
S a les mi 1 $ 1242 1054 1151 755 722 1049
Net In c . mi 1 & 50 15 32 -7 9 -5 4 -5 9
Common Eq . mi 1 $ 341 353 411 348 285 254
L ia b i1. mi 1 $ 405 518 586 642 755 733
Stock P ric e $ 17 .13 21 .00 30.50 15.13 2 7 .7 5 13.63
ROI % 5 .87 1 .49 2 .82 -6 .5 4 -4 .3 6 “4 .8 7

Z 2 .3 8 1 .61 1 .74 .93 .74 1 .12
NZ5V 1 .00 .90 1 .03 .73 .50 .31
NZ2V 1 .12 1 .02 1 .13 .78 .60 .35
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H is to r ic a l  Background

W heeling S te e l C o rp o ra tio n  was in co rp o ra te d  in  Delaware in  

1920, c o n s o lid a tin g  th re e  s m a lle r  s te e l companies which dated  

back to  1857, 1875, and 1892. In  1968 Wheeling S te e l 

C orp o ra tio n  merged w ith  P itts b u rg h  S te e l Company and adopted  

th e  name W h e e lin g -P itts b u rg h  S te e l C o rp o ra tio n .

W h e e lin g -P ittsb u rg h  is  an in te g ra te d  s te e l company th a t  

produces th e  m ajor share o f  i t s  iro n  ore  and c o a l, and uses i t s  

raw s te e l to  fa b r ic a te  a v a r ie ty  o f s te e l p roducts , in c lu d in g  

p ip e , g a lv a n ized  s h e e t, and o th e r s e m ifin ish ed  p rod ucts . A t 

th e  tim e o f  i t s  b ankrup tcy , W h ee lin g -P ittsb u rg h  th e  was n in th  

la rg e s t  in te g ra te d  s te e l company in  th e  U n ited  S ta te s .

In d u s try  Facto rs

The h is to ry  o f  th e  s te e l in d u s try  fo llo w in g  World War I I  

is  w e ll known. In  1945 th e  American s te e l in d u s try  was the  

on ly  h e a lth y  s te e l in d u s try  in  th e  w o rld . The s te e l m il ls  o f  

Western Europe and th e  les s  w e ll-d e v e lo p e d  m il ls  o f Japan had 

been la r g e ly  d estroyed  in  th e  war, and th e  on ly  n o n b e llig e re n ts  

were s m a ll, l i k e  Sweden, o r s t i l l  undeveloped, l i k e  B r a z i l .  In  

th e  years th a t  fo llo w e d , th e  in d u s tr ia l iz e d  n a tio n s  r e b u i l t  and 

expanded t h e i r  m i l ls ,  and domestic s te e l production  became th e  

goal o f  many deve lo p in g  c o u n tr ie s .

By 1985 th e  American s te e l in d u s try  was marked by o b so le te
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p la n ts  and processes and high la b o r c o s ts . In  W estern Europe 

and Japan th e  postwar p la n ts  were much more e f f i c i e n t  than  

t h e i r  aging American c o u n te rp a rts , and many o f th e  deve lop ing  

c o u n trie s  had become n e t e x p o rte rs  ra th e r  than than  s te e l  

im p o rte rs . The deve lop ing  c o u n tr ie s  had th e  dual advantages o f  

newer technology and low er la b o r c o s ts . In  a d d it io n , th e  

American s te e l in d u s try  had been fo rce d  to  expend huge sums to  

meet in c re a s in g ly  s t r in g e n t  environm ental req u irem en ts . The 

economic consequences to  th e  in d u s try  were c a ta s tro p h ic . The 

in te g ra te d  s te e l companies in  th e  U n ited  S ta te s  s u ffe re d  

combined n e t losses o f  over a b i l l i o n  d o lla r s  per ye ar in  1982 

and 1983. The general economic recovery th a t  fo llo w e d  helped  

to  reduce those lo sses , bu t d id  no t re tu rn  th e  in d u s try  to  

p r o f i t a b i l i t y .

Changes in  in te r n a t io n a l tra d e  p a tte rn s  c o n tr ib u te d  to  th e  

problem . Not o n ly  were im ports  o f  u n fin is h e d  s te e l a problem  

f o r  th e  in d u s try , but dom estic demand was d e c lin in g  as im ports  

o f au tom ob iles , and o th e r products w ith  high s te e l c o n te n t, 

were a ls o  on th e  in c re a s e . Im p o rt pressures and excess  

c a p a c ity  in te n s i f ie d  p r ic e  c o m p e titio n , and costs  remained  

h ig h . In f la t io n  and in te r e s t  ra te s  were a t  reco rd  le v e ls ,  as 

was the  d o l la r  exchange r a te ,  which s tim u la te d  im ports  and 

impeded e x p o rts . C a lls  f o r  im port r e s t r ic t io n s  and h ig h e r  

t a r i f f s  ran a g a in s t th e  g ra in  f o r  the  Reagan a d m in is tra t io n ,  

which t r ie d  to  he lp  th e  s i tu a t io n  by n e g o tia t in g  v o lu n ta ry  

c o n s tra in ts , but th e  re s u lts  were m in im al. I n f la t io n  and
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h ig h ly  r e s t r ic t iv e  la b o r c o n tra c ts  prevented th e  s te e l  

companies from  c u t t in g  wages o r  in c re a s in g  la b o r p r o d u c t iv ity .  

Labor costs  were a ls o  a f fe c te d  by in c re a s in g ly  s t r in g e n t  

employee s a fe ty  requ irem ents  and pension p ro te c tio n  

le g is la t io n .  Domestic c o m p e titio n  from  new h ig h er technology  

and low er cost minimi 11s fu r th e r  h u rt th e  o ld  in te g ra te d  

compan i e s .

W ith an in c re a s in g ly  h o s t i le  environm ent and severe  cash 

f lo w  problems, a number o f  s te e l companies sought to  d iv e r s i fy  

t h e i r  businesses. U n ited  S ta te s  S te e l,  the  in d u s try  le a d e r ,  

acq u ired  Marathon P etro leum , and o th e r s m a lle r  f irm s  made 

s m a lle r  a c q u is it io n s . G iven th e ir ,  f in a n c ia l  weakness, th e  

s te e l companies were l im ite d  in  th e  number o f o p tio n s  they  

could  pursue and in  th e  e f fe c t iv e n e s s  o f t h e i r  b a rg a in in g  

power.

F i rm Factors

W h e e lin g -P itts b u rg h ’ s s i tu a t io n  was c h a r a c te r is t ic  o f  th e  

in d u s try . As an o ld  l in e  s te e l p roducer, i t  had very  la rg e  o ld  

p la n ts , many o f  which were in e f f i c i e n t ,  and a h ig h ly  u n io n ized  

work fo rc e . I t  had e x te n s iv e  v e r t ic a l  in te g ra t io n , bu t 

e s s e n t ia l ly  no d iv e r s i f ic a t io n  o u ts id e  th e  in d u s try .

By th e  beg inning o f th e  study p e rio d , W h e e lin g -P itts b u rg h , 

l i k e  o th e r  s te e l companies, had recognized th e  n e c e s s ity  o f
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m o d e rn iza tio n . From 1978 to  1983 W h e e lin g -P ittsb u rg h  spent 

$536 m il l io n  d o l la r s  on p la n t  m o d e rn iza tio n , more than  tw ic e  as 

much as i t  had spent in  th e  p rev ious  f iv e -y e a r  p e r io d . For a 

v a r ie ty  o f  reasons th e  e x p e n d itu re s  d id  no t p rov id e  a qu ick  

re tu rn . Large sums were expended to  meet environm ental 

p o llu t io n  c o n tro l s ta n d a rd s , and th e  new prod uction  processes  

and f a c i l i t i e s ,  a t  b e s t, were on ly  ca tch -u p  techno logy , not 

breakthrough c o m p e tit iv e  advantages. High in te r e s t  ra te s  

combined w ith  in creased  debt drove in te r e s t  costs from  under 

$13 m il l io n  in  1979 to  over $61 m il l io n  in  1984. In  anoth er  

move to  improve p r o d u c t iv ity ,  W h ee lin g -P ittsb u rg h  e n te re d  in to  

a c o o p era tiv e  agreem ent w ith  N issh in  S te e l Company, L t d . ,  o f  

Japan to  e x p lo re  mutual in te r e s ts ,  in c lu d in g  a j o i n t  ven tu re  to  

produce and m arket coated s te e l products in  the  U n ited  S ta te s .

By 1982 W h e e lin g -P itts b u rg h  had begun to  d r iv e  la b o r costs  

down. In  A p r il  o f  th a t  year i t  n e g o tia te d  a wage re d u c tio n  

agreement and adopted an Employee Stock O ption P lan . L a te r  the  

agreement was extended through 1983 and 1984. However, la b o r  

costs remained h igh  and work ru le s  in f le x ib le  compared w ith  

both fo re ig n  producers and th e  new nonunion m in im ills  in  th e  

U nited  S ta te s . In  1985 th e  company was unable to  n e g o tia te  

fu r th e r  concessions from th e  un ion , a f a i lu r e  which became th e  

t r ig g e r in g  even t f o r  bankruptcy .
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Prebankruptcv F in a n c ia l Performance

Table  B8.1 and F ig u re  B8.1 p rov id e  th e  bas ic  f in a n c ia l  

performance in fo rm a tio n . W h e e lin g -P ittsb u rg h  l ik e  many s te e l  

companies had been a poor p erfo rm er f o r  many ye ars . In  th e  s ix  

years shown in  Tab le  B 8 .1 , W h ee lin g -P ittsb u rg h  had th re e  years  

w ith  n e t losses and th re e  w ith  on ly  minimal p r o f i t s ,  and th e  

s ix  years b e fo re  th a t  were l i t t l e  b e t te r .  Only in  1974 and 

1979 d id  ROI exceed 5%. From 1963 to  1984 d iv idends  on common 

stock had been pa id  o n ly  in  1974, 1975, and 1979. The s te e l 

in d u s try  is  w e ll known as a c y c l ic a l  in d u s try , but doing l i t t l e  

b e t te r  than b reak ing  even in  good years and lo s in g  money in  bad 

years  was not adequate f o r  lo n g -te rm  s u r v iv a l .

The stock  m a rk e t’ s v a lu a tio n  o f  W h e e lin g -P ittsb u rg h  

r e f le c te d  i t s  accounting  perform ance and d iv id e n d  re co rd . The 

m arket p r ic e  v a r ie d  from  20X to  405S o f book v a lu e . The stock  

p r ic e  n e a r ly  doubled in  1983, in  p a r t  as a response to  c a p ita l  

investm ents, b u t a ls o  helped by a b u ll m arket.

The bankruptcy Z -scores  were c o n s is te n t w ith  

W h e e lin g -P itts b u rg h ’ s d e te r io r a t in g  f in a n c ia l  c o n d itio n  and 

w ith  each o th e r . The tw o -v a r ia b le  model, NZ2V, was th e  s low est 

to  p re d ic t  b ankrup tcy . Th is  model c a r r ie s  a heavy w e ig h t f o r  

re tu rn ed  e a rn in g s , and W h e e lin g -P ittsb u rg h  had accumulated  

re ta in e d  e a rn in g s , which were o n ly  s lo w ly  eroded in  i t s  slow  

d e c lin e . The book va lu e  o f common e q u ity  was $254 m il l io n  on
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December 31, 1984, and f e l l  to  a n eg a tiv e  $49 d u rin g  1985, a 

loss  o f over $300 m i l l io n .  The f ir m  was probably s t i l l  

t e c h n ic a lly  s o lv e n t when i t  f i l e d  fo r  bankruptcy on A p r il  16, 

1985. However, th e  recorded book values undoubtedly o v e rs ta te d  

th e  economic va lu e  o f  th e  ag in g , obso lescent p la n ts .

Bankruptcy Proceedings and Outcome

W h e e lin g -P ittsb u rg h  f i l e d  f o r  bankruptcy under Chapter 11 

o f  th e  Bankruptcy Code on A p r il  16, 1985. As o f December 31, 

1985, th e  da te  o f  th e  f i r s t  au d ited  e v a lu a tio n  o f  bankruptcy  

o b lig a t io n s , bankruptcy l i a b i l i t i e s  were $885 m i l l io n ,  and the  

s to c k h o ld e rs ’ e q u ity  d e f i c i t  was $49 m il l io n .

The bankruptcy re o rg a n iz a tio n  perio d  a t  

W h ee lin g -P itts b u rg h  has bean marked by a high le v e l o f  c o n f l ic t  

between s ta ke h o ld e rs  and managers. A f te r  f i l i n g  f o r  

bankruptcy, W h e e lin g -P itts b u rg h  demanded th a t  employees ta k e  an 

18% c u t in  pay. The union re je c te d  th e  demand and a f t e r  

s eve ra l weeks o f unsuccessful n e g o tia tio n s  went on s t r ik e .

A f te r  98 days o f work stoppage, a s e ttle m e n t c lo se  to  th e  

f i r m ’ s o r ig in a l demand was accepted by th e  un ion. As a p a r t  o f  

th e  s e ttle m e n t, a j o i n t  union-management board to  assure  

coo p era tio n  was e s ta b lis h e d . In  la te  1985 W h e e lin g -P ittsb u rg h  

te rm in a ted  i t s  pension p lan  and tra n s fe r re d  a p o rtio n  o f i t s  

l i a b i l i t i e s  to  th e  Pension B e n e fit  Guarantee C o rp o ra tio n , an 

a c tio n  a c t iv e ly  fo u g h t by th e  Pension C o rp o ra tio n . A f te r
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ex ten s iv e  l i t i g a t i o n ,  W h e e lin g -P ittsb u rg h  s e t t le d  th e  case by 

agreeing  to  pay $85 m il l io n  d o lla r s  a g a in s t c la im s in  excess o f  

$500 m il l io n .

In  th e  th re e  years  s in c e  f i l i n g  fo r  bankruptcy,

W h e e lin g -P ittsb u rg h  has shut down severa l o ld  m i l ls ,  w r it te n  

o f f  overva lued  a s s e ts , and disposed o f  unused p ro p e rty . Sales  

in  1985 were o f f  by a t h i r d ,  much o f th e  decrease due to  lo s t  

prod uction  d u rin g  th e  s t r ik e ,  bu t s a le s  recovered in  1986 and 

have continued to  in c re a s e . In  1986 o p era tio n s  were 

p r o f i ta b le ,  but la rg e  w r i te o f fs  led  to  a n e t income lo s s . In  

1987 earn in g s  were $ 8 .4 3  a s h a re , th e  h ig h es t s in ce  1979 and 

th e  f i r s t  p r o f i t  s in c e  1981. The recovery has been due to  

se vera l fa c to rs .  The s te e l in d u s try  has undergone a m ajor 

turnaround as r e s u lt  o f  the  low er d o l la r  and in creased  demand 

in  the  autom obile  and o th e r d u rab le  goods in d u s tr ie s .

W h e e lin g -P ittsb u rg h  has been th e  b e n e fic ia ry  o f  reduced la b o r  

costs and in creased  e f f ic ie n c y .  However, as in  th e  case o f a l l  

f irm s  in  bankruptcy , th e  r e s u lts  are  not d i r e c t ly  comparable  

w ith  nonbankrupt f ir m s , s in ce  in te r e s t  on prebankruptcy  

o b lig a tio n s  and some o th e r expenses do not accrue du rin g  

re o rg a n iz a t io n . The e lim in a t io n  o f most pension o b lig a t io n s  

a ls o  was a fa c to r .

The re o rg a n iz a t io n  o f W h e e lin g -P itts b u rg h  is  s t i l l  in  

progress in  1988, and a f irm  schedule fo r  com pletion has not 

been e s ta b lis h e d . C u rre n t e s tim a te s  are  th a t
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W h e e lin g -P ittsb u rg h  w i l l  s a t is fy  some $900 m il l io n  in  c r e d ito r  

c la im s  w ith  about $300 m i l l io n  in  cash and 30 m il l io n  shares o f  

common s to c k . C u rre n tly  th e re  a re  about 5.1 m il l io n  shares o f  

common s to c k , which has re c e n t ly  so ld  fo r  about $13 per share . 

In  th e  f iv e  years  p r io r  to  bankruptcy, W h e e lin g -P ittsb u rg h  

stock sold in  th e  $10 to  $40 per share range, and in  th e  $6 to  

$17 range du rin g  bankruptcy . I f  th e  c u rre n t e s tim ates  o f  the  

re o rg a n iz a tio n  outcomes a re  a c c u ra te , losses to  s to ck h o ld ers  

w i l l  be s ig n i f ic a n t ,  but n o t as c a ta s tro p h ic  as in  many 

b an kru p tc ies .

M anageria l Turnover

High ra te s  o f  m anagerial tu rn o v e r a re  c h a r a c te r is t ic  o f  

turnarounds, o f which bankruptcy re o rg a n iz a tio n  is  a s p e c ia l 

case, and W h e e lin g -P itts b u rg h  is  no excep tio n . A t th e  tim e  o f  

th e  bankruptcy f i l i n g ,  Dennis J . Carney was CEO. Carney had a 

d o c to ra te  in  m e ta llu rg y  from  Massachusetts In s t i t u t e  o f  

Technology and had worked f o r  U n ite d  S ta te s  S tee l from 1942 to  

1974 w ith  absences on ly  fo r  m i l i t a r y  s e rv ic e  and graduate  

ed u ca tio n . In  1974 he went to  W h e e lin g -P ittsb u rg h  as v ic e  

p re s id e n t fo r  o p e ra tio n s  and became CEO in  1977. Carney was 

unpopular w ith  la b o r and was fo rc e d  out as CEO in  1985 in  th e  

m idst o f the  s t r ik e  p ro te s t in g  th e  wage cuts  which fo llo w e d  the  

bankruptcy a c t io n . He was re p lac ed  by George A. F e r r is  as CEO 

and A lla n  E. Paulsen as Chairman o f  the Board. F e r r is  was a 

r e t i r e d  Ford M otor Company e x e c u tiv e  and had subsequently
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served as E xecu tive  V ice  P re s id e n t o f  NVF C o rp o ra tio n , anoth er  

s te e l maker. Paulsen was th e  la rg e s t  shareh o ld er o f  

W h e e lin g -P itts b u rg h , h o ld in g  34% o f  th e  o u ts tan d in g  s to ck .

In  January 1987 Paulsen so ld  h is  s take  to  a c lo se  f r ie n d ,  

Lloyd C. Lubensky, P re s id e n t o f  Ryder System In c . ,  fo r  a sm all 

f r a c t io n  o f i t s  v a lu e . In  March 1987 Lubensky became Chairman 

a f t e r  a b r ie f  p e rio d  d u rin g  which W h e e lin g -P ittsb u rg h  was 

headed by a com mittee made up o f  Lubensky, F e r r is ,  and John P. 

In n es , a d i r e c to r .  In  A p r i l  1987 F e r r is  was rep laced  by 

W illia m  J . S c h a rffe n b e rg e r , a turnaround s p e c ia l is t  who had 

headed both P en n -D ix ie  In d u s tr ie s , a s te e l maker, and Saxon 

In d u s tr ie s , a paper products company, d u ring  t h e i r  bankruptcy  

proceedings. S c h a rffe n b e rg er was a ls o  named P re s id e n t, f i l l i n g  

a p o s it io n  which had become vacant when John D. Fry resigned  

a f t e r  a s a la ry  d is p u te  w ith  Lubensky. F ry , who was 42 , was th e  

o n ly  young top  e x e c u tiv e  a t  W h e e lin g -P itts b u rg h . A l l  th e  o th e r  

s e n io r e x ec u tiv e s  were over 65 and e i th e r  r e t i r e d  o r s t i l l  

asso cia ted  w ith  o th e r  f irm s .

D iscussion

The bankruptcy o f  W h e e lin g -P ittsb u rg h  rep rese n ts  a c la s s ic  

case o f th e  f a i lu r e  o f  a d e c lin in g  f irm  in  a d e c lin in g  

in d u s try . The p a r t ic u la r  c ircum stances o f  th a t  d e c lin e  were 

described  above. The bankruptcy o f  W h e e lin g -P ittsb u rg h  is  a ls o  

c o n s is te n t w ith  th e  bankruptcy th eo ry  developed in  C hapter 3 .
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According to  th a t  th e o ry  bankruptcy occurs when a f irm  is  

unable to  meet th e  le g it im a te  c la im s made on i t s  ou tp uts  and 

th e re  is  no consensus among s takeh o ld ers  as to  th e  d is t r ib u t io n  

o f ou tputs  and a s s e ts . W h e e lin g -P itts b u rg h ’ s la rg e  a sse t base 

had been b u i l t  w ith  heavy investm ents by s to ckho ld ers  and 

c r e d ito r s . The d e c lin e  o f  the  in d u s try  had reduced the  

economic va lu e  o f  those a s se ts , and th e  f irm  had a llow ed  th e  

p ro d u c tive  assets  to  decay and become ob so lescen t. The 

economic and te c h n o lo g ic a l d e c lin e  o f  th e  f ir m  and in d u s try  was 

compounded by h igh la b o r c o s ts . During and fo llo w in g  World War 

I I ,  when th e  s te e l in d u s try  was p r o f i ta b le  and co m p etitio n  was 

re s tra in e d , th e  in d u s try  had accepted a lab o r s tru c tu re  w ith  

high wages and r ig id  work ru le s .

When good tim es tu rn ed  to  bad, the  ou tp uts  a v a i la b le  to  

meet le g it im a te  c la im s d e c lin e d  more ra p id ly  than th e  c la im s . 

Stockholders  were th e  f i r s t  lo s e rs . D iv idends were suspended, 

which, combined w ith  th e  d e c lin in g  va lu e  o f  th e  f i r m ’ s p h ys ica l 

a s se ts , led  to  f a l l i n g  stock p r ic e s . O ther c la im s were less  

e a s i ly  scaled  down. Unions fo u g h t v ig o ro u s ly  to  hold t h e i r  

share o f  th e  f i r m ’ s o u tp u ts , both fo r  wages and pension  

fu n d in g , p re fe rre d  s to ckh o ld ers  continued to  g e t t h e i r  

d iv id e n d s , and c r e d ito r s  were u n w illin g  to  g ive  up t h e i r  

c la im s . The d e c lin in g  v a lu e  o f  th e  assets  added to  th e  

pressure on th e  f ir m  to  re so lv e  c o n f l ic t in g  c la im s , but a ls o  

acted as a d e te r re n t  to  a c tio n . The book va lu e  o f assets  

exceeded t h e i r  economic o r m arket v a lu e , so any d isposal
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re q u ire d  accounting  w r i t e - o f f s ,  which in creased  rep o rted  

lo sses . Mortgages on th e  a sse ts  compounded th e  problem s. I f  

th e  asse ts  were s o ld , debt had to  be rep a id  and funds to  do so 

were no t a v a i la b le .  On th e  o th e r  hand, th e  low re a l va lu e  o f  

th e  as se ts  d e te rre d  fo re c lo s u re  by h o ld ers  o f  secured d e b t. 

Unsecured c re d ito r s  were r e lu c ta n t  to  fo rc e  bankruptcy once 

they b e lie v e d  th a t  p r io r i t y  c la im s  o f  secured c r e d ito r s  would 

probably exceed th e  amount a v a i la b le  f o r  d is t r ib u t io n  to  a l l  

c r e d ito r s .

The n e t r e s u lt  o f these c o n f l ic t in g  fo rc e s  on th e  f irm  led  

to  an impasse in  which fu r th e r  d r i f t  and d e c lin e  could  on ly  be 

broken by bankruptcy . However, choosing th e  bankruptcy o p tio n  

a ls o  presen ted  problem s. A lthough th e  s i tu a t io n  was b leak  th e  

f irm  was not f in a n c ia l ly  bankrupt under t r a d i t io n a l  te c h n ic a l 

d e f in i t io n s .  The n a tu re  o f th e  in d u s try  a ls o  made th e  d e c is io n  

more d i f f i c u l t .  The in d u s try  was depressed and c le a r ly  had 

excess c a p a c ity , but th e  s te e l in d u s try  is  so b a s ic  to  the  

n a tio n ’ s economy th a t  th e re  were pow erfu l fo rc e s  to  keep th e  

in d u s try  and th e  m ajor firm s  in  i t  a l iv e .  The t r a d i t io n s  o f  

th e  in d u s try  were undoubtedly p a r t ic u la r ly  s tro n g  f o r  Carney, 

who had spent over fo r t y  years  in  th e  s te e l in d u s try .

In  th e  end, the  d e c is io n  to  f i l e  fo r  bankruptcy was made 

b e fo re  th e  f ir m  was te c h n ic a lly  b an kru p t. The d e c is io n  was 

made p o s s ib le  by th e  new Bankruptcy Code o f 1978, which 

allow ed g re a te r  f l e x i b i l i t y  than  th e  o ld  code. A lso , M a n v ille
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C o rp o ra tio n  and C o n tin e n ta l A ir l in e s  had p ioneered  bankruptcy  

proceedings based on p o te n t ia l  l i a b i l i t i e s  o r th e  p r o b a b il i ty  

o f bankruptcy under c o n tin u in g  o b lig a t io n s . A lthough th e  

re o rg a n iz a tio n  is  no t com plete , th e  evidence to  d a te  suggests  

th a t  th e  bankruptcy d e c is io n  was value p re s e rv in g . Perhaps i t  

should have been made e a r l i e r .  The bankruptcy c o s ts , in c lu d in g  

th e  s t r ik e  costs  in  1985, have been h igh . A n e g o tia te d  

re s tru c tu r in g  would have been le s s  c o s t ly , but th e  le v e l o f  

c o n f l ic t  between th e  s ta k e h o ld e rs  was ju s t  too  g re a t f o r  th a t  

a l te r n a t iv e .
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VITA

W ilb u r N. Moulton was born in  W inner, South Dakota, June 

16, 1926. A f te r  a tte n d in g  ru ra l grade schools, he com pleted  

high school in  R e lia n c e , South Dakota. In  1949 he graduated  

maana cum JLau.de from  Sioux F a l ls  C o lle g e , Sioux F a l ls ,  South 

Dakota, w ith  a B .S . in  C hem istry .

A f te r  one year as an in d u s t r ia l  chem ist, Moulton en te red  

th e  U n iv e rs ity  o f  M innesota, M in n eap o lis , M innesota, where he 

earned an M.S. in  1952 and a Ph.D. in  1954, both in  O rganic  

C hem istry . From 1954 to  1956 he was A s s is ta n t P ro fesso r o f  

Chem istry a t  M orningside C o lle g e , Sioux C ity ,  Iow a. From 1956 

to  1972 he was a t  Southern I l l i n o i s  U n iv e rs ity , C arbondale, 

I l l i n o i s ,  where he served in  a v a r ie ty  o f p o s it io n s , in c lu d in g  

P ro fesso r o f C hem istry , A s s is ta n t Dean o f L ib e ra l A rts  and 

Sciences, A sso ciate  Dean o f  In te r n a t io n a l E ducation , and Dean 

o f S tud en ts . From 1972 to  1982 he was a t  Sangamon S ta te  

U n iv e r s ity , in  S p r in g f ie ld ,  I l l i n o i s ,  where he served as 

A s s is ta n t to  th e  P re s id e n t and D ire c to r  o f Budget and P lan n in g . 

In  a d d it io n  to  th ese  permanent p o s it io n s , Moulton has served as 

N a tio n a l Science Foundation C o n su ltan t in  Teacher E ducation , 

C e n tra l C o lle g e , B an galore , In d ia ;  E l l i s  L. P h i l l ip s  Foundation  

In te rn  in  Academic A d m in is tra t io n , Brown U n iv e rs ity ,

P rovidence, Rhode Is la n d ;  and Sm ith-Mundt V is i t in g  L e c tu re r in  

C hem istry , C o lleg e  o f  S c ien ce , U n iv e rs ity  o f Baghdad, Baghdad,
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I r a q .

In  1982 Moulton took e a r ly  re tire m e n t a t  Sangamon S ta te  

U n iv e rs ity  and e n te red  th e  d o c to ra l program in  Business 

A d m in is tra tio n  a t  th e  U n iv e rs ity  o f  I l l i n o i s  in  

Urbana-Champaign. H is  m ajor was in  S tra te g ic  Management and 

Business P o lic y , and h is  m inor was in  F inance. Howard Thomas 

served as h is  m ajor a d v is o r and d is s e r ta t io n  chairm an. In  1987 

Moulton jo in e d  th e  fa c u lty  o f th e  U n iv e rs ity  o f  To ledo, in  

Toledo , Ohio.

M oulton is  member o f  number o f p ro fe s s io n a l a s s o c ia tio n s , 

in c lu d in g  th e  Academy o f  Management, th e  S tra te g ic  Management 

S o c ie ty , and th e  American A sso c ia tio n  fo r  H igher Education.

H is  honorary s o c ie t ie s  and awards in c lu d e  Phi Kappa P h i, Phi 

Lambda U p s ilo n , Sigma X i , F i r s t  N a tio n a l Bank o f Chicago 

S c h o la r, and A lcoa Foundation F e llo w . He served in  the  U. S= 

Army from 1944 to  1947.

M oulton ’ s academic p u b lic a tio n s  and p re s e n ta tio n s  in  

business in c lu d e :

The Im pact o f  D e re g u la tio n  on A ir l in e  P r o f i t a b i l i t y ,  
presented a t  th e  Academy o f  Management M eeting , San D iego, 
CA, August 1985.

The E ffe c ts  o f  Bankruptcy on C om petitors and In d u s tr ie s ,  
presented a t  and pub lished  in  th e  Proceedings o f the  Midwest 
Academy o f  Management M eeting , S t . Louis , MO, A p r il 1986.
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M arket S tru c tu re  A n a ly s is : A Boolean F ac to r A n a ly t ic  
Approach and E m p iric a l Example (w ith  Thomas S. Gruca and D. 
Sudharshan), p resen ted  a t  and published in  th e  Proceedings  
o f th e  American M arketin g  A sso c ia tio n  M eeting , T o ro n to , 
Canada, August 1987.

Bankruptcy as a D e lib e ra te  S tra te g y  by Troubled  F irm s (w ith  
Howard Thomas), presented  a t  th e  S tra te g ic  Management 
S o c ie ty  M eetin g , Boston, MA, October 
16, 1987.

Business F a i lu r e  and Bankruptcy Models, (w ith  Howard 
Thomas), p resen ted  a t  and published in  the  P roceed ings o f  
th e  Midwest Academy o f  Management M eeting , T o led o , OH, A p r il  
1988.

The E ffe c ts  o f  Bankruptcy on C om petitors and In d u s tr ie s ,  
(w ith  Howard Thomas), presented  a t  and pu b lish ed  in  th e  Best 
Papers Proceedings o f  th e  Academy o f  Management M e e tin g , 
Anaheim, CA, August 1988.
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