Chapter 16. Alternative Exit and 

Restructuring Strategies:

Reorganization and Liquidation

Chapter Summary and Learning Objectives

This chapter focuses on how failing firms can use bankruptcy and liquidation as alternative restructuring strategies to maximize shareholder value and redeploy assets efficiently. This chapter also addresses how important the rule of law is in achieving the efficient allocation and preservation of capital and the role of bankruptcy in this process. The terminology underlying reorganizing or restructuring outside of or within the protection of the bankruptcy court also is explained. Finally, the chapter discusses common strategic options for failing firms, the extensive literature addressing bankruptcy prediction models, and empirical studies of the performance of firms experiencing financial distress.  
Chapter 16 Learning Objectives: To provide students with an understanding of 

1.   
The importance of quick and fair enforcement of creditor right,
2.        Key terms commonly associated with bankruptcy and liquidation;

3.
Voluntary settlements with creditors outside of bankruptcy,
4.
Reorganization and liquidation in bankruptcy, 
5.
Prepackaged bankruptcies,
6.
Strategic options available to failing firms; 
7.
Models designed to predict default and bankruptcy, and
8.
Empirical studies of financial distress

Learning Objective 1: The importance of quick and fair enforcement of creditor rights 
· For capital markets to function smoothly, disputes involving the legal rights of all participants (both debtors and creditors) need to be resolved quickly and equitably by the courts. 
· The quick and fair enforcement of creditor rights to collateral underlying loans tends to lower borrowing costs and increase the availability of credit.

· By providing a process for resolving these issues in a somewhat timely manner, bankruptcy plays a key role in minimizing the cost of bankruptcy including underinvestment in firms, layoffs, customer dissatisfaction, delayed payments to suppliers, and higher unemployment and a lower tax base in affected communities.
Learning Objective 2: Key terms commonly associated with bankruptcy and liquidation 
· Financial distress often is measured by declining asset values, liquidity, and cash flow and may often apply to a firm unable to meet its obligations or to a specific security on which the issuer has defaulted. 

· Default refers to any missed or delayed disbursement of interest or principal, bankruptcy, receivership, or an exchange diminishing the value of what is owed to bondholders. 

· Technical insolvency arises when a firm is unable to pay its liabilities as they come due.

· Legal insolvency occurs when a firm’s liabilities exceed the fair market value of its assets. Creditors’ claims cannot be satisfied unless the firm’s assets can be liquidated for more than the book value of the firm’s liabilities. 

· Bankruptcy is a federal legal proceeding designed to protect the technically or legally insolvent firm from lawsuits by its creditors until a decision can be made to shut down or to continue to operate the firm. 

Learning Objective 3: Voluntary settlements with creditors outside of bankruptcy 
· An insolvent firm may reach an agreement with its creditors to restructure its obligations out of court to avoid the costs of bankruptcy proceedings. 
· Increasingly, distressed companies are choosing to restructure outside of bankruptcy. 
· Workouts are plans to restructure the debtor firm developed cooperatively with creditors.

· A workout is an arrangement outside of bankruptcy by a debtor and its creditors for payment or re-scheduling of payment of the debtor’s obligations and may include the following:

--Extensions in which creditors agree to lengthen the period during which the debtor firm can repay the debt

-- Compositions which are agreements in which creditors are willing to settle for less than the full amount they are owed
-- Debt-for-equity swaps which occur when creditors surrender a portion of their claims on the firm in exchange for an ownership position in the firm
· Liquidation can be conducted outside the court in a private liquidation or through the U.S. bankruptcy court. If the insolvent firm is willing to accept liquidation and all creditors agree, legal proceedings are not necessary. 
Learning Objective 4: Reorganization and liquidation in bankruptcy
· Key bankruptcy code chapters

--Chapter 7: Deals with liquidation and provides for a court appointed interim trustee to 

   operate the debtor firm to prevent further deterioration in the overall financial position of 

   the firm and the removal of assets by owners prior to liquidation. The debtor is able to 

   regain control from the trustee only by posting an appropriate bond.  

--Chapter 11: Deals with reorganization and provides for the debtor to remain in possession, 

   unless the court rules otherwise.  The debtor and creditors are permitted considerable 

   flexibility in working together enabling them to negotiate debt repayment schedules, the 

   restructuring of debt, and even the granting of loans by the creditors to the debtor. If a 

   workable plan cannot be formulated, the firm will be liquidated in accordance with the 

   procedures outlined in Chapter 7.  

· Reorganization and liquidation in bankruptcy

--In the absence of a voluntary settlement out of court, the debtor firm may seek protection 

   from its creditors by initiating bankruptcy or be forced into bankruptcy by its creditors. 

--When the debtor firm files the petition with the bankruptcy court, the bankruptcy is said to 

   be voluntary.  When creditors do the filing, the action is said to be involuntary.  

--Once either a voluntary or involuntary petition is filed, the debtor firm is protected from any 

   further legal action related to its debts until the bankruptcy proceedings are completed. 

--The filing of a petition allows the debtor firm to stop all principal and interest payments 

   owed to creditors, while preventing secured creditors from taking possession of their 

   collateral.  

· Liquidation in bankruptcy

--If the bankruptcy court determines that reorganization is not feasible, the failing firm may be 

   forced to liquidate. 
--A trustee is appointed by the court to handle the administrative aspects of the liquidation. 

   The trustee convenes a meeting of all creditors to apprise them of the prospects for 

   liquidation.  

--The trustee is then given the responsibility to liquidate the firm’s assets, keep records, 

   examine creditors’ claims, to disburse the proceeds, and to submit a final report on the 

   liquidation. 

--The priority in which the claims are paid is stipulated in Chapter 7 of the Bankruptcy Reform 

  Act. These priorities must be followed by the trustee when the firm is liquidated.  

--All secured creditors are paid when the firm’s assets that were pledged as collateral are 

   liquidated. 

--If the proceeds of the sale of these assets are inadequate to satisfy all of the secured 

   creditors’ claims they become unsecured or general creditors for the amount that was not 

   recovered.  

--If the proceeds of the sale of pledged assets exceed secured creditors’ claims, the excess 

         proceeds are used to pay general creditors.   
Learning Objective 5: Prepackaged bankruptcies 

· Under a prepackaged bankruptcy, the debtor negotiates with creditors well in advance of filing for a Chapter 11 bankruptcy.  Because there is general approval of the plan before the filing, the formal Chapter 11 reorganization that follows generally averages only a few months and results in substantially lower legal and administrative expenses. 
· Prepackaged bankruptcies provide tax benefits not found in workouts. If a firm enters into a workout in which a voluntary negotiated agreement with debtors is achieved, the firm may lose its right to claim NOLs in its tax filing. In bankruptcy, the firm may claim the right to NOLs, if the court rules the firm insolvent (i.e., negative net worth). . 

· If a debtor company reaches a voluntary agreement whereby creditors agree to cancel a certain percentage of debt, the amount is treated as income for tax purposes. A similar debt restructuring in bankruptcy does not create such a tax liability.

Learning Objective 6: Strategic options available to failing firms
· Options for failing firms:

--Merge with another firm

--Reach an out-of-court settlement with creditors

--Seek protection of the bankruptcy court

Learning Objective 7: Models designed to predict default and bankruptcy
· In terms of model accuracy, multivariate discriminant analysis and neural networks are the most promising. 

· Bankruptcy prediction models typically use financial ratios to forecast business failure. The financial ratios typically include measures of liquidity, solvency, leverage, profitability, asset composition, firm size, and growth rate. Other informational variables include macroeconomic, industry-specific, location, and firm specific variables. 
· The predictive accuracy of the various types of models is very similar, correctly identifying failing firms about 80 percent of the time for firms in the sample employed in estimating the models. However, the accuracy drops substantially for out-of-sample predictions.  
· There still seems to be a lack of consensus as to which methodology is the most reliable. 

· Credit-Scoring Models use discriminant analysis to distinguish between bankrupt and non-bankrupt firms. Discriminant analysis uses a combination of independent variables to assign a score (i.e., a Z-score) to a particular firm. This score then is used to discriminate between bankrupt and non-bankrupt firms by using a cut-off point. The major shortcoming of this approach is that it is a snapshot of a firm’s financial health at a moment in time, and it does not reflect changes in a company’s financial ratios over time. 

· Unlike credit scoring models, logistic (logit) or probit regression models estimate the probability a firm will default. 
. 

· Neural networks are a type of artificial intelligence that attempts to mimic the way a human brain works. Neural networks are particularly effective when the networks have a large database of prior examples. 
· The options-based approach to bankruptcy prediction builds on option-pricing theory to explain business bankruptcy relying on such variables as firm volatility to predict default.
· Default rates and losses in the event of default correlate with the business cycle. 
· Shocks such as recession and credit crunches contribute to default by negatively impacting firm assets or cash flow.  

· Even though a business may be solvent (i.e., assets exceed liabilities), temporary declines in cash flow may result in the inability of highly levered firms to make required debt payments. 
· Economic distress arises when a firm’s growth and investment prospects deteriorate, causing a reduction in the value of the business due to the deteriorating outlook for the firm’s cash flow. 
Learning Objective 8: Empirical studies of financial distress
· Firms emerging from bankruptcy often show very attractive financial returns to holders of the new stock immediately following the announcement that the firm is emerging from bankruptcy; however, long-term performance often deteriorates. 
· Distressed stocks (i.e., firms often characterized by deteriorating asset values and liquidity) offer low financial rates of return despite their high risk of business failure. 

--Factors potentially contributing to these low rates of return could include unexpected events, valuation errors by uninformed investors, and the characteristics of distressed stocks. 

· Firms that have recently undergone IPOs tend to experience a much higher incidence of financial distress and bankruptcy than more established firms. 
Chapter 16 Study Test

True/False Questions:

1.
Reforms in creditor rights tend to increase the availability and reduce the cost of credit in countries where court enforcement is quick and fair.  True or False

2.
Legal insolvency occurs when a firm’s liabilities exceed the book value of its assets. True or False

3.
Bankruptcy is a state-level legal proceeding designed to protect the technically or legally insolvent firm from lawsuits by its creditors until a decision can be made to shut down or to continue to operate the firm. True or False

4.
A firm is said to be bankrupt once it defaults on a bond payment. True or False

5.
Increasingly, distressed companies are choosing to restructure inside of bankruptcy court, rather than reaching a general agreement with creditors before seeking Chapter 11 protection.  True or False

6.
Large companies often have a difficult time achieving out-of-court settlements because they usually have hundreds of creditors.  True or False

7.
A composition is an agreement in which creditors agree to settle for less than the full amount they are owed. True or False
8.
A debt-for-equity swap occurs when the distressed firm’s shareholders are willing to surrender a portion of their ownership for debt in the firm. True or False

9.
If a creditor is owed a large amount of money, it could become a major or even the controlling shareholder in the reorganized firm. True or False

10.
In the absence of a voluntary settlement out of court, the debtor firm may seek protection from its creditors by initiating bankruptcy. However, creditors cannot force the debtor firm into bankruptcy. True or False

.


11.
The filing of a petition triggers an automatic stay once the court accepts the request, which provides a period suspending all judgments, collection activities, foreclosures, and repossessions of property by the creditors on any debt or claim that arose before the filing of the bankruptcy petition.  True or False   

12.
U.S. bankruptcy laws and practices focus on maintaining shareholder value during the bankruptcy process. True or False 
13.
Chapter 11 of the U.S. bankruptcy code deals with liquidation while Chapter 7 addresses reorganization.  True or False

14.
The court must approve any plan accepted by the debtor’s shareholders and creditors. True of False

15.
Companies may not seek the protection of bankruptcy court to avoid liquidation. True of False

Multiple Choice Questions:

16. All of the following are generally considered strategic options available to failing firms 

except for   


a. Merging with another firm

b. Selling stock to the public

c. Reorganizing outside of bankruptcy court
d. Seeking the protection of the bankruptcy court

e. Liquidating outside of bankruptcy court

17. Which of the following claimants generally do not receive any compensation for their claims following the liquidation of a firm?  
a. Secured creditors

b. Common stock holders

c. Governments owed past due property taxes

d. Unsecured creditors

e. Attorneys and consultants involved in the liquidation of the firm

18. Creditors are often willing to accept which of the following to avoid forcing a firm to seek the protection of the bankruptcy court. 
a. A debt for equity swap
b. A composition

c. An extension of the debt repayment schedule

d. A combination of A, B, and C

e. A share for share exchange
19.
All of the following are true except for

a. Chapter 15 deals with international or cross-border bankruptcies.

b. Chapter 11 deals with reorganizing the firm.

c. Chapter 7 defines the process and priorities of the liquidation process for commercial businesses.

d. Chapter 11 also addresses issues pertaining to personal bankruptcy.

e. A and B
20.
All of the following are conditions most favorable for reaching settlement outside of bankruptcy court except for

a. The debtor firm is willing to share all necessary information with its creditors

b. Creditors have confidence in the debtor firm’s management.

c. The debtor firm has relatively few creditors.

d. The debtor firm has many creditors.

e. The period of economic distress afflicting the firm is expected to be short-lived.

Answers to Test Questions

	True/False
	1.  True  

2   False
3.  False
4.  False
5.  False
6.  True
7.  True
8.  False
9.  True
10. False
11. True
12. False
13. False
14. False
15. False

	Multiple Choice
	16.  B

17.  B

18.  E
19.  D
20.  D
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