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In looking back over the first two editions of Corporate Financial Distress
and Bankruptcy (1983 and 1993), we note that on both occasions of their
publication the incidence and importance of corporate bankruptcy in the
United States had risen to ever more prominence. The number of profes-
sionals dealing with the uniqueness of corporate death in this country was
increasing so much that it could have perhaps been called a “bankruptcy
industry.” There is absolutely no question now in 2005 that we can call it
an industry. The field has become even more popular in the past 10 to 15
years, and this has been accompanied by an increase in the number of acad-
emics specializing in the corporate distress area. These academics provide
the serious analytical research that is warranted in this field. Indeed, there is
nothing more important in attracting rigorous and thoughtful research
than data! With this increased theoretical and especially empirical interest,
Edith Hotchkiss has joined the original author of the first two editions to
produce this volume.

It is now quite obvious that the bankruptcy business is big-business.
While no one has done an extensive analysis of the number of people who
deal with corporate distress on a regular basis, we would venture a guess
that it is at least 40,000 globally, with the vast majority in the United States
but a growing number abroad. We include turnaround managers (mostly
consultants); bankruptcy and restructuring lawyers; bankruptcy judges and
other court personnel; accountants, bankers, and other financial advisers
who specialize in working with distressed debtors; distressed debt investors,
sometimes referred to as “vultures”; and, of course, researchers. Indeed, the
prestigious Turnaround Management Association (www.turnaround.org)
numbered more than 7,000 members in 2005.

The reason for the large number of professionals working with organi-
zations in various stages of financial distress is the increasing number of
large and complex bankruptcy cases. In the United States in the three-year
period 2001-2003, 100 companies with liabilities greater than $1 billion
filed for protection under Chapter 11 of the Bankruptcy Code. These “billion-
dollar babies” are listed in the appendix to Chapter 1. Over the past 35
years (1970-2005), there have been at least 228 of these large firm bank-
ruptcies in the United States. On the eve of the publication of this book,
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PREFACE

two of the nation’s major airlines, Delta and Northwest, have filed for
bankruptcy protection. Chapter 1 of this book presents some relevant defi-
nitions and statistics on corporate distress and highlights the increasing re-
ality that size is no longer a proxy for corporate health.

The planning for this book began long before its completion in mid-
2005, and we were unaware that the eventual passing of the new Bank-
ruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA)
would coincide with the timing of our completion. Most observers were
commenting on the implications of the new Act for consumer (personal)
bankruptcies, but as the details of the new Act became evident, it was clear
that the implications for corporations and the reorganization process are
also quite important. We attempt to treat many of these new provisions in
Chapter 2 when we explore the evolution of the bankruptcy process in the
United States with comparisons to many other countries.

With this background in place, the remaining chapters in the first sec-
tion of the book address a number of key issues central to our understand-
ing of the restructuring process. In Chapter 3, we explore the success of the
bankruptcy reorganization process, especially with respect to the post-
bankruptcy performance of firms emerging from Chapter 11. In a disturb-
ing number of instances, these emerging firms have sustained recurring
operating and financial problems, sometimes resulting in a second filing,
unofficially called a “Chapter 22.” Indeed, we are aware of at least 157 of
these two-time filers over the period 1980-2004, and seven three-time filers
(Chapter 33s). If we include filings prior to the 1978 Bankruptcy Reform
Act, there is even one Chapter 44 (TransTexas Gas Corporation)! Despite
the numbers of bankruptcy repeaters, many firms reduce the burden of
their debt and go on to achieve success, especially if the core business is
solid and can be managed more effectively with less debt.

As bankruptcy cases have become larger and more complex, there is a
need for professionals with increasingly specialized skills. For example,
with the sales of pieces of or entire businesses becoming more common in
the recent wave of bankruptcies, there is a need for professionals skilled in
managing the mergers and acquisitions (M&A) process. With the growth
in the number and size of cases has come increased scrutiny of bankruptcy
costs. Chapter 4 summarizes the extensive amount of academic research
that has helped us to understand the nature of these costs. For larger firms,
the dollar magnitude of these costs may be tremendous; for smaller firms,
these costs may be prohibitive and ultimately lead to liquidation.

Chapters 5 and 6 explore the importance and analytics of the dis-
tressed firm valuation process from theoretical and pragmatic standpoints.
In essence, the most important determinants of the fate of the distressed
firm are (1) whether it is worth more dead than alive and (2) if worth more
alive, what its value is relative to the claims against the assets. Chapter 5
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provides a careful discussion of valuation models for distressed firms, and
explains why we observe seemingly wide disagreements over the reorga-
nized firm’s value between different parties in the bankruptcy negotiation
process. Chapter 6 concentrates on the highly leveraged restructuring, the
relevant valuation and capital structure theories, and empirical results.

Chapters 7 through 9 explore, in great depth, the two relevant capital
markets most important to risky and distressed firms. Chapter 7 explores
the development and risk-return aspects of the U.S. high yield bond and
bank loan markets. Since high yield or “junk” bonds are the raw material
for future possible distressed debt situations, it is important to investigate
their properties. Among the most relevant statistics to investors in this
market are the default rate as well as the recovery rate once the firm de-
faults. The high yield corporate bond market approached $1 trillion out-
standing in 2005, and topped $1 trillion when General Motors’ and Ford’s
bonds were downgraded to non—investment grade status in May 2005.

Chapters 8 and 9 go on to examine the size and development of the
distressed and defaulted debt market. This market was actually larger than
the high yield market in 2002 when the face value of distressed debt (pub-
lic and private) was almost $950 billion—at that time greater in size than
the gross domestic products (GDPs) of all but seven of the world’s coun-
tries! As the default rate subsequently decreased from record high levels in
2002, the size receded somewhat but still was relatively large in 2005 so
that the distressed and defaulted debt market is now generally thought of
as a unique asset class itself and perhaps the fastest growing segment in the
hedge fund sector. As such, we explore its size, growth, risk-reward dimen-
sions, and investment strategies.

Rounding out the first major section of this book is Chapter 10 on cor-
porate governance in the distressed firm. Virtually every aspect of a firm’s
governance can change in some way when a firm undergoes a distressed re-
structuring. Management turnover rates for firms that emerge from Chap-
ter 11 reach 90 percent. Board size declines as firms become distressed, and
the board often changes in its entirety at reorganization. Most importantly,
many restructurings ultimately involve a change in control of the company.

The second section of this book deals with the development and impli-
cations of models built to classify and predict corporate distress. The esti-
mation of the probability of default in the United States (Chapter 11) and
for emerging markets (Chapter 12) and the loss given default (Chapter 15)
are explored in depth. Emphasis is on estimation procedures and their rele-
vance to the new features of Basel II’s capital adequacy requirements for
banks and other financial institutions.

In an appendix to Chapter 11 of this book, we present a bibliography
of the development and application of distress prediction models in more
than 20 countries outside the United States. This highlights the incredible
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explosion in interest in the corporate bankruptcy phenomenon all over the
world. As illustrated earlier in Chapter 2 and further documented in Chap-
ter 12, corporate distress is a global phenomenon and, as such, deserves
careful analysis and constructive commentary and legislation.

Models for estimating default probabilities are discussed in Chapters
11 and 12 followed in Chapter 13 by their applications to many different
scenarios, including credit risk management, distressed debt investing,
turnaround management and other advisory capacities, and legal issues.
This chapter, in addition, comments on the leading practitioner firms in
these functions.

With respect to the turnaround management arena, Chapter 14 further
explores the possibility of using distressed firm predictive models, for ex-
ample our Z-Score approaches, for assisting the management of the dis-
tressed firm itself in order to manage a return to financial health. We
illustrate this via an actual case study discussed in Chapter 14—the GTI
Corporation and its rise from near extinction.

EDWARD 1. ALTMAN
EDpITH HOTCHKISS

New York, New York
Chestnut Hill, Massachusetts
October 2005
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1;
Corporate Distress: Introduction
and Statistical Background

corporate distress, including the legal processes of corporate bank-
ruptcy reorganization (Chapter 11 of the Bankruptcy Code) and liqui-
dation (Chapter 7), is a sobering economic reality reflecting the
uniqueness of the American way of corporate “death.” The business fail-
ure phenomenon received some exposure during the 1970s, more during
the recession years of 1980 to 1982, heightened attention during the ex-
plosion of defaults and large firm bankruptcies in the 1989-1991 period,
and an unprecedented interest in the 2001-2002 corporate debacle and
distressed years. In the 1989-1991 period, 34 corporations with liabili-
ties greater than $1 billion filed for protection under Chapter 11 of the
Bankruptcy Code, and in the three-year period 2001-2003 as many as
100 so-called billion-dollar babies, including the top five, filed for pro-
tection under the Code (see Appendix 1.1).

The lineup of major corporate bankruptcies was capped by the mam-
moth filings of Conseco ($56.6 billion in liabilities), WorldCom ($46.0 bil-
lion), and Enron ($31.2 billion—actually almost double this amount once
you add in the enormous amount of off-balance liabilities, making it the
largest bankruptcy in the United States). Two of these three largest bank-
ruptcies were fraud-related (see our discussion of corporate governance is-
sues in distressed companies in Chapter 10). Incidentally, we believe that it is
more relevant to list and discuss the size of bankruptcies in terms of liabili-
ties at the time of filing rather than assets. For example, WorldCom had
about $104 billion in book value of assets but its market value at the time of
filing was probably less than one-fifth of that number. It is the claims against
the bankruptcy estate, as well as the going-concern value of the assets, that
are most relevant in a bankrupt company. We list the largest corporate
bankruptcies in the United States over the period 1970-2005 (Q1) in Ap-
pendix 1.1—the so-called billion-dollar babies. Actually, only two of the
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228 entries in this list were from the 1970-1979 decade—Penn Central
(1970) and W. T. Grant (1975)—and only 21 occurred in the 1980s. The
majority of the largest bankruptcies in the 1970-2004 period were from the
first four years of the new millennium. Even adjusting for inflation, it is
clear that size is no longer a proxy for corporate health, and there is little
evidence, except in very rare circumstances, of the old adage “too big to
fail.” Lately, that question has been asked about General Motors and Ford.

The unsuccessful business enterprise has been defined in numerous
ways in attempts to depict the formal process confronting the firm and/or
to categorize the economic problems involved. Four generic terms that are
commonly found in the literature are failure, insolvency, default, and
bankruptcy. Although these terms are sometimes used interchangeably,
they are distinctly different in their formal usage.

Failure, by economic criteria, means that the realized rate of return on
invested capital, with allowances for risk consideration, is significantly and
continually lower than prevailing rates on similar investments. Somewhat
different economic criteria have also been utilized, including insufficient
revenues to cover costs and where the average return on investment is con-
tinually below the firm’s cost of capital. These economic situations make
no statements about the existence or discontinuance of the entity. Norma-
tive decisions to discontinue operations are based on expected returns and
the ability of the firm to cover its variable costs. It should be noted that a
company may be an economic failure for many years, yet never fail to meet
its current obligations because of the absence or near absence of legally en-
forceable debt. When the company can no longer meet the legally enforce-
able demands of its creditors, it is sometimes called a legal failure. The
term legal is somewhat misleading because the condition, as just described,
may exist without formal court involvement.

The term business failure was adopted by Dun & Bradstreet (D&B),
which for many years until recently supplied relevant statistics on busi-
nesses to describe various unsatisfactory business conditions. According to
D&B, business failures included “businesses that cease operation following
assignment or bankruptcy; those that cease with loss to creditors after such
actions or execution, foreclosure, or attachment; those that voluntarily
withdraw, leaving unpaid obligations, or those that have been involved in
court actions such as receivership, bankruptcy reorganization, or arrange-
ment; and those that voluntarily compromise with creditors.”!

'In the prior editions of this book (Altman 1983 and 1993) we used the D&B “failure
rate” definition to explore the macro and micro determinants of failure. Since D&B
has discontinued its business failure coverage, we no longer will focus on this statistic.



