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How Costly is Financial 
(Not Economic) Ilistress? 

Evidence from Highly Leveraged 
Transactions that Became Distressed 

GREGOR ANDRADE and STEVEN N. KAPLANq' 

ABSTRACT 

This paper studies thirty-one highly leveraged transactions (HLTs) that become 

financially, not economically, distressed. The net effect of the HLT and financial 
distress (from pretransaction to distress resolution, market- or industry.adjusted) 

is to increase value slightly. This finding strongly suggests that, overall, the HLTs 
of the late 1980s created value. We present quantitative and qualitative estimates 
of the (direct and indirect) costs of financial distress and their determinants. We 
estimate financial distress costs to be 10 to 20 percent of firm value. For a subset 
of firms that do not experience an adverse economic shock, financial tiistress costs 
are negligible 

MAW OF THE HIGHLY LEVERAGED TRANSACTIONS (HLTs) completed in the latter 
half of the 1980s subsequently defaulted on debt payments, filed for bank-
ruptcy, and, in general, encountered financial distress. Kaplan and Stein 
(1993a, 1993b),for example, find that more than 30 percent of managernent 
buyouts (MBOs) completed after 1985 later defaulted. Kaplan and Stein 
attribute the increased default rates to poorly designed capital and incentive 
structures; Jensen (1991) argues that regulatory shocks and a downturn in 
the overall economy also played a role. 

In this paper, we study the effects and sources of financial distress for 
thirty-one HLTs from the samples in Kaplan and Stein (1990, 1993a) that 
became distressed. The analysis follows each HLT from befort: the leverag-
ing transaction to the resolution of financial distress. 
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We address two primary q~~estions. First, we address how poorly (or well) 
the HLTs of the second half of the 1980s ultimately fared. Several of the 
defaults and failures of those WLTs involved large, well-known companies. 
These companies received a great deal of attention from the popular press, 
most of which was negative and equated default with disaster.' Jensen (1991) 
argues that such defaults were very costly. According to him, regulatory 
changes in the late 1980s and early 1990s "substantially increased the fre- 
quency and costs of financial distress and bankruptcy" (p. 26). 
In contrast, Kaplan (1989b, 1994a, P994b) studies one of the most cel- 

ebrated defaults, that of Federated Department Stores, and finds that the 
original HLT increased Federated's val~xe even after taking into account the 
costs of financial distress and bankruptcy. Jensen (1989) argues that this 
outcome should be expected when defaulting firms have substantial going- 
concern value. 

To address this first question, we follow the analysis in Kaplan (1989a, 
1989b, 1994a, 1994b) and estimate the value of each distressed HLT frorn 
before the HLT announcement until the resolution of financial distress. Our 
findings are consistent with those predicted by Jensen (1989). We find that 
from pretransaction to distress resolution, the sample firms experience a 
marginally positive change in value--adjusted for market or industry stock 
performance. This finding indicates that, on average, the values of the dis- 
tressed HLTs do not decline. Given that distressed HLTs did not lose any 
value, it is highly likely that HLTs overall-distressed. and nondistressed-- 
created value. This finding is not consistent with the view that the HLTs of 
the later 1980s were unsuccessful. 

Second, we address how costly financial distress is (both directly and in- 
directly) and what determines those costs. Financial economists have found 
it difficult to measure the costs of financial distress. The difficulty is driven 
by an inability to distinguish whether poor performance by a firm in finan- 
cial distress is caused by the financial distress itself or is caused by the 
same factors that pushed the firm into financial distress in the first place. 
For example, Altman (1984) finds large indirect costs of financial distress, 
but does not distinguish them from negative operating shocks. Recent stud- 
ies by Asquith, Gertner, and Scharfstein (1994), Gilson (199'3, Hotchkiss 
(1995), and EoPucki and Whitford (1993b) examine financially distressed 
firms and find indirect evidence that financial distress is costly.% large 
fraction of the firms in the samples in all of these papers, however, have 
negative operating income, and, therefore, questionable value as going con- 
cerns. Those firms are not only financially distressed, but also economically 
distressed, making it difficult to identify whether those papers measure costs 
of financial distress, economic distress, or an interaction of them. 

For accounts of this attention, see Kaplan (198913, 1994a, and 199413). 
Both Ofek (1993) and Opler and Titman (1994) study larger samples of firms that experi- 

ence some financial distress. Ofek finds evidence consistent with leverage reducing the cost of 
financial distress; Opler and Titman find the opposite. 
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To address this second question, we first examine the factors that drive 
the sample firms into financial distress. We find that high leverage is the 
primary cause of distress. Poor firm performance and, then, poor industry 
performance play much smaller roles. More importantly, a 1  of our sample 
firms have positive operating margins in the years they are distressed. In 
fact, the operating margins typically exceed the industry median. In other 
words, without their high leverage, our sample firms would appear healthy 
relative to other firms in the industry. Because of this, we argue that these 
firms are largely financially distressed, not economically distressed. Our 
analysis, therefore, attempts to isolate the costs of '"pure7' financial distress. 

We examine quantitative measures of operating performance for evidence 
of financial distress costs. Operating and net cash flow margins of the dis- 
tressed firms increase immediately after the HLT, decline when the firms 
become distressed and while they are distressed, but then rebound after the 
distress is resolved. The decline in margins from distress onset to postres- 
olution is 10 percent to 15 percent. The change in margins froin pre-IILT to 
postresolution is negligible. 

We then estimate the magnitude of the net costs of financial distress di- 
rectly using capital values-debt and equity market values. For the entire 
sample, we estimate the costs of financial distress as 10 percent to 20 per-
cent of firm value. Our most conservative estimates do not exceed 23 percent 
of firm value. Because these estimates may include the effects of negative 
economic shocks (in addition to the costs of financial distress), we separate 
firms that experience such a shock from those that do not. For the subset of 
firms that do not experience a negative shock, we estimate the costs of fi- 
nancial distress to be negligible. 

Our analysis also considers qualitative measures of financial tiistress costs. 
The firms in our sample appear to incur three such costs most frequently. 
First, a number of firms are forced to curtail capital expenditures, some- 
times substantially. Second, a number of firms appear to sell assets at de- 
pressed prices. Third, a number of firms delay restructuring or filing for 
Chapter 11in a way that appears to be costly. In contrast, we find no evi- 
dence that the distressed firms engage in risk shifting/asset substitution of 
any kind. In addition to costs of financial distress, we also find benefits: 
many firms cut costs and replace management. 

To the extent they occur, the costs of financial distress that we identify are 
heavily concentrated in the period after the firms become distressed, but 
before they enter Chapter 11. We find little evidence that, Clhapter 111 is 
inefficient or costly. This result is in agreement with recent work by Alder- 
son and Betker (1995), Gertner and Picker (1992), Gilson (1997), and Mak- 
simovic and Phillips (1998). The result also suggests that the experience of 
Eastern Airlines, documented in Weiss and Wruck (1996), may be more the 
exception than the rule. 

In our last set of analyses, we estimate the cross-sectional determinants of 
the costs of financial distress. We find that these costs are negatively re- 
lated to HLT value and the fraction of total debt owed to banks, but arch not 
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related to capital structure complexity, the presence of junk bonds, the pres- 
ence of buyout sponsors, time in distress, or industry performance. These 
results are not consistent with increased complexity increasing the costs of 
financial distress. They also suggest that costs of financial distress have a 
fixed component. The results are somewhat supportive of Kaugen and Sen- 
bet (1978) who argue that claimants in financial distress should be able to 
renegotiate without affecting the value of the underlying firm. The results 
also fail to support Shleifer and Vishny (19921, who argue that costs of dis- 
tress increase as industry performance declines. 

We conclude the paper by discussing the irnplications and generality of our 
findings. Compared to estimates of the direct costs of financial distress on 
the order of 3 percent of firm value (Weiss (1990)), our estimates of the costs 
of financial distress for the entire sample-as low as 30 percent with an 
upper bound of 23 percent-appear high. This would be particularly true if 
there is a selection bias in which firms with low costs of financial distress 
are more likely to beconle highly leveraged. 

Alternatively, the costs of financial distress seem low from an ex ante 
perspective that trades off expected costs of financial distress against the 
tax and incentive benefits of debt. Furthermore, the costs of financial dis- 
tress are low, ex ante and ex post, when we rely on our estimates of the costs 
of financial distress for the subset of firms that do not experience an eco- 
nomic shock. To the extent that the regulatory pressures cited in Jensen 
(1991) unexpectedly increased these measured costs, the ex ante expected 
costs would have been even lower. 

While we acknowledge that both interpretations are plausible, we favor 
the latter and believe our results are consistent with the views in Jensen 
(1989) and Kaplan (1994b) that financial distress is not particularly costly 
in HLTs. To the extent that they generaiize to mature firms, our results 
suggest that the pure costs of financial distress are modest. Consistent 
with this generalization, the results in Opler and Titman (1993) as well as 
two tests on our sample suggest that the selection bias in this sample is 
modest. 

The paper proceeds as follows. Section 1 describes the sample, Section I1 
describes the causes of financial distress, and Section 111presents the valua- 
tion analysis. Section IV presents both quantitative and qualitative evidence 
of the costs of financial distress and Section V describes the cross-sectional 
determinants of costly financial distress. Section VI summarizes our results 
and discusses their implications and generality. 

I, Sample Selection and Descriptisrerx 

The sample companies are taken from the HLTs in Kaplan and Stein (1990, 
1993a). Kaplan and Stein (1993a) study 124 management buyouts completed 
between 1980 and 1989, in which (1)the companies are originally publicly 
owned; (2) at  least one member of the incumbent management team obtains 
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an equity interest in the new private firm; and (3) the toltal transaction 
value exceeds $100 million. Kaplan and Stein (1990) study 12 leveraged 
recapitalizations completed between 1985 and 1989. A leveraged recapital- 
ization is similar to a management buyout in many respects except that it 
does not involve the repurchase of all of a company's stock. There is a dra- 
matic increase in leverage, but public stockholders retain some interest in 
the company. 

HLTs that subsequently become financially distressed are identified from 
searches of the NEXIS database and from posttransaction financial state- 
ments. We use two basic measures of distress as of December 1995: (1)de-
faulting on a debt payment (possibly leading to a Chapter 11 filing); and 
(2) an indication that the HLT has attempted to restructure its debt because 
of difficulty in making debt payments. Companies that encounter some form 
of distress after a posttransaction releveraging are not considered to have 
defaulted because the original transaction did not default. 

As of December 1995, thirty-one of the 136 firms had defaulted. An addi-
tional eight firms attempted to restructure debt because of difficulty in 
making debt payments leading to a total of potentially thirty-nine finan- 
cially distressed firms. Consistent with Kaplan and Stein (K993a), the dis- 
tressed firms are concentrated in later HL'rs, with all but four completed 
after 1985. 

We have obtained data for thirty-one of the thirty-nine financially dis- 
tressed firms from the time of the HLT transaction to the resolution of fi- 
nancial distress. Data on four firms are only partially available either because 
the firms were sold very shortly after the HLT or because the firms lacked 
data for several years during distress. Data on four firms are unavailable 
because the firms were private when they became distressed and sub- 
sequently remained private. We do not know how these omissions affect our 
results, if at  all. It also is worth adding that our selection criteria likely 
exclude some firms that experienced modest financial distress, but were 
able to restructure without defaulting and without indicating they had dif- 
ficulty making debt payments. 

Data on the firms we have analyzed are obtained from SEC documents 
that describe the original transaction, from posttransaction filings of 10-Ks, 
S-1 registrations, prospectuses, and plans of reorganization, and from press 
reports available on NEXIS. Stock price data are obtained from the Center 
for Research in Security Prices (CRSP) database and Standard & Poor's 
Daily Stock Przce Record. Other financial data are obtained from the 
COMPUSTAT tapes. 

When we perform analyses that require an industry control group, we use 
the firms covered by the Value Line Investment Survey that are in the same 
industry as our sample firms at the time of the HLT. We use Value Line's 
classifications because they provide a well-known, economirally based, and 
widely accepted classification scheme. We also do so because of the well- 
documented inaccuracy of CRSP industry classifications and the nonavail- 
ability of historical SIC codes from COMPUSTAT. 
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Table I lists the thirty-one sample companies along with the date of the 
HLT, the nature and date of distress, and the nature and date of the reso- 
lution of distress. Twenty-three of the sample firms defaulted on their debt 
after the MLT. Eight firms successfully restructured without defaulting. 

Table 11 reports information about the value of the HLTs as well as the 
pre- and post-WLT capital structures of the sample firms. The median total 
capital of the HLT transaction for these firms is $1billion. Table TI also 
indicates that the WLTs were indeed very highly leveraged after the trans 
actions. The median coverage ratio, the ratio of operating income before de- 
preciation and amortization (EBITDA) to interest expense, is only 1.16 in 
the first post-HLT year.3 

11. Reasons for Financial Distress 

In this section, we determine the factors that led to the financial distress 
of the MLTs. We define the first year of financial distress as the first year 
that a firm either has EBITDA less than interest expense, attempts to re- 
structure its debt, or  defaults. We refer to the first year of financial distress 
as year 0. For twenty-six firms, the first year of financial distress is the first 
year the firm attempts to restructure its debt or defaults. For five firms, 
interest coverage drops below one in the year preceding a default or an at- 
tempted restructur~ng (Burlington Industries, Morse Shoe, National Gyp- 
sum, RJR Nabisco, and S ~ u t h l a n d ) . ~  

Column 1of Table HII shows that the median firm In the sample has an 
operating margin (EBITDA/Sales) of 9.8 percent in year zero. This median 
operating margin exceeds the 8.5 percent for the industry comparison group. 
In other words, all thirty-one firms have positive operating income and are, 
typically, more healthy than the typical firm in the industry despite being 
financially distressed 

Those results contrast with those for the samples used in previous studies 
of the effects of financial distress by Asquith et al. (1994), Hotchkiss (1995), 
and Gilson (1997). The median firm in those studies has operating income 
roughly equal to zero. 

Although the firms have healthy operating margins and operating income, 
column 1 of Table BV confirms that operating income a t  those firms roughly 
equals interest payments. The median interest coverage ratio (EBITDA to 
interest expense) in the first year of financial distress is 0.97. 

The rest of 'Fables 11% and IV explore in more detail the factors that led to 
distress. There are four possible factors: (I) industry performance, (2) firm 
performance, ( 3 )  short-term interest rate changes, and (4) firm leverage 

" In the paper, interest expense includes total interest payments and, therefore, includes 
both cash and noncash interest. 

All of our results-for operating performance and for returns-are insensitive to defining the 
first year of distress as the first year of either default or an attempted financial restructuring. 
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Table I1  

Pre- and Post-HLT Leverage  
Summary of pre- and post-HLT (highly leveraged transaction) leverage statistics for the sample of 
HLTs comprising both MBOs (management buyouts) and leveraged recapitalizations completed be- 
tween 1980 and 1989 which subsequently become distressed. Pre-HLT capitalization figures are based 
on the last available balance sheet before announcement of the HLT. Pre-HLT income statement 

figures, EBITDA (earnings before interest, taxes, depreciation, and amortization), and interest ex- 
pense are based on financial statements for the fiscal year preceding the year in \vhich the HLT was 
announced, in most cases already adjusted to exclude operations to be discontinued following the HLT. 
Post-HLT capitalization figures are based on the first available balance after HLT completion. Post- 
HLT income statement figures are based on financial statements for the first full fiscal year following 
the year in which the HLT is completed. Total equity is defined as the total compensation paid to 
pre-HLT shareholders, which for MBOs includes the value oE all cash and securities received, and for 
leveraged recapitalizations includes the value of dividends received, both cash and securities, plus the 

ex-dividend value of equity. Total capital i:j the pre-HLT book value of debt, plus pn:-HLT preferred 
stock (at liquidation preference), plus total equity. Interest expense includes both cash and noncash 
components. 

Book Value of EBITDA/Interest 

Equity Capital 
Debt/Total Capital 
-- 

Expense 
-- 

Company ($MM) ($MM) Pre-HL,T Post-HLT Pre-HLT Post-HLT 

American Standard 
Bucyrus Erie 
Burlington Industries 
Cherokee 
Florida Steel 
Fort Howard 
Fruehauf 
Harcourt Brace Jovanovich 
Harvard Industries 
Hills Stores 
Interco 
KDI 
Leaseway Transportation 

R. H. Macy 
Mayflower 
Morse Shoe 
National Gypsum 
Papercraft 
Payless Cashways 
Pay N' Pak 
Plantronics 
Republic Health 

Revco 
RJR Nabisco 
Seaman Furniture 
Specialty Equipment 
Southland 
Supermarkets General 
USG 
Jim Walter 
Welbilt 

Median 

Mean 
Standard deviation 
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R. H. Macy 

Mayflower 

Morse Shoe 

National Gypsum 

Papercraft 

Payless Cashways 

Pay N' Pak 

Plantronics 

Republic Health 

Revco 

RJR Nabisco 

Seaman Furniture 

Specialty Equipment 

Southland 

Supermarkets General 

USG 

Jim Walter 

Welbilt 

Median 

Mean 

Standard deviation 
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In Table 111, we follow the analysis in Asquith et al. (1994) to measure the 
relative contributions of these four factors."~ do this, we measure how 
much cash flow after interest (EBITDA net of interest expense) in year 0 
would have improved if (1)the firm performed the same relative to its in- 
dustry, but the industry performed at its median level in year -1-industry 
performance; (2) the firm performed as well as the median firm in the in- 
dustry in year 0-firm performance; (3) the firm paid interest at  the short- 
term interest rate in effect in year -1; and (4) the firm had the same ratio 
of interest to assets as the median firm in the industry-firm leverage. The 
sum of all these changes would move the sample firms' after-interest cash 
flow in year 1 to that of the median firm in the industry in the prior year 
(year -1). 

To calculate the relative contribution of each source, we divide the change 
in cash flow after interest attributable to each source by the sum of the 
changes from all four sources. Table I11 indicates that firm leverage is the 
primary cause of distress for twenty-six of the thirty-one HLTs and accounts 
for a median of 104 percent of the shortfall in cash flow after interest. Even 
the 104 percent understates the importance of leverage because leverage is 
responsible for a positive cash shortfall for two firms, RJR Nabisco and Walter 
Industries, but the sum of the different sources is negative. The sum and the 
ratio are negative because the industry and the firm performed unusually 
well. On average, firm performance, industry performance, and interest rate 
changes play no role in explaining financial distress. 

In Table IV we use a second measure of the sources of financial distress. 
We calculate what interest coverage would have been if (1)the firm's indus- 
try had performed as well as the previous year; (2) the firm had performed 
as well as the industry; (3) interest rates had not changed; and (4) the firm 
had the same interest expense as the median firm in the industry. We also 
consider a fifth factor by measuring interest coverage using the firm's op- 
erating margins in the year before distress. 

Table IV confirms that high leverage is primarily responsible for financial 
distress in our sample. If the sample firms had had the industry level of 
interest expense, they would have had a median coverage ratio of 3.87, not 
0.98. The table also indicates that poor firm performance, industry perfor- 
mance, and interest rate changes have a negligible effect on interest cover- 
age ratios and did not lead to financial distress for the sample firms. In fact, 
the results show that HLT firm and HLT industry performance helped delay 
the onset of financial distress; that is, interest coverage ratios would have 
been lower if the sample firms had not outperformed their industries (me- 
dian of 0.76, not 0.98) and if the industries had not performed better than 
the previous year (median of 0.93, not 0 .98 ) .~  

The methodology is not identical because Asquith et al. (1994) do not consider the effect of 
changes in short-term interest rates. 

The results are similar when we use the pre-HLT year, not the predistress year (year -I), 
as the reference year. 
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The fifth factor also plays a role in financial distress, albeit not nearly as 
much as leverage. Interest coverage would have been a median of 1.08 (not 
0.98) if the firms had achieved the same operating margins as in the year 
before distress. This suggests that the firms experience a decline in margins 
in the year of distress (this is confirmed in Table VI below). The result is 
also consistent with some of the sample firms experiencing adverse eco- 
nomic shocks that contribute to the firms' becoming distressed. We explore 
this further in Section IV. 

Our results differ substantially from those in Asquith et al. (1994), who 
study a sample of firms that have very low operating income and find that 
poor firm operating performance is the primary source of financial distress, 
explaining 56 percent of the cash flow shortfall. Firm leverage explains only 
21 percent of the cash flow shortfalls in their sample. This is a strong con- 
firmation of the success of our sample selection procedures. Unlike Asquith 
et al., we have isolated a sample of firms for whom leverage is the primary, 
if not the only, source of financial distress. In that sense, our firms are 
largely financially distressed, not economically distressed. 

111. Value Calculations 

This section measures the change in value of the distressed HLTs from 
two months before the transaction is announced until the resolution of dis- 
tress. The analysis follows those in Kaplan (1989a) and Kaplan (1994a). The 
date that a market value is available after the distress resolution is referred 
to as the resolution valuation date.7 

The value on the resolution date is one of four types: (1)a company's 
value when it exits Chapter 11; (2) a company's value when it is sold; (3) a 
company's value when it issues public equity; or (4) a company's value 
when it is liquidated. Sixteen of the firms in this sample exit Chapter 11as 
public companies, two are sold in the process of exiting Chapter 11, one 
firm is liquidated in Chapter : L 1 ,  three are sold as part of a restructuring, 
and eight subsequently go public after successfully restructuring. One 
firm, Supermarkets General, is still private and, therefore, cannot be 
valued yet. For three of the sample companies, we obtain a plan of reor-
ganization but are unable to obtain a market value a t  resolution. In 
these cases, we estimate equity values using the estimated reorganization 
value of the company. (The results are similar when we exclude these 
companies.) 

The time from the beginning of the year of distress onset (year 0) until the month of 
distress resolution averages 44 months, varying from a minimum of 24 months to more than 60 

months (for five firms). Compared to other studies, this time period may seem long. There are 
two reasons for the length. First, the period is artificially lengthened at  the start, because it 
begins at  the beginning of the fiscal year of distress, not a t  the time of distress. Second, the 
period is artificially lengthened a t  the end for those firms that are privately held and restruc- 
ture outside of Chapter 11.These firms can be valued only at  the time of an IPO. 
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For all thirty companies with resolutions, we estimate nominal, market- 
adjusted, and industry-adjusted returns. We calculate and present the re- 
turns to total capital (equity, debt, preferred stock, and capitalized leases) 
invested in the company two months before the WLT is announced. The market- 
adjusted returns adjust the nominal returns obtained by investors by the 
return on the CRSP value-weighted index over the same period. The industry- 
adjusted returns perform a similar adjustment, using as a benchmark the 
returns on a portfolio of firms in the same Value Line industry. The meth- 
odology is detailed in the Appendix. 

Three aspects of this methodology merit discussion. First, the market and 
industry adjustments are equivalent to assuming that the HLT assets would 
have performed as well as the market or the industry if the HLTs had not 
occurred. Because the market and industry adjustments are applied to total 
capital, not equity, the market- and industry-adjusted calculations assume 
that the total capital of each HLT-debt and equity-has an asset beta of 
one. This is roughly consistent with the individual betas and the industry 
betas of the sample firms. 

Second, the methodology calculates values using book values for debt. 
Though this may misstate value in some cases, it is unlikely to do so by very 
much. Before the HL'B', most firms do not have much long-term debt. The 
equity market value, which is correctly measured, is the primary value of 
the company. At the time of the distress resolution, companies that emerge 
from Chapter 11 typically recast their balance sheets to reflect the market 
value of the new debt liabilities. Companies that are sold report sale prices 
for debt. The book value estimates may be inaccurate only for those compa- 
nies that restructure without Chapter 11 and subsequently go public. Be. 
cause such firms are substantially less leveraged after going public, the book 
value estimates slightly understate their true market values. In fact, this is 
what we find when we use end-of-month bond prices for the public debt of 
these firms (obtained from Standard & Poor's). 

Finally, our measures of return performance are equivalent to the realized 
net present value of the HLT scaled by the total capital invested. Because 
they are in present value terms, these measures are directly comparable 
across firms and do not have to be annualized. 

Table V reports that the total capital of our sample firms earns margin- 
ally more than the industry, with a mean return of 12 percent and a median 
return of 4 percent. Adjusted for market returns, the sample firms earn a 
mean return of 8 percent and a median return of ti percent. With standard 
errors of roughly 8 percent, none of these returns differs significantly from 
zero.8 These results, therefore, indicate that the combination of benefits from 
the I-ILTs and costs of distress did not decrease the value of capital and, in 
all likelihood. increased it. 

At the same t~ine,  one can stat~stically reject the hypothes~s that these returns are Inore 
negative than 1 0  percent 
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This conclusion has one immediate implication. If HLTs that defaulted 
earned slightly positive market-adjusted returns, it is virtually certain that 
HLTs overall-those that defaulted and those that did not-earned signifi-
cantly positive market-adjusted returns. 

Table V reports three other results. First, although total capital earns 
small market- and industry-adjusted returns, the division of those returns is 
unequal. Postbuyout capital earns average market- and industry-adjusted 
returns of -23 percent and -19 percent, respectively. Prebuyout capital that 
sells to postbuyout capital earns significantly positive market- and industry- 
adjusted returns. 

Second, postbuyout equity investors in the distressed HI,Ts; do not fare 
very well. Equity investors earn nothing in eight of the HLTs and earn an 
average total nominal return of - 7 percent. Adjusted for the market and the 
industry, the average return is -48 percent and -57 percent, respectively. 
The market adjustments overstate the returns to equity because they as- 
sume post-HLT equity betas equal one. 

Third, postbuyout equity holders lose 90 percent or more of their investment 
in fourteen of the nineteen transactions that entered Chapter 11. The violation 
of absolute priority for equity holders, therefore, appears to be infrequent and 
small in market value terms. This appears to be consistent with, albeit some- 
what less favorable for equity holders than, the results for equity holders in 
Weiss (1990). 

IV. Evidence on the Costs of Financial Distress 

This section considers quantitative and qualitative evidence on the costs 
of financial distress. 

A. Quantitative Estimates 

We consider quantitative measures of the costs of financial distress. First, 
we measure changes in operating performance, both absolutely and relative 
to industry. Second, we compare the estimated value of the firm at the time 
it enters distress to its value at  resolution. 

A.1. Changes i n  Operating Performance 

We follow Kaplan (1989a) and measure changes in operating performance as 
the percentage change in operating margins (EBITDA to sales), capital ex- 
penditure margins, and net cash flow margins (EBITDAnet of capital expen- 
ditures, all divided by sales). Our results are qualitatively similar when we divide 
by asset^.^ We also measure these changes relative to the industry by sub- 
tracting the changes in median operating performance for firms in the same 
industry. To the extent that direct costs of financial distress do not reduce re- 
ported operating income, this measure may understate the costs of financial 

We prefer to use sales rather than assets as a deflator because assets art: affected both by 

accounting changes at  the time of the HLT and by subsequent asset sales. 
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distress. The understatement, however, is likely to be slight. First, some of the 
direct costs do reduce operating income. Second, Weiss (1990) estimates the 
direct costs offinancial distress a t  roughly three percent of total assets for firms 
that enter Chapter 11.This is, therefore, the upper bound on direct costs for 
firms that enter Chapter 11.Direct costs are likely lower for firms that do not 
enter Chapter 11. 

Table VI reports our results. Panel A of the table indicates that the dis- 
tressed HLTs initially register positive operating performance. Operating 
margins in the first full year after the HLT (post-HLT) increase by 12.8 
percent nominally, and by only 1.4 percent adjusting for the industry. Cap- 
ital expenditure margins decline as well, although these declines are likely 
to have been expected a t  the time of the HLT. The combination of these two 
changes leads to an increase in net cash flow margins of 52.9 percent and 
industry-adjusted 54.5 percent. While the industry-adjusted increase in op- 
erating margins is well below the 9 percent found for MLTs overall by Ka- 
plan and Stein (1993a), the 66.3 percent increase in net cash flow margins 
compares well with the 43 percent they find for HLTs overall. 

By the first year of distress (year O), however, operating performance deterior- 
ates. Compared to pre-HLT performance, operating margins have declined by 
18.2percent and industry-adjusted by 13.3 percent. Net cash flow margins have 
increased, but only by 14.6 percent and industry-adjusted 28.1 percent. Simi- 
larly, Panel B shows that operating margins decline by 16.1 percent and industry- 
adjusted 17.0 percent from the year before distress to the year of distress. 

As noted earlier, these results differ from those in Denis and Denis (1995) 
who find that operating income adjusted for industry performance is flat. 
We find no evidence that  poor industry performance is responsible for 
financial distress. The results in year 0 (and the years after) are qualita- 
tively similar whether we adjust for industry performance or not. 

Panels B and C indicate that HLT operating and net cash flow margins 
continue to decline somewhat from the first year of distress until the year 
before distress is resolved. Immediately after the resolution of distress, how- 
ever, performance rebounds. For example, Panel C indicates that operating 
margins exceed their levels in the first year of distress (year 0). 

Overall, from the year before distress to the first year after resolution, 
Panel B shows that operating margins decline by 7.1 percent and industry- 
adjusted by 12.3 percent; net cash flow margins decline by 9.0 percent and 
industry-adjusted by 16.7 percent. From the year before the HLT to the 
first year after resolution, operating margins decline by 14.9 percent and 
industry-adjusted by 12.4 percent; net cash flow margins increase by 29.9 
percent and industry-adjusted by 22.0 percent.'' 

Because ten firms do not have postresolution operating results-nine were sold and one was 
liquidated-the postresolution operating results could be biased if the ten missing firms system- 

atically underperformed the included ones. Although we cannot reject a possible bias, we find no 
evidence of underperformance. The operating performance of the ten firms without postresolu- 
tion results-from both pre-HLT to preresolution and from the onset of distress to preresolution- 
are qualitatively similar to those for the twenty-one firms with postresolution operating results. 
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It is possible that these operating performance measures are biased in 
some way due to post-RLT asset sales. For example, if firms in financial 
distress divest less profitable divisions or assets, then the operating mar- 
gins of the firms that sell assets would increase without reflecting any ac- 
tual improvements to the continuing operations. This does not appear to be 
an important problem in our sample. When we remove the seven sample 
firms that undertook substantial asset sales during their distress period,11 
the operating results reported in Table VI do not decline, but improve slightly. 

One interpretation of the operating results is that the net costs of finan- 
cial distress are 10 percent to 17 percent, corresponding to the percentage 
decline in operating and net cash flow margins from the year before distress 
to the year after resolution. Adding direct costs of 3 percent on the high end, 
generates a range of 10 percent to 20 percent. This interpretation requires 
three assumptions. First, it assumes that a change in margins is permanent 
and translates into a permanent drop in cash flows to investors. In a per- 
petuity valuation framework, this leads to an identical percentage decline in 
value. 

Second, it assumes that we have accurately identified tlie time that fi- 
nancial distress begins. Though we believe we have done so, financial dis- 
tress might have begun before a firm attempted to restructure, defaulted, or 
saw its coverage drop below one. In the extreme, some readers have argued 
that financial distress for these firms began when the HLT was completed. 
We think this is an unreasonable assumption because none of the sample 
firms considered themselves distressed immediately after the IILT. After all, 
investors and managers chose to finance the capital structures that were 
put in place and presumably would not have done the HLT if they thought 
they would become distressed immediately. 

Nevertheless, under the assumption that financial distress began at  the 
HLT, operating performance from before the HLT to postresohltion becomes 
the relevant measure of the costs of financial distress. The results over this 
period suggest that the net costs of financial distress are, if anything, lower. 
Operating margins decline by roughly the same amount ovt:r this longer 
period (industry-adjusted 12.4 percent), and net cash flow margins actually 
increase (industry-adjusted 22.0 percent). 

Third, our interpretation assumes that the typical firm did not experience 
an adverse economic shock or economic distress (worse than that suffered by 
the industry). As noted earlier, it is likely that some of the decline in mar- 
gins is caused by adverse economic shocks. We explicitly address this issue 
in Section A3.12 

In conclusion, the changes in operating performance suggest that the net costs 
of financial distress are no greater than 10 percent to 20 percent of initial value 
and, when adverse economic shocks are accounted for, are likely smaller. 

These seven firms undertook total post-HLT asset sales that exceeded 25 percent of the 
pre-HLT asset value, and sold at  least half of these assets during the distre.3~ period. 

Again, it is important to repeat that, even after these shocks, the operating margin of the 
typical sample firm exceeded the operating margin of its industry. 
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Changes in Operating Performance 
Summary statistics on median growth in operating (EBIl'DA/Sales), capital expenditures (CAPXISales), and net cash flow margins (NCFISales) for 

a sample of HLTs (highly leveraged transactions) comprising both MEOs (management buyouts) and leveraged recapitalizations completed between 
1980 and 1989 which subsequently become distressed. Nominal and industry-adjusted median growth calculations are adjusted for negative base- 

year values by defining individual company and industry base-year variables as max[variable(base-year), 0.011. Pre-IILT is the last full year before 

the fiscal year in which the HI,T was announced. Post-HLT is the first full fiscal year after completion oi'the HLT. 17ear t = 0 denotes the fiscal year 
in which the company experienced the onset of' distress. Preresolution is the last full fiscal year before distress resolution. Postresolution is the first 

full fiscal year after distress resolution. Industry-adjusted growth is given by nominal growth less growth in the median industry variable over the 
Y

same period. Industry medians arc? based on the universe of firms in the same Valuc? Line industry classification as the company. Financial data on z
industry comparables are obtained from COMPUSTAT. EBITDA is earnings before interest, taxes, depreciation, and amortization. NCF is defined 
as EBITDA less capital expenditures. Figures in parentheses indicate the number of observations used to calculate median growth, which might be 3 
less than the full sample size due to unavailability of firm or industry data for certain years. CAPX is capital expenditures. 
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A.2. Value a t  Resolution Versus Value at Distress 

Table VII uses a value-based approach to measure the magnitude of the 
costs of financial distress. The table compares the estimated capital value of 
the distressed HLTs a t  the end of the year before the onset of distress-the 
end of year -1 or, equivalently, the beginning of year 0, the fiscal year in 
which they become financially distressed-to the capital value realized through 
the resolution of distress. The capital value realized from the end of the year 
before the onset of distress until resolution as well as the market and in- 
dustry adjustments are calculated in the same way as the returns from pre- 
HLT to resolution in Section 111. 

Because most of the securities of the sample firms were not publicly traded 
a t  the onset of distress, we must estimate capital value a t  the end of the 
fiscal year before the HLT becomes distressed. We follow Kaplan and Ru- 
back (1995) and estimate capital value as the sum of (1)cash on hand and 
(2) the product of the median industry multiple of total capital to EBITDA 
that year and the H I P S  EBITDA. Kaplan and Ruback find that this method 
is successful in explaining a large fraction of the variation in actual HLT 
transaction values but underestimates the transaction values by 17 percent. 
We, nevertheless, rely on this method because the HLTs in their sample 
forecast that operating margins would increase by roughly the same 17 per- 
cent in the first year after the HLT. In other words, applying this method- 
ology to EBITDA in the first post-HLT year yields estimated values that  are 
(statistically) indistinguishable from the transaction values.13 

The value-based results in Table VII are consistent with the operating 
performance results in Table VI. We report the mean in addition to the me- 
dians for our return results because the mean is more appropriate than the 
median for measuring the return to an equal-weighted portfolio of HLT in- 
vestments. Using the year before the onset of financial distress, the median 
estimates imply that the costs of financial distress are 20.7 percent adjusted 
for the industry and 24.7 percent adjusted for the market. The mean esti- 
mated costs of financial distress, however, are smaller, a t  9.7 percent and 
9.8 percent adjusted for the industry and the market, respectively. Neither 
of the mean values differs significantly from zero. These estimates, like those 
for operating performance, are likely to overstate the net costs of financial 
distress because they include the effects of adverse economic shocks to some 
of the sample firms. 

Table V provides another estimate of the net costs of financial distress. As 
noted in the analysis of operating performance, one might make the extreme 
assumption that financial distress began immediately after the HLT was 

'"sing estimated capital value at  the end of the year before the onset of distress may 
overstate the value of the HLTs when they became distressed because the estimates usc ERITDA 
in the year before distress. As Table VI indicates, these firms experienced a decline in operating 
margins from the predistress year to the year of distress. To the extent that the decline and 
distress are precipitated by an adverse economic shock, our estimated capital value will not be 
adjusted for the shock. For this reason, we believe the results here will overstate the costs of 
financial distress. 
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completed. Under this assumption, the losses to post-HLT capital would ap- 
proximate the costs of financial distress. In Table V, we estimate the median 
losses to post-WLT capital as 22 percent industry-adjusted and 25 percent 
market-adjusted; the average losses are 19 percent and 23 percent, respec- 
tively. Again, it is likely that these estimates overstate the true costs of 
financial distress for this sample. 

There is an additional reason that both sets of estimates--from the year 
before distress and from the HLT-may overstate the costs of financial distress. 
For the twenty sample firms with available postresolution stock returns, we 
calculate industry- and market-adjusted stock returns from postresolution 
through December 1995. We find that the equities of these firms earn av- 
erage cumulative market-adjusted returns of 26.7 percent; and industry- 
adjusted returns of 77.9 percent. In other words, the sample firms do 
unexpectedly well after emerging from Chapter 11 or restructuring. This 
result is consistent with recent work by Eberhart, Aggarwal, and Altman 
(1997) and Alderson and Betker (1996) who study larger samples of firms 
that emerge from Chapter 11.14As Eberhart et al. note, this result is par- 
ticularly striking given the extensive literature that finds that initial public 
offerings subsequently underperform the market.'" 

A.3. The Effect o f  Adverse ISconomic Shocks 
on Estimated Costs of Distress 

In this section, we examine the potential effect of adverse economic shocks 
on our previous estimates of the costs of financial distress. Because our goal 
is to isolate the pure costs of financial distress, we would like to remove 
from our estimates the initial value loss due to a negative shock to cash 
flows-that is, we would like to eliminate firms that experienced poor busi- 
ness outcomes unrelated to financial distress. In an attempt to do this, we 
separate the sample firms into two subsamples based on whether they did or 
did not experience an adverse economic shock.16 

We classify firms as having experienced a negative economic shock if there 
is explicit qualitative evidence that the shock occurred-either in company 
reports or press accounts.17 For example, the two gypsum producers in our 
sample and the press reported that severe weakness in the construction 
industry had adversely affected the gypsurn business. Similarly, several re- 
tailers in the sample noted that retail demand had declined substantially. 
This procedure classifies seventeen firms as having suffered a negative shock. 

l4 Eberhart et al. control for industry and size. They do not control for book-to-market be- 
cause it often is unavailable at  the time of the resolution. In their view, industry matching 
should control for a large portion of the book-to-market effect. We obtain qualitatively similar 
results for our sample when we control for book-to-market and size. We do so by regressing 

postresolution monthly returns against the market, a book-to-market factor (HML), and a size 
factor (SMB). 

See Ritter (1997) for a summary of this literature. 
We thank the referee for suggesting this procedure. 

l7 Interested readers should consult the caselets in the web version of the paper, Appendix B. 
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Estimates of Costs of Financial Distress 
Estimated costs of distress for a sample of IiLTs (highly leveraged transactions) comprising both MBOs (management buyouts] and leveraged 
recapitalizations completed between 1980 and 1989 which subsequently become distressed. Predistress figures correspond to the last fiscal year 

befbre distress onset. Total capital is defined as the sum of the book value of total debt (long-term and short-term), preferred stock (at liquidation 
preference), and market value of equity. Net capital is the total capital less cash and short-tern~ investments. Industry medians are based on the 

universe of firms in the same Value Line industry classification as the company. Financial data on industry comparabies are obtained from 

COMPUSTAT. Estimated predistress value of total capital for each company is calculated as [product of median industry (net capital/EBITDA) and 
company EBITDAj plus company cash balances at  predistress year-end. EBITDA is earnings before interest, taxes, depreciation, and amortization. 
Value of total capital realized during distress is the present value of all payments to capital made from distress onset up to resolution (inclusive), 

Y
discounted back to the predistress year. Payments to capital include cash interest and debt principal repaid, dividends paid, equity repurchased, and 5
total value received by capital a t  distress resolution, net of proceeds from new equity and debt issues. Market-adjusted value realized is calculated 
by discounting payments to capital by the rate of' return earned on the CRSP value-weighted portfolio of NYSE, AMEX, and Nasdaq stocks during 3 
the distress period. Industry-adjusted value realized is calculated by discounting payments to capital by the rate of return earned on an equally 5 
weighted portfolio of stocks in each company's Value Line industry sector. The upper bound on costs of distress is estimated as the difference 8 
between the value of total predistress capital and the total capital reallzed during dlstress 
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Though it is unlikely that any classification scheme can perfectly distin- 
guish the purely financially distressed from the economically distressed firms, 
we believe that the firms in our sample that did not face an adverse economic 
shock are more likely to be purely financially distressed than the sample as a 
whole. Similarly, the firms we identify as having suffered an adverse economic 
shock are more likely to have suffered some economic distress. 

Panels A and B of Table VIII report statistics on the returns to pre- and 
post-MLT total capital, as well as the value-based costs of distress, for the 
"shock and "no shock" subsamples respectively, Panel A indicates that firms 
that experienced an adverse shock experienced significantly negative re- 
turns to post-HLT total capital and significant costs of financial distress. 

In contrast, Panel B indicates that the firms that did not suffer shocks ex- 
perienced negligible costs of financial distress. The median costs of financial 
distress are 1.3percent and 6.9 percent adjusted for market and industry, re- 
spectively. The mean costs are, in fact, benefits, at  -14.2 percent and -9.6 per- 
cent, respectively. All four of these estimates are statistically insignificant. 

The median returns on post-HLT total capital are -12.1 percent market- 
adjusted and -19.7 percent industry-adjusted. The mean returns are -12.2 
percent and -15.8 percent, respectively. These returns are less negative than 
the returns to the overall sample. As we discuss in Section A.2, this is our 
most conservative measure because it assumes firms were distressed imme- 
diately after the HLT. 

We obtain qualitatively similar results when we classify firms as having 
experienced a negative economic shock if there is not only qualitative evi- 
dence of a shock, but also quantitative evidence-a firm's operating margins 
dropped by more than one-third from the year before the onset of distress to 
the year after distress. This procedure classifies twelve firms as having suf- 
fered a negative shock. This classification is more conservative because the 
nonshocked firms likely include some firms that do incur an economic shock. 

The evidence in Table VIII, therefore, indicates that firms that do not 
experience shocks have significantly lower estimated costs of distress than 
firms that did, both statistically and economically. In fact, the estimated 
costs of financial distress for the "no shock" subsample are statistically in- 
distinguishable from zero. The similarity of results using the two classifica- 
tion procedures provides strong support for our conclusion that firms that 
did not suffer shocks experienced negligible costs of financial distress. 

We also repeat the operating performance analysis in Table VI on the two 
subsets of firms. Table IX reports the results for operating performance from 
year -1 to the first postresolution year. The results from the last pre-HLT 
year and from year 0 are qualitatively similar. Table IX indicates that firms 
that did not experience an adverse shock showed a slight improvement in 
median (industry-adjusted) operating margins from the last year before dis- 
tress to the last distress year and to the first postresolution year. The re- 
sults are similar when measured from the last pre-HLT year. Additionally, 
the results for net cash flow margins are similar to those for operating mar- 
gins. The operating performance results, therefore, also imply minimal costs 
of financial distress (again, based on a perpetuity valuation). 
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Overall, then, when the effects of adverse economic shocks are filtered out, 
our estimates imply small or insignificant costs of pure financial distress. 
We cannot distinguish, however, between two additional implications of these 
results. The results are consistent with low financial distress costs overall. 
Under this interpretation, the economic shocks drive the higher costs for the 
shocked sample. Alternatively, it is possible that there is an interaction be- 
tween an adverse economic shock and costly financial distress. (Stulz (1990) 
presents a theoretical rationale for this effect.) If this is true, then financial 
distress may exacerbate the poor (industry-adjusted) performance of the firms 
that we identify as having suffered an adve-rse economic shock. 

B. Qualitative Estimates: Operating Changes 

after Distress and Chapter 11 

In this section, we augment the quantitative estimates of the costs of fi- 
nancial distress with qualitative evidence of such costs. The qualitative costs 
include evidence of (1)irrevocable and costly reductions in capital expendi- 
tures; (2) asset sales at  depressed prices; (3) undesired losses of' key custom- 
ers; (4) undesired losses of suppliers; (5) asset substitution; and (6) delay. Of 
course, as discussed in Harris and Raviv (1990), Kaplan (1994a, 1994b), and 
Wruck (1990), financial distress also can provide benefits. Such benefits 
include (1)the removal of poor management, (2) operating improvements, 
and (3) the sale or discontinuation of poorly performing assets. 

We obtain this qualitative evidence from press reports, annual reports, lOKs, 
and plans of reorganization (PORs), paying special attention to management's 
discussion of operations and liquidity in the latter three types of documents. 

Table X summarizes our qualitative analysis of financial distress. We find 
evidence of costly investment cuts, depressed asset sales, and delay, which 
are detailed in Tables X1.A-X1.C. (Appendix B to the web version of the 
paper describes the onset and outcome of distress for each company.) 

Table X1.A indicates that all thirty-one firms in our sample curtail capital 
expenditures at  some point. At least some of the cuts appear to be undesir- 
able and potentially costly for seventeen of the firms. 

Table X1.B reports that ten firms appear to sell assets at  depressed prices 
and nine firms may have done so. Twelve firms do not appear to sell assets 
at  depressed prices. 

Table X1.C shows that fourteen firms took actions to delay the resolution 
of the financial distress. The delay appears to have been costly for at  least 
nine of these firms. 

We also consider whether the sample firms engage in risk shifting or asset 
substitution. In particular, we look for instances in which the distressed 
firms made large investments in unusually risky capital expenditures, projects, 
or acquisitions. We find no evidence of such behavior in any of the sample 
firms. It is likely that the strict bond covenants associated with the HLT 
play a large role in this result. Nevertheless, this evidence is consistent with 
the results in Parrino and Weisbach (1997) that the distortions of risk shift- 
ing are inconsequential to capital structure choice. 



Tablie VIII 

Estimates of Costs of Financial Distress for "Shock" and "No Shock9' Subsamples a 

Estimated costs of financial distress for firms that did and did not incur an adverse economic shock ("shock and "no shock" subsamples, respec- $ 
tively), for a sample of NLTs (highly leveraged transactions) comprising both MBOs (management buyouts) and leveraged recapitalizations com- 2pleted between 1980 and 1989, and which subsequently become distressed. A firm is classified as suffering from an adverse economic shock if there 

is qualitative evidence of such a shock based on company reports and press accounts Returns on pie-HLT capital denote returns to total capital S 
invested from two months before announcement of an HLT to the date of distress resolution. Returns on post-NLT total capital denote returns to & 
total capital invested in the HLT from the NLT date to the date of distress resolution. Returns on capital = (sum of all payments to capital)/total 0 

capital. Costs of distress are estimated as the difference between the value of total predistress capital and the total capital realized during distress. 
Pre-HLT total capital is defined as the book value of debt + preferred stock (at liquidation preference) + market value of equity, two months before 8
announcement of the NLT. Post-NLT total capital is defined as the book value of debt + preferred stock (at liquidation preference) + total equity R 

invested, a t  the NLT date. Predistress figures correspond to the last fiscal year before distress onset. Estimated predistress value of total capital 

for each company is calculated as [product of median industry (net capital/EBITDA) and company EBITDAj plus company cash balances at  pre- 
distress year-end. Industry medians are based on the universe of firms in the same Value Line industry classification as the company. Financial data 

on industry comparables are obtained from COMPUSTAT. EBITDA is earnings before interest, taxes, depreciation, and amortization. Value of total 

capital realized during distress is the present value of all payments to capital made from the distress onset up to resolution (inclusive), discounted 
back to the predistress year. Payments to capital include cash interest and debt principal repaid, dividends paid, equity repurchased, and total value 

recelved by capltal a t  dlstress resolution, net of proceeds from new equlty and debt Issues Market-adjusted returns, ~ndustry-adjusted returns, and 
upper bounds on costs of dlstress are calculated by adjusting payments to total capltal for the return over the same perlod on (1) the CRSP 

value-welghted portfollo of NYSE, AMEX, and Nasdaq stocks, and (2) an equally weighted portfollo of stocks In each company's Value Line ~ndustry 

sector, respectively Panel A firms are Amerlcan Standard, Cherokee, Florida Steel, Fort Howard, Harvard Ind , Hllls Stores, KDI, R H Macy, 
Mayflower, Morse Shoe, Natlonal Gypsum, Pay PJ' Pak, Republlc Health, Seaman Furniture, Specialty Equipment, USG, and Jlm Walter Panel B 
firms are: Bucyrus Erie, Burlington Ind., Fruehauf, Harcourt Brace Jovanovich, Interco, Leaseway Transportation, Papercraft, Payless Cashways, 
Plantronics, Revco, RJR Nabisco, Southland, and Welbilt. Significant a t  the 1. percent level *"*; at  the 5 percent level :k*; and at  the 10 percent 

level *. 
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Table I%  

Changes in Operating Performance during Financial Distress  
for 6'$hock" and "No Shock" Subsamplies  

Sunlnlary statistics on median growth in operating (EBITDA/Sales), capital expenditures (CAPX/ 
Sales), and net cash flow margins (NCF/Sales) for firms that  did and did not incur an  adverse 
economic shock, for a sample of HLTs (highly leveraged transactions) con~prising both MBOs (man- 
agement buyouts) and leveraged recapitalizations con~pleted between 1980 and 1989, and which 
subsequently become distressed. A firm is classified as  suffering from an adverse economic shock 
if there is qualitative evidence of such a shock based on company reports and press accounts. 
Nominal and industry-adjusted median growth calculations are adjusted for negative base-year 
values by defining individual company and industry base-year variables as max[variable(base- 
year), 0.011. Year t = -1 is the last fiscal year before distress onset. Year t = 0 denotes the fiscal 
year in which the company experienced the onset of distress. Preresolution is the last full fiscal 
year before distress resolution. Postresolution is the first full fiscal year after distress resolution. 
Industry-adjusted growth is given by nominal growth less growth in the median industry variable 
over the same period. Industry medians are based on the universe of firms in the same Value Line 
industry classification as  the company. Financial data on industry comparables are obtained from 
COMPUSTAT. EBITDA is earnings before interest, taxes, depreciation, and amortization. NCF is 
defined as EBITDA less capital expenditures. Figures in parentheses indicate the number of ob- 
servations used to calculate median growth, which for each panel might be less than full subsam- 
ple size due to unavailability of firm or industry data for certain years. 

Panel A: "Shock" Subsample from Year -1 to 
--- ~----- ~ -- -- - -

Year0 Y e a r f l  Year+2 Preresolution Postresolution 
---- -- - ~- ------

EBITDA/Sales 

Nominal growth -24.2% -55.3% -37.0% -47.6% -31 .6% 

(17) (16) (13) (17) ( lo )  
Industry-adjusted growth -19.6% -36.7% -19.9% -30.9% -49.7% 

(17) (16) (13) (17) (10) 
CAPX/Sales 

Nominal growtli -12.6% -25.2% -22.5% 2 9 . 8 %  -10.1% 

(17) (16) (13) (17) (10) 
Industry-adjusted growth -19.1% -15.8'F -7.3% -12.3% -15.8% 

(17) (16) (13 (17) (10) 
NCWSales 

Nominal growtli -22.0% -56.5% -49.1% -49.1% -52.9% 

(17) (16) (13) (17) (10) 
Industry-adjusted growth -152% -63.3% -42.3% -61.5% -42.5% 

(17) (16) (13) (17) (10) 
--- ~ - ~-~ 

Panel B: "No Shock" Subsample from Year - I  to 
- ---- . 

Year 0 Year + l  Year +2 Preresolution Postresolution 
~- -- - ~ 

EBITDA/Sales 
Nominal growtli 4.8% -15% -0.7% 1.7% 11.0% 

(14) (14) (14) (13) (11) 
Industry-adjusted growth 6.0% 7.04 9.04 8.7% 5.6% 

(14) (14) (14) (13) (11 
CAPX/Sales 

Nominal growth -16.8% -32.2% -7.6% -13.4'F 9.4% 

(14) (14) (14) (13) (10) 
Industry-adjusted growth -01% -12.6% -6.0% 10.4% 18.9% 

(14) (14) (14) (13) (10) 
NCF/Sales 

Nominal growth -0.9% 6.4% 3.7% -2.94 -1.7% 

(14) (14) (14) (13) (10) 
Industry-adjusted growth 201% 2 2 . 0 %  -9.6% -5.2% 31.2% 

(14) (14) (14) (13) (10) 
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Table X 

Qualitative Measures of Costs of Financial Distress 
Qualitative measures of the costs of financial distress for a sample of HLTs (highly leveraged 

transactions) completed between 1980 and 1989 which subsequently become distressed. Figures 

indicate how many companies, out of a total sample of 31, exhibited evidence of different costs 

and/or benefits of distress during various time periods from predistress through resolution. 

Evidence of costly distress is gathered from public company filings with the Securities and 

Exchange Commission, bankruptcy documents, news stories, and analyst reports. "Predistress" 

is the period from the completion of the I-ILT until the onset of distress. "Distress; to Chapter 11/ 
Resolution" is the period from distress onset until the earliest of either a filing for Chapter 11 

or the resolution of distress. "Chapter 11 to Resolution" applies only to firms that file for 

bankruptcy, and is defined as the time period between the initial filing of Chapter 11 and the 

resolution of bankruptcy. "Predistress to Resolution" aggregates all three previously defined 

time periods. Investment cuts are considered "costly" if there is evidence the cuts result in the 

forgoing of profitable opportunities for the company. Asset sales are defined as "desperation" if 

the company is forced to sell assets it wishes to retain or that are part of core operations, as 

defined by the company. "Delay" is defined as evidence that management "unreasonably" de- 

layed taking actions that would have resulted in the resolution of financial distress, such as 

restructuring the company or filing for Chapter 11. 

Distress to 
Chapter 11/ Chapter 11 Predistress 

Predistress Resolution to Resolutiori to Resolution 

Costs of Distress: 
Investment: 

Evidence of cuts 
Evidence of unexpected/costly cuts 

Asset sales: 
Evidence of desperation asset sales? 3 

Proceeds less than expected? N.A. 
Delay? N.A. 
Asset aubstitution? 0 

Difficulties with customers? 0 

Difficulties with suppliers? 0 

Lose competitiveness? 0 

Benefits of distress: 
Costs cut/operations improved? N.A. 
Management changed? N.A. 

Finally, Table X reports that ten firms experienced difficulties with sup- 
pliers, eight firms had difficulties with customers, and nine firms appear to 
have been hurt  competitively while they were distressed. 

On the benefit side, twenty-three of the financially distressed firms clearly 
make greater efforts to cut costs and attempt to improve operations after 
becoming distressed. Fifteen firms bring on a new chairman, -president, or 
CEO during the period of distress. 

The analysis in Table X also reports when the costs and benefits of finan- 
cial distress are incurred. To the extent they occur, the costs are heavily 
concentrated in the period after the firms become distressed, but before they 
enter Chapter 11.There is little qualitative evidence that Chapter 11 ir; in- 
efficient or even costly for our sample firms. Under the safe harbor from 



Table X1.A 

Evidence of Investment Cuts -. 
Qualitative evidence of investment cuts for a sample of HLTs completed between 1980 and 1989 which subsequently become distressed. Investment 

cuts are  considered "costly" if there is evidence the  cuts result in the  forgoing of profitable opportunities for the  company. Evidence of investment 

cuts is  gathered from public company filings with the Securities and Exchange Commission, bankruptcy documents, news stories, and analyst 

reports. "Predistress" is  t he  period from the  completion of the  HLT until the onset of distress. "Distress to Chapter ll/resolution" is t he  period from 

distress onset until the  earliest of either a filing for Chapter 11or the  resolution of distress. "Chapter 11to resolution" applies only to firms tha t  

file for bankruptcy, and is defined as  the time period between the  initial filing of Chapter 11 and the  resolution of bankruptcy. "All periods" 

aggregates all three previously defined t ime periods. 

Company 

American Standard 

Bucyrus Erie 

Burlington Industries 

Cherokee 

Florida Steel 
Fort Howard 
Fruehauf 

Harcourt Brace Jovanovich 

FIarvard Industries 

Hills Stores 

Interco 

KDI 

Leaseway Transportation 

R. H. Macy 

Timing of Investment Cuts 

All periods 
All periods 

All periods 

All periods 

Distress to Chapter ll/resolution 
Predistress 

Distress to Chapter ll/resolution 

Distress to Chapter ll/resolution 

Distress to Chapter ll/resolution 
and Chaoter 11to resolution 

Distress to Chapter Il/resolution 

Distress to Chapter ll/resolution 

Distress to Chapter ll/resolution 

All periods 

Distress to Chapter ll/resolution 
and Chapter 11to resolution 

Costly? 

No. 

No. The company not only made some acquisitions, but also the industry as a whole '"3 
was depressed and with excess demand, making new investments unnecessary. $ 

No. The company explicitly stated it had recently completed a modernization project C, 
for all its facilities, and therefore capital expenditures were expected to fall. 

0 
X 

Yes. The company mentioned it v a s  having unforeseen asset sales because of restric- 2 
tive debt covenants and inability to generate enough cash flow from operations. % 

Yes. o 
No. 'x. 

Uncertain. Capital expenditures were reduced to half of pre-HLT levels, but the corn- 9 
3"pany still invested in a new factory. R 

Yes. Failure to invest in new schoolbook offerings and maintain its Parks division led ;3
\ 3

to loss of customers and a lower than expected sale price for latter. m 

Uncertain. Capital expenditures were cut significantly both pre- and post-Chapter 11 

filing, but it successfully developed three new product lines to carry the company 
into the future. 

Yes. The company said it was unable to spend enough to grow at  its desired rate, 

forcing abandonment of expansion plans. 
No. 

No. Some of the company's industry sectors were depressed and with excess demand, 
making new investments unnecessary. 

Yes. The company claimed it was cutting capital expenditures to make up for short- 
falls in operating cash flows to pay back debt. 

Yes. The company cuts back on new store openings. However, particularly after 
Ch. 11, investment in store modernization and computerization of sales and inven- 

tory control increases. 





Table X1.B ?+ 
Evidence of Desperation Asset Sales -402  

Qualitative evidence of desperation asset sales for a sample of RLTs completed between 1980 and 1989 which subsequently become distressed. Asset 

sales are  defined a s  "desperation" if t he  company is fbrced to sell assets it wishes to otherwise retain, or tha t  a r e  pa r t  of core operations a s  defined 

by the  company. Evidence of asset sales is gathered from public company filings with the  Securities and Exchange Commission, bankruptcy 

documents, news stories: and analyst reports. "Predistress" is t he  period from the  completion of the  RLT until t he  onset of distress. "Distress to 

Chapter ll/resolution" is the  period from distress onset until the  earliest of ei ther a filing for Chapter 11or the  resolution of' distress. "Chapter 11 

to resolution" applies only to firms tha t  file for bankruptcy, and is defined as  the  t ime period between the  initial filing of Chapter 11 and the  

resolution of bankruptcy. "All periods" aggregates all three previously defined time periods. 
--~ --

Company 

American Standard 

Bucyrus Erie 

Burlington Industries 

Cherokee 

Florida Steel 
Fort Howard 

Fruehauf 

Harcourt Brace Jovarlovich 

Harvard Industries 

IEills Stores 
Interco 

~ 

Timing of Desperation Asset Sales 

Predistress 

Distress to Chapter ll/resolution 

Distress to Chapter Illresolution 

None 

None 
Predistress 

Distress to Chapter ll/resolution 

Distress to Chapter Il/resolution 

Distress to Chapter Il/resolution 

None 
Distress to Chapter il/resolution 

Distress to Chapter ll/resolution 

~ --

Costly? 

Uncertain. The company unexpectedly sold its railway braking products division, 
which until then had appeared as  part of its core automotive operations. 2 

Yes. The company did a sale/leaseback of its only manufacturing facility, with an (D 

implied interest cost of 27 percent, which was later judged by the court to be exces- 5 
sive. K 

Uncertain. The company sold one of its core subsidiaries to raise cash, but there was 2 
no information on the pricing or other consequences of the transaction. k 

No.  
No. -%  
No. The company sold its core cup business, but by all accounts the decision made g

good business sense and the price was fair. R 
Yes. The company had to sell more assets than initially forecast, and eventually sell 2.. 

itself off piecemeal. Its automotive business sold a t  a price described by analysts as  (D 

a "great deal" for the acquirer. 
Yes. The company was forced to sell its core Parks division at  a price ($1.1 billion) 

substantially below expectations ($1.5billion). Still, the eventual company sale price 
was described by analysts as fair. 

Uncertain. The sale of the Anchor Swan hose products business was not part  of the 
original H1,T plans, but there is no indication that the price was below fair value. 

No. 
Yes. The company sold Londontown to a lower bidder because it could pay sooner. 

Also, lower than projected proceeds from asset sales led to further, unplanned dives- 
titures. 

Yes. Not only was the company unable to sell many of the assets it hoped to, but 
there was evidence that some subsidiaries were sold a t  low prices to generate quick 

cash. 



Leaseway Transportation 

R. H. Macy 

Mayflower 

Morse Shoe 
National Gypsum 

Papercraft 

Payless Cashways 

Pay N' Pak 

Plantronics 

Republic Health 

.-
nevco 

RJR Nabisco 

Seaman Furniture 

Specialty Equipment 

Southland 

Supermarkets General 

USG 
Jim Walter 

Welbilt 

Distress to Chapter ll/resolution 

Distress to Chapter ll/resolution 

None 

None 
Distress to Chapter ll/resolution 
and Chapter 11to resolution 

Distress to Chapter ll/resolution 

None 
Distress to Chapter ll/resolution 
and Chapter 11to resolution 

Distress to Chapter 11/ 

Rresolution 

Distress to Chapter ll/resolution 
and Chapter 11to resolution 

Eistress to Chapter :!/reso!ution 
and Chapter 11to resolution 

All periods 

None 
Distress to Chapter ll/resolution 

Distress to Chapter ll/resolution 

Distress to Chapter ll/resolution 

None 

None 
Distress to Chapter ll/resolution 

Uncertain. The company sold businesses to raise cash, after it entered distress, but 

there's no information on the performance of the businesses sold or the fairness of 

the price. 
Uncertain. The company sold its Finance and Credit subsidiaries to GECC to lower 

debt, but there is no indication that the price was below fair level. 

No. 

No. 
Yes. Although there is no indication that pre-Ch. 11unplanned asset sales (e.g., its 

tile business) were below fair value, the post-bankruptcy asbestos settlement which 
led to the loss of all assets of Austin construction services subsidiary was costly to 

investors. 
Yes. The company was forced to liquidate some divisions that could not attract buyers, 

while many other unforeseen divestitures were made before the reorganization. 

No. 
Yes. Post-distress the company started selling off stores, including lucrative ones. 
Eventually it liquidated in Ch. 7 because of its inability to obtain financing or trade 

credit. 
Uncertain. The company said it had been forced to sell businesses expected to contrib- 

ute to growth, but there was no evidence that the price realized from the sale was 

low. 
Uncertain. The company was also making acquisitions a t  the time, so it's unlikely it 

was forced to sell assets at  a discount. 
Uacertaic. In its pre-Ch. 11period Revco so!d iis Odd Lot uniti which had been part 

of core post-RLT operations. During Ch. 11, it sold hundreds of stores. Still, there is 

no indication that the assets were sold at  less than fair value. 

No. All asset sales were required by LBO financing and the prices were fair. 

No. 
Uncertain. The company unexpectedly sold assets to raise cash, but they were under- 

performing, and there is no information on the fairness of the price. 

Yes. Southland was forced to sell a 50 percent stake in Citgo and eventually sell itself 
to a Japanese partner a t  a price described by analysts as a "steal" for the buyer. 

Yes. The company sold its Purity Supreme unit, previously part of core operations, a t  

a price considered below fair value, in order to make debt payments. 

No. 

No. 
No. The company sold its core Bakery group, but there is no evidence that the price 

was unfair. 





Mayflower 

Morse Shoe 
National Gypsum 

Papercraft 

Payless Cashways 

Pay N' Pak 
Plantronics 

Republic Health 
Revco 

RJR Nabisco 
Seaman Furniture 

Specialty Equipment 
Southland 

Supermarkets General 

Distress to Chapter ll/resolution 

and Chapter 11to resolution 

None 

None 
None 

Distress to Chapter Il/resolution 

Distress to Chapter Il/resolution 

None 
None 

None 
Chapter 11to resolution 

None 
Distress to Chapter Il/resoiution 

None 

None 
Distress to Chapter ll/resolution 

Yes. Macy delayed Ch. 11filing as long as possible, by getting covenants waivers and 

equity injections, repurchasing debt, and even getting a last-minute buyout bid 
from a major equity holder. While in bankruptcy, management delayed proposing 
reorganization for more than two years, and when it did, the proposal included a 

very low enterprise value, in an  attempt to give senior creditors full recovery and 
avoid Federated takeover. 

No.  

No. %  
No.  E 
Yes. The company attempted many restructurings and desperation asset sales, even 

though i t  acknowledged early on that i t  was insolvent. 9 
4Uncertain. The company pulled the first attempted IPO, which would relieve debt F

burden, because management was not pieased with the price. ". 
No. V, 

No. 3 
No. 

R
Yes. Revco turned down buyout offers from Bass and Eckerd while in bankruptcy. J 

Also, management took nearly three years to file reorganization plan, and eventu- 2. 
ally paid Eckerd to drop out of bankruptcy bidding. % 

No. ? 

Uncertain. The company attempted a myriad of exchange offers, capital infusions, 3 
rC

and restructurings before finally filing for Ch. 11. 
b3No. 0 

No. 2 
0 

Yes. The company cancelled an  attempted IPO because the price was not satisfactory. 
Also, it disappointed many analysts by holding on to the money-losing Rickel divi- s 

USG Distress to Chapter Il/resolution 

Jim Walter Chapter 11 to resolution 

Welbilt None 

,. 
sion for many years before spinning i t  off, despite continued losses and pressure a 
from creditors. b 

Uncertain. Company proposed reorganization plans that were turned down by bond- 
holders. Likely delayed to avoid settling with asbestos litigants. No indication delay 2 
was costly. cn 

Uncertain, Management delayed proposing reorganization plans. and when i t  did. F", 
they were rejected by debtholders, mainly due to the company's refusal to settle 
with asbestos litigants. Walter clearly held off on reaching agreement with creditors 

in the hope of obtaining a favorable ruling in asbestos suits. No indication that the 

delay was costly. 
Y 

No. @ 
.. ..... - - ~  -. -.-- E 
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debt payments provided by Chapter 11,the sample firms resolve difficulties 
with suppliers, customers, and competitiveness in general. In a very differ- 
ent study, Gilson (1997) reaches a similar conclusion. 

One of the difficulties in interpreting this qualitative evidence is deciding 
whether the events we uncover are due to financial distress or are a conse- 
quence of some adverse performance shock that also precipitates the onset of 
distress. For the case of investment cuts and asset sales, Tables X1.A and 
X1.B specify, wherever possible, whether these events are unforeseen and 
costly, but necessary to meet the firm's debt burden. 

We do not believe that a shock to operating cash flows is the primary 
cause for cost cutting and operating improvements. All the firms in the sam- 
ple remain profitable (on an operating basis) throughout their period of dis- 
tress. It seems unlikely, therefore, that the sample firms-even those that 
experience a negative performance shock-would have required such belt 
tightening absent the debt. Other events, such as loss of key customers and 
suppliers, also appear directly related to uncertainty about the financial 
health of the firm and its ability to make payments, rather than negative 
operating performance. 

Finally, management changes are the one event where it is impossible to 
disentangle the effects of financial distress and poor operating performance, 
as firm disclosures and press accounts do not provide enough detail. 

This qualitative analysis uncovers costs and benefits of financial distress. 
The contribution here is to describe the frequency of different types of costs 
and benefits and when those costs and benefits appear to be incurred. This 
also should be interesting for readers who take a cynical view of the rele- 
vance of management discussions of operations in SEC filings, particularly 
those who believe that managers never willingly report bad news. 

Vs Cross-sectional Analysis 

In this section we consider the cross-sectional determinants of the costs of 
financial distress. We measure the costs of financial distress using the value- 
based quantitative estimates of the costs of financial distress from Sec- 
tion IV.A.2 adjusted for industry performance. This measure may not reflect 
the costs of financial distress perfectly, but we are not aware of any reason 
to believe it is biased in any particular way. Accordingly, the estimated co- 
efficients in the regressions that follow should be unbiased. We acknowl- 
edge, however, that we may obtain insignificant results because the data are 
noisy, not because the relationships do not exist. 

A. Costs of Financial Distress and Capital Structure Complexity 

We first test whether costs of financial distress are related to the com- 
plexity of the HLT's capital structure. As a firm's capital structure has more 
securities and becomes more complex, conflicts of interest and free-rider 
problems increase. Complexity makes it more difficult for claimants to agree 
on the division of the firm's assets, and, therefore, prolongs both the amount 
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of time a firm experiences financial distress and the costs of that distress 
(see Gertner and Scharfstein (1991), Giammarino (1989), Haugen and Sen- 
bet (1978), and Wruck (1990)). We measure complexity using the log of the 
number of securities in the HLT capital structure. (We use a log specifica- 
tion because it seems unlikely that costs increase linearly. The results, how- 
ever, are similar using linear or dummy variable specifications.) 

Regression (1)of Table XI1 indicates that costs of financial distress decline 
with capital structure complexity (significant at  the 5 percent level). This is 
not consistent with increased complexity increasing the costs of financial distress. 

B. Costs of Financial Distress and Ease of Restructuring 

We also consider the effect of three other variables that, in theory, affect a 
firm's ability to reorganize or restructure. First, we include a tlummy vari- 
able for the presence of public junk bonds. Because the Trust Indenture Act 
makes it difficult to restructure public debt, it is possible that the presence 
of public junk bonds will increase the costs of financial distress In addition, 
Kaplan and Stein (1993a) find that MBOs that use junk bonds are sub- 
sequently more likely to default. They argue that this potentially indicates 
that the junk bond market overheats if the costs of financial distress are 
particularly large in such transactions. Regression (2) finds that the use of 
junk bonds is associated with lower costs of financial distress although the 
coefficient is not significant. This is not supportive of junk bonds being more 
difficult to restructure nor is it supportive of overheating. 

Second, we include a variable that measures the fraction of debt that is 
bank debt in the year before the HLT becomes distressed. Gilson, John, and 
Lang (1990) find that firms are more likely to resolve financial distress 
through private workouts the more heavily those firms rely on bank debt. 
Consistent with the Gilson et al. result, regression (3) indicates that a greater 
fraction of bank debt reduces the net costs of financial distress (significant 
at  the 10 percent level). This suggests that the presence of bank debt im- 
proves a firm's ability to renegotiate or restructure. 

Third, we include a dummy variable for the presence of a buyout sponsor. 
A buyout sponsor is an organization, like KKR (Kohlberg, Kravis, and Rob- 
erts) or Clayton, Dubilier, which specializes in organizing leveraged buyouts 
and investing in the postbuyout equity. The presence of a buyout sponsor 
might be expected to reduce the costs of financial distress because a sponsor 
may develop expertise in restructuring and because most buyout sponsors 
want to protect their reputations in order to do future HLT transactions. 
Regression (4) indicates that the presence of a buyout sponsor has no effect 
on the costs of financial distress. 

C. Costs of Financial Distress and Total Value 

We next test whether costs of financial distress are related to the capital 
value of the HLT at the time of the HLT. The costs will be negatively related 
to total capital value if there are important fixed costs to restructuring--for 
example, legal costs, creditor costs to get information on the distressed firm, 
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Cross-Sectional Determinants of the Costs of Financial Distress R 
ru 

Ordinary least squares regressions of estimated costs of financial distress on capital structure, industry performance, transaction value, and time 
%in distress, for a sample of HLTs (highly leveraged transactions) completed between 1980 and 1989 which subsequently become distressed. The 
%

dependent variable is the industry-adjusted upper bound on the costs of financial distress. The costs of distress are estimated as the difference -. 
J 

between the value of total predistress capital and the total capital realized during distress. Predistress figures correspond to the last fiscal year R 

before distress onset. The estimated predistress value of total capital for each company is calculated as [product of median industry (net capital/ 2m 
EBITDA) and company EBITDAl plus company cash balances at  predistress year-end. Industry medians are based on the universe of firms in the 
same Value Line industry classification as the company. Financial data on industry comparables are obtained from COMPUSTAT. EBITDA is 

earnings before interest, taxes, depreciation, and amortization. Value of total capital realized during distress is the present value of all payments 
to capital made from distress onset up to resolution (inclusive), discounted back to the predistress year. Payments to capital include cash interest 

and debt principal repaid, dividends paid, equity repurchased, and total value received by capital a t  distress resolution, net of proceeds from new 

equity and debt issues. Upper bounds on costs of distress are industry-adjusted by adjusting payments to total capital for the return over the same 
period on an equally weighted portfolio of stocks in each company's Value Line industry sector. Number of' securities is the number of' different debt 

and preferred stock securities in the post-HLT capital structure. HLT value is the capital value of the HLT when the HLT is completed. Junk bonds 
equal one if the firm issued public noninvestment grade bonds to finance the HLT, and zero otherwise. Bank debt to total debt is as measured in 

the year before financial distress. Buyout sponsor equals one if a buyout partnership sponsored the HLT, and zero otherwise. Default equals one if 
the firm defaulted on its debt, and zero otherwise. Time in distress is the number of months between the onset of distress and the resolution of that 

distress. Industry returns dummy variables equal one if the industry return was in the given quartile from the onset of distress until resolution, 

and zero otherwise. Significant a t  the 1percent level :""; a t  the 5 percent level ""; and at  the 10 percent level ". Figures in brackets are standard 
errors. 
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etc. Alternatively, to the extent that complexity increases the costs of finan- 
cial distress and that capital value is a measure of complexity, costs of fi- 
nancial distress increase with capital value. 

Regression ( 5 ) indicates that the costs of financial distress decrease with 
(the log of) HLT capital value. This result is consistent with fixed costs of 
financial distress and, again, is not consistent with increased complexity 
increasing the costs of financial distress. 

Because HLT capital value and capital structure complexity are highly 
correlated, regression (6) includes both variables in one regression. Though 
neither of the coefficients is significant, costs of distress decrease with HLT 
capital value and with capital structure complexity. Again, this result is more 
consistent with fixed costs of distress and less consistent with complexity 
increasing the costs of financial distress. 

D. Costs o f  Financial Distress and atme i n  Distress 

It is commonly argued (e.g., see Helwege (1996) and Jensen (1989, 1991)) 
that the costs of financial distress increase with the time in financial dis- 
tress, in default, and Chapter 11.The costs increase with time because the 
value of the firm is assumed to dissipate as claimants expend resources 
arguing over the division of the value of the company. Alternatively, Haugen 
and Senbet (1978) argue that claimants' bargaining may not affect overall 
firm value. 

We empirically estimate the relation between our measures of the costs of 
distress and the time each firm is financially distressed. We also distinguish 
between firms that default and those that do not for two reasons: (1)firms 
that default are more likely to have experienced a negative economic shock 
that will decrease the return to HLT capital and increase the measured costs 
of financial distress; and (2) financial distress is arguably more severe for 
firms that default. Before reporting the results, it is worth noting that this 
regression specification is potentially flawed. It is quite possible that the 
time in distress is endogenous, with a longer time in distress indicating that 
the firm is in greater financial and operating difficulty. 

Regression (7) indicates that there is no relation between the time in dis- 
tress and the costs of financial distress. This result is insensitive to different 
definitions of time in distress. The result in regression (7), like the earlier 
regressions, is consistent with the bargaining surrounding claims in distress 
having no effect on the value of the underlying firm. 

E. Costs of Financial Distress and Industry Performance 

Shleifer and Vishny (1992) predict that financial distress is more costly 
when the distressed firm's industry performs badly because the distressed 
firm's assets are relatively illiquid-the buyers who value the distressed 
firm's assets the most highly will find it difficult to buy those assets. 

We test this prediction by comparing our measures of industry-adjusted 
costs of financial distress against different quartiles of industry perfor- 
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mance. According to Shleifer and Vishny, costs of financial distress are higher 
when industries perform relatively poorly. We measure industry perfor- 
mance as the equal-weighted return to firms in the same industry over the 
period that costs of financial distress are calculated. In regression (8), 
we find no relation between industry performance and either the return to 
pre-HLT capital or the costs of financial distress. The results are similar 
when we measure industry performance relative to the overall stock 
market. 

l? Quantitative Costs o f  Financial Distress and 
Qualitative Costs of Financial Distress 

We also consider the relationship between our qualitative and quantita- 
tive measures of financial distress. (We do not report these in a table.) Be- 
cause the qualitative variables are imprecise measures of the extent of the 
costs of distress, we do not expect much from these regressiorls and we do 
not get much. All of the coefficients are insignificant. 

VS. Summary, Implications, and Generality of Results 

A. Summary  

This paper studies a sample of highly leveraged transactions that sub- 
sequently become financially distressed. First, we estimate the effects of 
financial distress on value. From pretransaction to distress resolution, the 
sample firms experience a small increase in value. In other words, the net 
effect of the HLT and distress is to leave value slightly higher. This strongly 
suggests that HLTs overall-those that defaulted and those that did not- 
earned significantly positive market-adjusted returns. 

Second, we estimate the costs of financial distress and their determinants. 
The sample firms have positive operating margins a t  the time of distress 
that typically exceed the median industry operating margins. Because of 
this, we believe that this sample is primarily financially distressed, not eco- 
nomically distressed. Accordingly, our estimates of the costs of distress largely 
represent costs of pure financial distress. Because we cannot eliminate eco- 
nomic distress or the effects of economic shocks completely, our estimates for 
the overall sample should be considered upper bounds on the costs of pure 
financial distress for these firms. 

Consistent with some costs of distress, several firms are forced to curtail 
capital expenditures and a number of firms appear to sell assets a t  de- 
pressed prices. We find no evidence that the distressed firms engage in asset 
substitution of any kind. 

To the extent they do occur, the costs of distress are heavily concentrated 
in the period after the firms become distressed, but before they enter Chap- 
ter 11. We find little evidence that Chapter 11is inefficient or costly for our 
sample firms. This result is in agreement with recent work by Alderson and 
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Betker (1995), Gertner and Picker (1992), Gilson (1997), and Maksimovic 
and Phillips (1998). The result also suggests that the experience of Eastern 
Airlines, documented in Weiss and Wruck (1996) may be more the exception 
than the rule. 

We provide several estimates of the magnitude of the net costs of financial 
distress. For the entire sample, we estimate that these costs are 10 to 20 
percent of firm value. Our most conservative estimates do not exceed 25 
percent of firm value. These net costs are substantially lower than those 
found in previous studies of firms that are economically distressed. For ex- 
ample, Altman (1984) finds that cumulative earnings shortfalls in the three 
years before bankruptcy approximate 25 percent of initial stock value. Alt- 
man does not attempt to capitalize these earnings shortfalls. If he had, they 
would undoubtedly have been much greater than 25 percent. 

When we divide our sample into firms that do or do not experience an 
adverse economic shock, we find the costs of financial distress to be negli- 
gible for the nonshocked subset. These estimates imply small or insignifi-. 
cant costs of pure financial distress. We cannot distinguish between two 
additional implications of these results. The results are consistent with low 
financial distress costs overall. Under this interpretation, the economic shocks 
drive the higher costs for the shocked sample. Alternatively, it is possible 
that there is an interaction between an adverse economic shock and costly 
financial distress. If this is true, then financial distress may exacerbate the 
poor (industry-adjusted) performance of the firms that we identify as having 
suffered an adverse economic shock. 

Finally, we estimate the cross-sectional determinants of the costs of fi- 
nancial distress. We find that these costs decline with HLT value and 
the fraction of total debt owed to banks, but are not related to capital 
structure complexity, the presence of junk bonds, the presence of buyout 
sponsors, time in distress, or industry performance. These results are 
not consistent with increased complexity increasing the costs of financial 
distress. They also suggest that costs of financial distress have a fixed 
component. 

B. Implications 

At 10 to 20 percent of firm value, our estimates of the net costs of finan- 
cial distress suggest that such costs exist and are not trivial in magnitude. 
In particular, our estimates are high relative to existing estimates of the 
direct costs of financial distress of 3 percent of firm value (Weiss (1990)). 
Furthermore, if there is a selection bias in our sample-that is, firms with 
low costs of financial distress are more likely to become highly leveraged- 
then our estimates may understate the costs of financial distress for the 
typical firm. 

Alternatively, from an ex ante perspective that trades off expected costs of 
financial distress against the tax and incentive benefits of debt, the costs of 
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financial distress seem low both for the entire sample and, particularly, for 
the firms that do not experience an economic shock. If the costs of financial 
distress are 10 percent (or even 25 percent), then the expected costs of fi- 
nancial distress for most public companies are modest if not minimal be- 
cause the probability of financial distress is very small for most public 
companies. Even for our highly leveraged initial sample of 136 HLTs, fewer 
than one-third became financially distressed, suggesting relatively low re- 
alized costs of financial distress overall. As long as debt conveys tax ben- 
efits, a standard capital structure choice analysis, trading off tax and incentive 
benefits of debt against the expected costs of financial distress, would con- 
clude that the sample firms and firms like them should have a highly le- 
veraged capital structure. While we acknowledge the high cost of financial 
distress interpretation in the previous paragraph, we believe the low ex- 
pected cost of financial distress interpretation is more persuasive. 

The final issue that we address is the extent to which our results gener- 
alize to mature firms. It is possible that the firms that undertook HLTs were 
those that, ex ante, expected to have low costs of financial distress. If this is 
true, our estimates of the costs of financial distress understate the costs of 
financial distress for firms in general.1s 

Several papers find that HLT firms do not have high research and devel- 
opment expenditures (R&D). Kaplan (1989a) and Hall (1990) note that HLT 
firms tended to be in mature industries that did not require large amount of 
R&D. Opler and Titman (1993) study firms that undertook LBOs in the 
1980s. Over the 1985 to 1990 period that is relevant for our sample firms, 
they find that firms with higher R&D expenditures were less likely to un- 
dertake LBOs. Other than differences in R&D, however, they find little ev- 
idence that firms with low costs of financial distress were more likely to 
undertake LBOS." A reasonable interpretation of these results is that among 
companies that are not R&D intensive, Hut' companies are not selected in 
an obvious way for low costs of financial drstress. Among such companies, 
therefore, our results are likely to generalize. 

The results in Maksimovic and Phillips (1998) also suggest that our re- 
sults are general. They use plant-level data to examine the productivity 
and plant-closure decisions of bankrupt firms. They find little evidence of 
bankruptcy costs, particularly in industries that are not experiencing high 
growth. 

It is still possible, even if HLT firms are not selected for low costs of distress, that the HLT 
capital and governance structures are selected or designed to minimize the costs of financial 

distress relative to other structures. 
In our sample, we compare the costs of financial distress for HLTs that were motivated by 

hostile pressure with those that were not. If HLTs are specially selected, we would expect those 

motivated by hostile pressure to be less selected and to have higher costs of financial distress. 
We do not find this. In our sample, the hostile HLTs have insignificantly lower costs of Cinan- 
cia1 distress. 
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There also is little evidence that HLTs were concentrated in industries 
with less volatile cash flows or, equivalently, low probabilities of financial 
distress. Kaplan and Stein (1993a) and Bernanke, Campbell, and Whited 
(1990) find that the HLTs of the later 1980s (which we study here) operated 
in industries whose cash flows were approximately as volatile as the aver- 
age industrial firm on COMPUSTAT. We perform a similar test and find 
that the HLTs in our sample did not operate in Value Line industries with 
operating margins that were less volatile than average. These findings sug- 
gest that the probability of financial distress was not particularly low for 
the sample HLTs. Overall, then, we cannot conclude that our results would 
hold for firms in high R&D or, possibly, high growth businesses. (In fact, we 
believe the results are unlikely to hold for such firms.) However, among 
firms in more mature businesses, it seems likely that the results for our 
sample WLTs would hold. 

Appendix 

Method for Calculating Excess Returns to Investors 

This Appendix describes the method used to calculate excess returns to 
MLT investors. 

In this analysis, time is measured as follows: 

TI  T2 T3 T4 

Two months WLT HLT Exit Chapter 11 
before HLT announcement completed or company sold 
announcement or IPO or 

distress resolved 

The total capital value of the MLT company at time T equals the sum of 
the values of equity, long-term debt, short-term debt, and capitalized leases 
when the WLT is completed: 

TCAPT= Market Value of Equity, 
+ Book Value of Long-Term and Short-Term DebtT 
+ Book Value of Capitalized LeasesT (-41) 

+ Liquidation Value of Preferred StockT. 

The total return .to investors is calculated as: 

[TCAP, + Interim Payments to Capital - TCAPTl]
NRET = (A21

TCAPTl 
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Interim payments to capital include the annual principal, interest, divi- 
dend, and lease payments made between T I  and T4. It is assumed that the 
interim payments are invested in a portfolio with the same systematic risk 
as the company as a whole. This adjustment will tend to underestimate the 
terminal value because such payments are made throughout the year, rather 
than at year-end. 
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