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This paper is to examine the relevance of banarptcy Costs (BC) to Capital Structure with three
related purposes: whether or not BC are trival, a proxy methodology for estimating BC, the present
value of expected BC vs tax benefits’ trade off. For these purposes, the samples includes 19 indu-
strial firms which went bankrupt over period 1970-78 and secondly seven large Companies which went
bankrnpt recently in the U.S.

The results are quite strong that BC are not trival.
of the firm measured just prior to bankruptcy. Direct BC are explicit and administrative costs paid
Indirect BC are essentially defined as unexpected

In many cases they exceed 20% of the value

by debtor in reorganization/liqaidation process.
losses and estimated in two way: a regression method and security analyst’s forcasts.

The present value of expected BC for many of the bankrupt firm is found to exceed the present
value of tax benefits from leverage. This implies that firms were overleveraged and that a potentially
important ingredient in the discussion of optimum capital structure is indeed the BC factor.

Therefore, BC are relevant to the cost of capital stracture decision and should be considered seri-

ously.
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E-D
SN SFATAY  BCD+BCI/7 4 7k BCD/7153 71
9 &F  H BCD BCI
($1,000) ($1,000) t-3 t-2 t-1 t t-5 t-4 t-3 t-2 t-1 0

Aol F(N=12) 2,489 4,747
Mz F(N=7) 910 1, 665

0.087 0.082 0.087 0.122 0.028 0.032 0.031 0.030 0.027 0.040
0.174 0.172 0.150 0.237 0.111 0.098 0.026 0.073 0.075 0.098

¥ : Altman(1984), op.cit., p.1074~1075.
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%8 : Altman(1984), op.cit., p “1078.
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AR e PEF shte ARFALE 33 Q7
He BHRAFIBY FENA BHRERAS X
EE mahE Aol TheT ol ARMEY 4 3
.9

{E-3 SRy FEMERGIAIR KEEE 2
2 it RO 83 BCI AREE(VI(S 100D BCI/V(%)
(810051 t-2 t-1 t t-2 t-1 t
Braniff Int'l 297.3 917.7 1095. 6 1065. 8 0.271 0.271 0.279
Itel Corp. 513.8 1279.3 1880. 9 1761.3 0. 408 0.291 0.319
Lionel Corp. 2.0 133.2 163. 4 309.1 0.015 0.012 0. 006
McLouth Steel 73.3 328.3 356. 2 357.4 0.223 0. 206 0. 205
Sambo’s Restaurants 112.6 485.1 502.2 489.0 0.232 0.224 0.230
White Motor Co. 12.2 475.9 418.2 714.0 0. 026 0.027 0.017
Wickes Cos. 277.4 762.8 1489.3 1507.0 0. 364 0.186 0.184
Average(1)—Average of 7 firm ratios=0. 220 0.175 0.177
Average(2)—Summation of IC/V =0. 301 0.218 0.208

LROE =57 HEME + A TWME + RAAD ==

29) Ibid. p.1083.
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Drew National 0.79 1,111 439 439 2.53 2.53
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Freir Industries 0.57 530 978 978 0.54 0.54
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0.99 549

¥t : Altman op. cit., pl086.
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