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Abstract 

Bankruptcy is a negative event that not only affects the company in question but all 

stakeholders of society. Our research will focus on one stakeholder group, business 

competitors. How are competitors affected by bankruptcy announcements? Past research has 

tried to answer this question in different ways. Some compared two industries with different 

characteristics while others worked with multiple industries. Past researchers suggested and 

tested three independent variables that they thought influence the returns of competitors in the 

face of bankruptcy: leverage, size and industry concentration. We adopt a different perspective 

when researching this topic in that we focus on competitors that are close to the bankrupt firm 

(business competitors) as opposed to using all competitors in an industry.  

The purpose of our research is to investigate if a chapter 11 bankruptcy announcement has an 

influence on business competitors within the same economic sector during the time horizon 

2004-2012. In order to explore this topic, we incorporate three independent variables: economic 

sector concentration, firm leverage and firm size, to study if different characteristics of 

different economic sectors and firms would affect the bankruptcy announcement effect. Based 

on the quantitative method, our research utilized secondary data to study the relationships 

between the three independent variables and bankruptcy announcement effect on competitors. 

We found that the best way to carry out this research is by using a deductive approach and 

quantitative method. 

The results of our research showed weak correlations between the three variables and the 

bankruptcy announcement effect, among which the concentration was the most determinant 

variable and size has the weakest effect. For both concentration and firm size, we found inverse 

relationships between these two variables and abnormal returns of the business competitors. 

The abnormal returns earned by the high leveraged firms were less than the low leveraged ones. 

The conclusions of our research were that the chapter 11 bankruptcy announcement indeed 

influence the stock returns of business competitors. The firms in highly concentrated economic 

sectors had contagion effect while competitive effect happened to the firms in low concentrated 

ones. The same conclusion was drawn in terms of the firm size. For the leverage, there was no 

conclusion  regarding the contagion or competitive effect as the results were inconclusive. 

Keywords: Bankruptcy announcement effect, business competitors, concentration, leverage, 

firm size, correlation 
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Glossary  
 

Abnormal returns: “… the difference between the actual return and that is expected to result 

from market movements (normal return).” (Harvey, 2011) 

Bankruptcy- “a legal procedure for dealing with debt problems of individuals and business. A 

non-technical term for a legal state of insolvency.” (Bankruptcydata, year)  

Bankrupt firm: “the entity that files a bankruptcy; the debtor; the insolvent entity. This is a 

non-technical term and is not used in the Bankruptcy Code.” (Bankruptcydata, year) 

Competitor: “Any person or entity which is a rival against another. In business, a company in 

the same industry or a similar industry which offers a similar product or service.” (Business 

Dictionary, 2013) 

Leverage: In the thesis, by “leverage” we mean “financial leverage”. This is defined as “The 

use of borrowed money to increase production volume and thus sales and earnings. It is 

measured as the ratio of total debt to total assets. The greater the amount of debt, the greater 

the financial leverage.” (Business dictionary, 2013) 

Return: “The change in the value of a portfolio over an evaluation period, including any 

distributions made from the portfolio during that period.” (Harvey, 2011) 
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In this chapter, we discuss the background of bankruptcy. In addition, we introduce our 

research question and discuss the purpose of our research. The main concepts of our 

research have been defined in this chapter. Furthermore, we explain the research gap 

and the possible contributions of our study on bankruptcy to the business community. In 

the last part, we address the limitations of this study and present the disposition of our 

thesis. 

1.1 Problem background  

Bankruptcy is an important topic for all types of people and organizations. For 

companies, bankruptcies are mostly experienced during economic and financial crises. 

Bankruptcy data (2012) gives an interesting history of how bankruptcy has worked as 

far back as the Old Testament. The first bankruptcy law in the US was officiated in 

1800, but it was very short-lived as it only lasted 3 years. The second did not even last 

as long. The third law that was passed in 1867 lasted longer, over a decade. This was 

the first one involving corporations and the debt they owe. Unlike the bankruptcy laws 

in the past, laws after the 20th century focus on helping the bankrupt party rehabilitate 

and nurse back to health. They are not entirely consumed with payment of debts owed.  

As one would expect, the most recent financial crisis that started in August 2007 

contributed to an increase in the number of bankruptcy filings in the US, as in the rest of 

the world. The United States Courts (2013) statistics demonstrate that there was a sharp 

decrease in the number of bankruptcy filings from 2005 to 2006 (about 70%) as is 

demonstrated by figure 1.1 below. We believe that this was caused by the Bankruptcy 

Abuse Prevention and Consumer Protection Act that was signed into US bankruptcy 

law in April 2005 and was to be effective in October of the same year. This act made it 

more difficult for people and companies to file for bankruptcy. It affected chapter 7, 11, 

12 and 13 bankruptcies (these will be explained lower below) (Georgetown law library, 

2013). The figure then shows a slightly less dramatic, but still significant increase in the 

number of bankruptcy filings in the US between the years 2006-2008 (right before the 

crisis became official), which then became milder in the following years as the 

surviving companies adjusted to the crisis. We believe that examining the trend of the 

changes in bankruptcy filings might reveal a special bankruptcy law event that could 

affect the results of our research. An example of why these events are important is the 

study by Lang & Stulz (1992) which was critiqued by Haensly et al. (2001) This will be 

explained further in chapter 3.  
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Figure 1.1: Number of US bankruptcy filings from 2000 to 2012 

Source: (United States Courts, 2013) 

There are several different types of bankruptcies in the US, named using different codes. 

According to United States Courts (2013), the six codes naming the bankruptcies are; 

Chapter 7, Chapter 9, Chapter 11, Chapter 12, Chapter 13 and Chapter 15. Liquidation 

can explain the meaning of Chapter 7, which also refers to “complete bankruptcy” (The 

Bankruptcy Directory, 2013). Thus, the trustee collects the debtor’s non-exempt assets 

and distributes them to the creditors by cash (The Bankruptcy Directory, 2013). Chapter 

11 involves reorganization, “keeping the business alive and pay creditors over time” 

(United States Courts, 2013). Chapter 9 is only for municipality bankruptcies, such as 

cities and towns . Family Farmers and Family Fishermen are covered under the Chapter 

12 bankruptcy code. Chapter 13 is for the individuals burdened with debts but with 

regular income, allowing them to maintain the property and pay the debt over time. The 

latest code is chapter 15, incorporating cross-border insolvency cases. (United States 

Courts, 2013) 

When a company files for Ch. 7 bankruptcy, it has more liabilities than assets, so the 

creditors take all the assets possible and shareholders lose money. We might even think 

about the manager’s reputation and the fate of the employees. These are the direct 

effects that most of us are confined to when thinking about the effects of a bankruptcy. 

Rarely do we think of the ripple effect that a bankruptcy of one firm might have on the 

other stakeholders, and perhaps on the world at large. In a globalized world like this, it 

is becoming increasingly important for every stakeholder to make an analysis of the 

factors that might affect them. For example, in the discussion of WorldCom bankruptcy 

case study (Akhigbe et al., 2005),  the researchers investigated the bankruptcy effects on 

four different types of stakeholders: shareholders, institutional shareholders, creditors 

and competitors. They concluded that the WorldCom bankruptcy influenced the 

shareholders, institutional shareholders, large and key competitors negatively and 

significantly, whereas the creditors and smallest rivals have relatively small exposure to 

the bankruptcy because the creditors are considered to be well diversified and the 

smallest rivals are more likely to be the acquisition target than the larger ones.  
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Past research has found that a chapter 11 bankruptcy filing affects industry competitors. 

In particular, Lang & Stulz (1992) found that there is a significant decrease in the stock 

price of competitors when a bankruptcy announcement is made in an industry. A 

bankruptcy announcement affects the stock price of the company in question negatively 

(Altman,1969, p.132). Lang & Stulz (1992, p.46) suggested that the reasons for the fall 

in the stock prices is the increase in the bankruptcy costs of the company and  that 

investors and outsiders obtain the information about the actual value of the company. 

The authors chose the time horizon 1970-1989 on which to base their study. Haensly et 

al. (2001) faulted Lang & Stulz (1992) for using the above time horizon because it 

involves two different regimes of bankruptcy law. “The legal regime for bankruptcy 

determines what happens to assets of the firm when it files”. Because of this and a few 

other reasons, the authors thought they might get different empirical findings, and so 

they did. They did not find evidence to support a change in shareholders wealth for the 

industry competitors when a company filed for bankruptcy. (Haensly et. al, 2001, p. 47) 

We have found and read 8 articles that are most relevant to our topic. These articles 

have taught us two different types of effects that can happen to the surviving industry 

rivals after a bankruptcy announcement. They have also introduced us to the factors that 

influence the way an industry is affected by a bankruptcy announcement. We explain 

these concepts briefly below: 

Contagion effect 

In Lang and Stulz (1992)’s research article, they defined contagion effect as “the 

change in the value of competitors that cannot be attributed to wealth redistribution 

from the bankrupt firm” (p.47-48). The authors explain that this effect is negative for 

the competitors as it brings to light information about the cash flow characteristics of 

the bankrupt company, which are likely to be similar for companies within the same 

industry and with similar activities. Whereas Benmelech & Bergman (2011) and 

Akhigbe et al. (2005) managed to prove this contagion effect, Iqbal (2002) failed to find 

support for it in his tests. There are theories that chapter 11 bankruptcy is like a subsidy 

to the company and it makes the company stronger as their debts are restructured or 

cancelled all together (Zhang, 2010, p. 1720). When considering filing for the 

bankruptcy, most publicly-held companies would prefer Chapter 11 to Chapter 7 

because Chapter 11 still gives the bankrupt company a chance to reorganize the 

business and get back on track. Sometimes the reorganization works out and the 

company becomes profitable once again (US Securities and Exchange Commission, 

2009). Investors who believe that the bankrupt company will revive stronger than ever 

might value the rivals less when the bankruptcy announcement is made. 

Competitive effect 

Whereas the contagion effect is negative, competitive effect is positive. Lang & Stulz 

explained this effect as “ a bankruptcy can convey information about how well firms in 

an industry are doing relative to each other” (Lang & Stulz, 1992, pg. 47). To explain 

this positive effect, most authors suggested that the bankruptcy might be revealing the 

fact that the bankrupt company has become less efficient in comparison to its 

competitors, or simply portray the increase in competitiveness of its competitors. 

Haensly et al. (2001) explained that if investors believe that the bankruptcy was caused 

by factors that do not affect industry rivals, stock prices of the rivals will increase after 

the bankruptcy. The rivals will take this opportunity to take the market share that has 

been left behind by the bankrupt competitor, especially in the case of a chapter 7 
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bankruptcy. (Haensly et al., 2001, p.46) Lang & Stulz think that this effect is most 

likely to happen in markets with less perfect competition (Lang & Stulz, 1992, p. 46-48). 

Other than Lang & Stulz (1992), Iqbal (2002) and Haensly et al. (2001) also managed to 

prove the validity of this effect.  

Industry Concentration.  

William F Shughart (2008) defines industrial concentration as “the degree to which 

production in an industry—or in the economy as a whole—is dominated by a few large 

firms”. Iqbal (2002, p. 98) and Lang & Stulz (1992, p. 59) found that highly 

concentrated industries experience competitive effect whereas industries with low 

concentration generally face contagion effect.  

Firm Leverage 

Different industries perform different types of activities to create value. While some of 

these activities can be done with little borrowing, other industries are forced to rely on 

larger amounts of debt to run their businesses. Yahoo finance provides a list of industry 

ratios, one of which is the debt-to-equity ratio. This list makes it clear that whereas sub-

industries like Photographic equipment and supplies need little debt, drug manufacturers 

need a lot of debt (Yahoo finance, Feb. 2013). In testing industry leverage, Iqbal (2002, 

p. 98) found that highly leveraged industries experience competitive effect. Lang & 

Stulz on the other hand found that highly leveraged industries generally experience 

contagion effect. Sometimes companies within the same industry or even economic 

sector can have very different leverage ratios though, because of other differences 

perhaps in the structure or organization of the company. In our research, we will look at 

the leverage of each business competitor separately. We will not look at the leverage 

ratio of an economic sector or an industry as a whole.  

Competitor’s size 

A few tests have been done to decide if the size of a competitor determines the kind of 

effect a bankruptcy might have. To decide what is a large size and what is a small size, 

Ferris et al. (1997) used the average sizes of the stocks listed on NYSE/ AMEX and 

NASDAQ respectively. For the competitors, these averages were 2207 million dollars 

and 909 million dollars respectively. Whereas Ferris et al. found that both small and 

large firms experience contagion effect after a bankruptcy, Akhigbe et al. (2005) came 

to the conclusion that large firms are mostly faced with contagion effect.  

We decided to conduct an event study on the topic in our research. The bankruptcy 

announcement is the event in this case. In our study, the announcement of bankruptcy is 

analyzed to see whether the investors believe the bankruptcy will create or destroy the 

competitors’ firm value, that is contagion or competitive effect. Then we also take 30 

days before and after this event to investigate the effect of this event, because 

sometimes there may be rumors before the bankruptcy so that the investors’ opinions on 

the whole economic sector’s stocks will be influenced, and after the bankruptcy the real 

effects will be revealed to absolutely affect the investors’ reactions. Therefore we need 

to take a period before and after the event date to investigate. In this event study, we 

focus on the abnormal returns of each competitor to explore the bankruptcy effect. 
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1.2 Research question 

Past research on this topic has tried to investigate the effect of a bankruptcy on industry 

competitors. There are disagreements in the researchers’ conclusions on whether there 

are contagion and competitive effects. The competitive effect has been more focused on 

and proven than the contagion effect. For the purposes of this research, we focus on the 

effect of a bankruptcy announcement on the business competitors, which we obtained 

from NASDAQ. The business competitors of the bankrupt firms are selected based on 

Security Industry Code. 

 Does a chapter 11 bankruptcy announcement affect business competitors’ stock 

returns in the US?  

For this research, we focus on the financial bankruptcy effect, not social effect or 

anything else. Since we have introduced three independent variables that can influence 

bankruptcy effect (which is the dependent variable measured in terms of abnormal stock 

returns for this thesis), we decided to formulate two sub questions that show how the 

main question will be tested: 

 Do the firm characteristics of economic sector concentration, firm leverage and 

firm size influence the bankruptcy effects experienced by business competitors? 

 Which of these characteristics is the most influential? 

We have chosen to test the same independent variables as past researchers since getting 

new variables would require a research of its own to justify why these variables could 

possibly influence the bankruptcy effect. We have therefore decided to test the same 

variables using a new method (explained lower below) and leave the job of finding new 

independent variables to further researchers.  

1.3 Personal interest.  

We are both studying international business program, specializing in finance. In the 

university, we have successfully accomplished all the finance courses and both of us 

studied finance in France as exchange students. We both have working experience in 

corporate finance. The educational background and working experience gave us the 

knowledge of corporate finance and made us interested in exploring the subject within 

corporate finance more deeply than what we have learned.    

In addition, it is important for financial analysts to stay ahead of the game and have 

information about how certain events can affect the company for which they work. 

Benmelech & Bergman (2011, p. 371) explains that contagion effects can amplify a 

crisis, which is another reason why this topic is interesting. We believe that future 

employers would appreciate that we have this knowledge that would help prepare the 

company to take full advantage of a bankruptcy in the economic sector or be prepared in 

case the effect is negative.  

1.4 Research purpose 

Our research will test bankruptcy effects, focusing on the economic sector and company 

characteristics that affect them. We will test the independent factors: economic sector 

concentration, firm leverage and firm size. Because of the disagreement in results of 

different researchers on this issue as discussed in chapter 3 later, we think that testing 
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bankruptcy effects from a new angle might bring a resolution to the ambiguity on these 

issues. Our results are useful to companies in some industries, financial analysts, 

shareholders, and most other stakeholders. We will approach this topic in a slightly 

different way from the past researchers in the following aspects:  

Whereas most of the researchers have used old data (i.e. from 1990s), our research will 

be based on more updated data (bankruptcy announcements between 2004-2012), which 

incorporates the latest market conditions. Some researchers have restricted their studies 

to big bankruptcies, for example Lang & Stulz. The study that is most similar to ours is 

Iqbal (2002), and in his study the sample of competitors was 34 per industry on average. 

In our study, we would like to conduct a similar research as Iqbal to investigate the 

effect of chapter 11 bankruptcy on business competitors.  

Ferris et al. (1997) compared companies depending on the stock exchange on which 

they were listed as opposed to the economic sectors.  Lang & Stulz (1992) only 

observed abnormal returns for days -5 to +5, whereas we intend to monitor the effect of 

a bankruptcy for 30 trading days before the announcement and 30 trading days after the 

announcement. Unlike our strategy, the authors also did not use one specific bankruptcy 

per economic sector, instead they took a portfolio of bankruptcies within the industry. 

Some researchers, i.e. Cheng & McDonald (1996), just compared two industries. We 

intend to explore over 20 economic sectors almost all of which belong to different 

industries. 

1.5 Research gap 

We have found that in comparison to other topics, not much research has been done on 

the indirect effects of bankruptcies. Even less research has been done on the effect of 

bankruptcy on a bankrupt company’s business competitors because old research 

considered all the competitors in the entire industry. We have found a few articles 

researching the effect of bankruptcies on industry competitors, but the old research is 

usually based on outdated data. We will research the effects of bankruptcy on different 

economic sectors and companies with different characteristics within the 8 years 

mentioned above and in the United States as our point of geographical reference.  

1.6 Research contribution 

The goal of our study is to make contributions within the field of business 

administration both academically and practically.  

1.6.1 Academic contribution 

For the contribution to the academic aspect, we believe that our research will bring light 

to the issue of bankruptcy effect on business competitors that has not been investigated 

before to our knowledge. When searching for literature on this topic, we found that 

there were not many studies about the bankruptcy announcement effect on competitors 

in general. Moreover, the past research that has been done regarding the bankruptcy 

effect, previous research has focused on the entire industry as we mentioned earlier. 

They mostly used the SIC (Standard industrial classification) codes to locate the 

competitors. The effect of a bankruptcy will be mostly felt by the closest rivals, so we 

will focus our efforts on business competitors to avoid diluting the effect, as we will 

further explain in chapter four. Our research also involves three variables which may 

affect the results and the old studies did not include all of them in one research. We will 
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therefore have a more comprehensive research including all three independent variables 

in the same research. The theories that have been utilized in the old research are 

developed and combined in our research, therefore our research contains more theories 

compared to the past research, which makes a more solid theoretical framework for the 

study.  

1.6.2 Practical contribution for the business community  

Our research is mostly a contribution to companies in the US. In his article “No time 

like bankruptcy for squeezing competitors”, George Stalk educated companies on the 

opportunities a bankruptcy presents to industry competitors. Our research will further 

this by letting companies know ahead of time what to expect in case of a bankruptcy. 

Depending on the characteristics of the industry and the characteristics of the specific 

company, the managers will know whether to expect a contagion or a competitive effect. 

With this knowledge, the company can prepare itself by for example mobilizing liquid 

assets when rumors start circulating about a possible coming bankruptcy of a business 

competitor. Other than our contribution to companies, our research is useful to all kinds 

of investors in US stocks. When a bankruptcy happens, investors begin to make 

estimates of how this event will affect the business competitors in which the investors 

have bought stocks. Our research will give investors a solid base for deciding an 

estimate of how much to downgrade or upgrade the stock prices of the business 

competitors. In fact, our research will decrease the over and under reaction of the 

market to a bankruptcy in an economic sector, thereby bringing stock prices closer to 

the true values of the company. Our research will at the very least reduce speculation to 

some extent.  

1.7 Limitations of the study 

Like most research, time is always a limiting factor. The research could have been made 

wide enough to cover all the ideas that interest us about the effects of bankruptcy 

announcements. An example of an interesting angle would have been to look into the 

global effects of a bankruptcy and how far they could spread. A bankruptcy like the 

Lehman brothers has the potential to affect the entire globe, not just the business 

competitors in the same continent.  

Our study is conducted only in the US. Since we live in Sweden, a natural geographical 

area of our research would have been swedish economic sectors. Because one of the 

authors does not speak swedish and this research requires 100% dedication from both 

the authors, we were restricted from studying the swedish economic sectors because alot 

of vital information is presented in Swedish. We also considered Europe, but found that 

the relevant informaiton was limited and there are many databases that are expensive to 

get access to. Therefore we decided to explore United States, in which the bankruptcy 

information is easy and free to obtain. It is whether the bankruptcy data is available or 

not that became the main determinant factor for us in choosing which geographical area 

to investigate.  

In our research, we focus on Chapter 11 bankruptcies when collecting our sample. 

Chapters other than Chapter 7 and Chapter 11 prove no direct relevance to the 

corporations, as explained earlier. Under Chapter 7, the firms cease operations and the 

stocks of the companies are delisted from the stock exchange market. Since our research 

investigates the relationship between the bankruptcy effect and business competitors’ 

stock returns, it is not possible for us to find out who the business competitors are if the 
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bankrupt company is completely dissolved. This is the reason that we decided to 

exclude Chapter 7 bankruptcies. For our research, the Chapter 11 filing companies are 

the only appropriate bankruptcies for our sample, even though chapter 7 bankruptcies 

probably have more effect. Under the Chapter 11 reorganization, firms usually continue 

running the business and their stocks and bonds keep trading in the securities market 

(US Securities and Exchange Commission, 2009). Although some the chapter 11 

bankrupt companies are delisted on major stock markets (i.e. NASDAQ and NYSE), 

their stocks can still continue trade on either the OTCBB or the Pink Sheets (US 

Securities and Exchange Commission, 2009). Since we need to find the business 

competitors through the information of the bankrupt companies on NASDAQ and 

yahoo finance, we can only use the Chapter 11 bankrupt companies due to their 

available information on the websites.   

Because of our status as students, we have many financial limitations. We read about 

some of the databases that past researchers have used to access information for research 

on this topic, but we cannot get access to them. This especially limited the number of 

sectors in which we could find bankrupt companies. Marketline is an example of a 

database that could have been valuable to us (gives details about different industries) 

but was unavailable to us because of its high cost (350 dollars). We would have also 

wanted to find the Herfindahl index to decide the concentration of the different 

industries, but the government study only listed it for some industries.  

1.8 Disposition 

A short summary of the structure of our thesis is as follows:  

Chapter 1: Introduction 

The first chapter of this thesis presents an overview of the research. We introduce the 

problem background and state our research question. We then discuss our research 

contribution, both academic and practical, together with the research gap. The 

limitations of the research are explained in the later part. Finally we present the 

disposition of the thesis. 

Chapter 2: Research Methodology 

The methodological choices involved in this thesis are introduced in this part. We use a 

research onion to show our stances on different stages in the very beginning. Then we 

introduce research philosophies, which is the foundation for the following: research 

theory, purpose, strategy, and method. We discuss the literature source and data in the 

later part, followed by the quality criteria of the research. In the final part, we bring up 

the ethical and social issues that should be considered when conducting any research. 

Chapter 3: Theoretical framework 

This chapter presents the findings of the most important research that has been done in 

the past about bankruptcy effects. We start by introducing the important theories in this 

field: contestable markets and market power and explain how they are relevant to our 

research question. We then show how they are relevant to the bankruptcy effects: 

contagion and competitive effect, also explaining these two effects in more detail. Then 

we present the findings of old research about these theories and bankruptcy effects, 

explaining the three factors (industry concentration, industry leverage and firm size) that 
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the researchers found to influence the bankruptcy effect. We use the findings of these 

researchers in turn to formulate three hypotheses for our research.  

Chapter 4: Practical methods 

The practical methods chapter of the thesis starts with an explanation of the independent 

variables, our sample and the time horizon. Then we discuss the data collection method 

and how we plan to process the data in the following chapters. The data processing 

includes means, standard deviations, boxplots, and correlations. We also discuss using 

scatterplots and multiple regression to analyze the data. 

Chapter 5: Empirical results 

Chapter 5 aims at presenting our empirical findings of the research. We first show the 

list of the observations, followed by the descriptive statistics of mean, standard 

deviation and boxplots. Correlations between the abnormal returns and the three 

independent variables are explored in the next part. Then we draw scatterplots to 

continue investigating the relationships. Finally, we decided to study the multiple 

regressions of the chosen days. 

Chapter 6: Analysis 

This chapter is divided into three parts according to the three independent variables. We 

will analyze the empirical results based on chapter 5 and discuss them. Finally the three 

hypotheses that we derived from chapter 3 will be answered. We will also refer to 

chapter 3 and compare our results to the old research. 

Chapter 7: Conclusions and Further research. 

The final chapter will first answer the research question, followed by a part where we 

discuss if our research fulfills the research purpose and discuss the contribution this 

research makes. In addition, we check our research results in terms of reliability and 

validity. The final part of this chapter is to suggest ideas for further research to the 

future researchers. 
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The second chapter of the thesis involves the research methods being utilized. After our 

pre-conceptions and research perspective are explained, we present our research onion 

which shows our stances on different methodology stages. Then we introduce research 

philosophies, theory, purpose, research strategy and method. We discuss the literature 

sources and data in the later part, followed by the quality criteria of the research. In the 

final part, we brought up the ethical issues that should be considered when conducting 

the research. 

2.1 Preconceptions 

The thesaurus (2013) lists bias as one of the synonyms of pre-conception. When doing 

research, any pre-conceptions that authors have can damage the validity of the results as 

they create bias. We believe that human beings are shaped by their past experience 

which in turn forms their beliefs about the environment around them. This means that 

preconceptions are inevitable. What we can try to do is be aware of what they are and 

continuously check that they do not affect our research. 

The authors of this research are two female students, one from China and the other from 

Uganda. We have lived in Sweden for four and nine years respectively. Based on this, 

we believe that we are well rounded in terms of culture and have been exposed to 

international atmospheres. Moreover, we have studied a four year international business 

program, interacting with people from different countries. This will help tone down the 

bias caused by pre-conceptions that come with being exposed to only a few cultures.  

Another concern here, is the preconceptions that might be formed from the results of the 

past research that we have examined on our topic. As you will see in chapter 3, past 

authors are quite conflicted in their conclusions, which leaves us with a clean slate to 

find a new conclusion of our own without prior expectations. 

Any more concerns that we have about our preconceptions causing bias in our work are 

eased by the fact that we are performing a quantitative method of research which calls 

for objective data and testing methods. In addition, we continuously get feedback from 

our supervisor and peers who constantly remind us to be objective and only accept 

proven knowledge.  

2.2 Perspective 

Our research perspective explains the group of people to whom our findings are 

directed. We believe that in the case of bankruptcy effect, there are causal relationships 

that remain constant. Finding out how different types of companies have been affected 

by a business competitor’s bankruptcy in the past can help predict the effect of 

bankruptcies in the future too. For managers, the direct audience is the companies in the 

economic sectors that have been included in this study (listed in table 5.1). Even though 

our research has the at most practical contribution to companies as discussed in chapter 

one (practical contribution), there are other groups of people who can benefit from the 

knowledge. Investors need some guidance in how to react to bankruptcy 

announcements, this research helps them not to over or underreact as we are going to 

test both the type and the size/ intensity of the effect. Other than companies and 

investors, another possible group of beneficiaries are market analysts who are supposed 

to know how valuable particular stocks are at all times. 
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2.3 Our “research onion” 

Saunders describes a research tool known as a research onion which he uses to “depict 

the issues underlying the choice of data collection techniques and analysis procedures” 

(Saunders, 2012, p.126).  We will use this onion to guide us through the explanation of 

the type of our research and the method we will use to collect data and come to a 

conclusion about our research question. The research methodology chapter is organized 

according to the layers of our research onion beginning with the research philosophies 

that explain reality and collection of knowledge, and ending with the specific methods 

that we will use to come to our conclusions. Below is a picture of our research onion. 

 

Figure 2.1:  The research ‘onion’ 

Source: © (Saunders et al., 2012, p. 128) 

2.4 Research philosophies 

Choosing the correct research philosophies is very important for the work of a 

researcher. It not only shapes the tools that will be used for the study, but also gives the 

researcher direction. These philosophies help the researcher make assumptions of how 

the world is perceived and understood. (William M.K, 2006) 
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From Bryman and Bell’s explanations, our understanding of the difference between 

ontology and epistemology is that whereas ontology concerns understanding reality, 

epistemology is about how we collect knowledge to help us understand reality (A 

question of whether it is proven or subjective). 

2.4.1 Epistemology 

Fekede (2010, p. 99) employs a few questions to explain epistemology: “What is the 

relationship between the knower and what is known? How do we 

know  what  we  know?  What  counts  as knowledge?”. Epistemological considerations 

are about the questions of whether the social world can be studied in the same way as 

the natural world . Whereas natural science questions can usually be answered with a 

clear yes or no, many social science questions are very subjective and answers depend 

on a wide array of factors. There are two epistemological positions, positivism and 

interpretivism. (Bryman& Bell, 2011, p.15) 

“Positivism is an epistemological position that advocated the application of the 

methods of the natural sciences to the study of social reality and beyond” (Bryman& 

Bell, 2011, p.15). A general rule of thumb is that if something cannot be validated by 

one of the five human senses, it is not regarded to be knowledge. Positivism requires a 

scientist to be completely objective when drawing conclusions. (Bryman& Bell, 2011, 

p.15) Fekede explains that positivists view variables in relationships of cause and effect. 

They test these relationships using empirical data to validate theories. (Fekede, 2010, 

p.100)  

Interpretivism is an alternative advocated by people who are skeptical to applying the 

methods of natural sciences to social sciences. Interpretivism is “...predicated upon the 

view that a strategy is required that respects the differences between people and the 

objects of the natural sciences and therefore requires the social scientist to grasp the 

subjective meaning of social action” (Bryman & Bell, 2011, p. 17). The key difference 

here is that whereas positivism calls for objectivism as explained above, interpretivism 

calls for subjectivism. Bryman and Bell explains here that instead of trying to find 

causal explanations for human behavior, factors that are not directly connected to the 

people involved, one has to focus on “interpretive understanding” of their actions 

(Bryman & Bell, 2011, p.16-17). They take inspiration from a researcher, Schutz, to 

make a point that “It is the job of the social scientist to gain access to people’s 

‘common-sense thinking’ and hence to interpret their actions and their social world 

from their point of view” (Bryman & Bell, 2011, p.18). Fekede explains this perspective 

in the sense that people affect the world and interpret it in different ways. Whereas 

positivism can generalize a population, interpretivism calls for studying individuals and 

recognizing the uniqueness of how they view the world. Fekede explains that this 

perspective is usually adopted during qualitative research, unlike the former which is 

usually used for quantitative research. (Fekede, 2010, p. 100)  

Based on the explanations above by Fekede and Bryman & Bell, it is clear that our 

research question requires us to take the positivism epistemological position. We have 

read old research on this topic and found out some theories that have been formed by 

past researchers for example competitive effect and contagion effect. We are going to 

use objective data (stock returns) to come to a conclusion about our research question. 

We will test if our independent variables discussed in the introduction influence the 

bankruptcy effect faced by business competitors. We cannot deny that individuals 
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(investors) play an important role in determining the effect of a bankruptcy on the stock 

returns of business competitors when a bankruptcy in the economic sector happens. In 

fact, due to the irrationality of some investors, the effect cannot be perfectly foretold 

based on just our independent factors. However, our research will not test this aspect, 

we are just concentrating on the cause-effect relationship of the variables.  

2.4.2 Ontology 

Ontology answers the question of “…whether social entities can and should be 

considered objective entities that have a reality external to social actors, or whether 

they can and should be considered social constructions built up from the perceptions 

and actions of social actors” (Bryman& Bell, 2011, p.20). The ontological position 

chosen affects the way a research question is formulated and the way the study is 

conducted. There are two positions in ontology, objectivism and constructionism.  

“Objectivism is an ontological position that asserts that social phenomena and their 

meanings have an existence that is independent of social actors” (Bryman& Bell, 2011, 

p.21). Bryman and Bell explains this in terms of social entities and organizations. With 

objectivism, the organization is tangible and has a life of its own. It is independent of 

the actors in it. It has rules and regulations that the actors have to follow. Failure to do 

so would exclude an actor from the group. Instead of actors affecting the organization, 

the organization steers the actions of the actors. Bryman and Bell gives an example of 

such an organization as a culture with beliefs and values that members have to follow. 

Another example that comes to mind is a religion. It gathers people (actors) that have to 

conform to the rules and values of the organization, which is independent of them. 

(Bryman& Bell, 2011, p.21). 

Al Jerjawi defines objectivity in research as “ impartiality in the investigation, 

recording and handling of data by researchers” (Al Jerjawi, 2010, p.347). He discussed 

objectivism in terms of the research background. The objectivists consider that the 

background research must explain the reason of the appearance of the variables and the 

connection between them (Sutton and Staw, 1995, p. 115). Al Jerjawi pointed out that 

the historical data is required to determine trends and variations. The author also 

discussed the objective view of generalizations, in which “ the objectivists argue that 

personal opinions or feelings cannot form basis for generalizations” (Al Jerjawi, 2010, 

p.347). He mentioned that generalization is important since research generally looks at 

specifics to establish generalizations or universal positions. (Al Jerjawi, 2010, p.348) 

The other position, constructionism, is against the idea that organizations are external 

realities and are therefore not influenced by their actors. “Constructionism is an 

ontological position (often also referred to as constructivism) which asserts that social 

phenomena and their meanings are continually being accomplished by social actors.” 

(Bryman & Bell, 2011, p.22). To explain constructionism, Bryman and Bell uses an 

example in a Straus et al. study of a psychiatric hospital. The actions of the nurses and 

the doctors in the hospital are not directly pre-described. Instead, “the social order 

of  the hospital was an outcome of agreed upon patterns of actions that were themselves 

the products of negotiations between the parties involved” (Bryman & Bell, 2011, 

p.21). The organization changes from time to time and there is no permanent state. 

Bryman & Bell use other references to argue that even culture is not completely 

objective. In a culture, new problems arise that have to be solved by adding new rules to 

the way of life in the culture. It is therefore not stagnant. Of course there are some 
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constant rules that remain the point of reference, but extreme objectivism cannot be 

used to describe this type of organization. (Bryman & Bell, 2011, p.21-22). 

If a researcher believes that his problem setting falls in the ontological category of 

constructionism, he will increase the role that actors have on his research. In our thesis, 

we tend to stand on the side of objectivism. We have collected past secondary data and 

analyzed it using statistical tools. The data collection and analysis is free from the 

influence of social actors. Throughout the course of our research, the reality will remain 

unchanged. Also our research aims at exploring how the three independent variables 

(concentration, leverage and firm size) would affect the dependent variable (bankruptcy 

effect), and the conclusion is important to be able to generalize on the basis of historical 

data. 

2.5 Research Theory 

The nature of the relationship between theory and research is composed of two views, 

deductive theory and inductive theory. Saunders’s research onion refers to these as the 

research approaches (Saunders, 2012, p.128). Deductive theory requires researchers to 

start with getting familiar with a theory and then deducing a hypothesis based on that 

theory. The researcher then conducts research to test the hypothesis. At the end of the 

research, the researchers can either accept or reject the hypothesis, accordingly confirm 

or revise the theory. (Bryman & Bell, 2011, p.11) The other theory that explains the 

association between theory and research is inductive theory. To the opposite of 

deduction, induction involves a process of research from observation to the theory. The 

researchers will begin with observing an interesting pattern, collecting data about it, 

analyzing their findings and then inducing the implication of the findings to form a 

theory. (Bryman & Bell, 2011, p.11) These two research theories are  explained very 

simply using the diagram below, figure 2.3. 

 

Figure 2.3: Research method Deduction and Induction 

Source: © (Trochim, 2006) 
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In our thesis, deduction is more appropriate as the research theory because we will start 

from theories which are generated from the old research. These theories then provided 

us with the possible effects of a bankruptcy announcement on competitors’ stock 

returns, such as contagion and competitive effects. Most of the past researchers used 

data before the financial crisis to test these bankruptcy effects. We have conducted a 

research based on these previous theories, but with a time horizon including the latest 

financial crisis. In addition, we have taken consideration of some variables (economic 

sector concentration, firm leverage and firm size) in this study that previous research did 

not have enough investigations on. We have also only considered business competitors 

of the bankrupt company, as opposed to past research that considered all competitors 

with the same SIC (Standard Industrial Classification) code. We will test if the theories 

formed about bankruptcy effects in the past still hold with these new conditions that we 

have introduced. The results of the hypotheses from the statistical tests will be applied 

to the conclusion of whether we accept or modify the previous theories, which explains 

why our research is deductive.  

2.6 Research purpose  

The purpose of one’s research can be exploratory, descriptive or explanatory (Saunders, 

2009, p.139). A research question does not necessarily have to take on only one of 

these. Exploratory research can be used to find out “what is happening; to get new 

insight; to ask questions and access phenomena in a new light” (Robson, 2002, p.59). 

This research is just like the work of an explorer, as new information comes to light, the 

direction of the research changes. One needs to be very flexible. (Saunders 2009, 

p.140). Explanatory research on the other hand involves “Studies that establish causal 

relationships between variables” (Saunders, 2009, p.140). Here, researchers find out 

which variable explains or causes another. Descriptive research portrays “an accurate 

profile of persons, events, or situations” (Robson, 2002, p. 59). Descriptive studies fit 

perfectly as a start for exploratory and explanatory research. They are just 

complementary as they do not come to an analysis and a conclusion of their own. Our 

research is explanatory because we look for different variables within economic sectors 

and companies to see how they influence the effect of the bankruptcy announcement.  

2.7 Research design  

Saunders explains that the research design covers three layers in his research onion: 

research strategies, research choices and time horizons. The research design is the plan 

of how the research question is going to be answered. (Saunders, 2009, p.136). Our 

research strategy will be explained separately in part 2.8 as it is not described by 

Bryman and Bell among his five research designs. They explain that there are five types 

of research designs at a researcher’s disposal: experimental design, cross-sectional 

design, longitudinal design, case study design, comparative design (Bryman & Bell, 

2011, p.45).  

True experimental research is rarely done, but when done right, it can serve as a “... 

yardstick against which non-experimental research is assessed.” (Bryman& Bell, 2011, 

p.45). This research strategy gives trustworthy results for causal relationships. Some 

types of experiments are explained including: classic experiments, laboratory 

experiments and quasi experiments. (Bryman & Bell, 2011, p.45-53) For our research, 

we are not conducting any of the types of experiments described by Bryman and Bell. 
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Next is the longitudinal research design. “With a longitudinal design, a sample is 

surveyed and then surveyed again on at least one further occasion” (Bryman & Bell, 

2011, p. 58). Longitudinal studies help make reliable conclusions about causal 

relationships. These studies are quite rare because of their disadvantages of time 

consumption and high expense. (Bryman & Bell, 2011, p. 57-58) Even though we will 

monitor the changes in the stock returns of the close competitors for a few days before 

the bankruptcy announcement and several months after, we are not interested in the time 

aspect of it as a longitudinal design would be. We are only interested in finding out the 

effect and perhaps how fast it happens.  

Another research design is the Case study design. As the name suggests, this design 

“entails the detailed and intensive study of a single case” (Bryman & Bell, 2011, p. 59). 

The case can be a single organization, a person, an event, etc. Our research is not a case 

study as it discusses the effects of bankruptcy that affect a large group of people, 

countries organizations, etc. (Bryman & Bell, 2011, p. 59) 

A cross-sectional design “…entails the collection of data on more than one case ... and 

at a single point in time in order to collect a body of quantitative or quantifiable data in 

connection with two or more variables, which are then examined to detect patterns of 

association” (Bryman& Bell, 2011, p.53). For our research, we will use Thompson 

Reuters DataStream to collect the data on companies from different economic sectors 

for our time horizon. We will examine the empirical findings in connection with three 

variables (economic sector concentration, firm leverage and firm size) to detect patterns 

that will help us draw conclusions. We will observe how the stock returns of the 

companies in our sample with different characteristics have been affected by the 

bankruptcy within the time period of 61 days (observation period explained in chapter 4) 

that we focus on. Even though we are interested in returns, we are not interested in how 

the returns progress from day to day, which would be a longitudinal design. We see the 

61 days as a stationary time period for which we observe what is happening to the 

companies with different characteristics. We therefore believe that our research falls 

under the category of cross-sectional design.  

Comparative research design is the second one that is connected to our research. This 

involves “using more or less identical methods of two or more contrasting cases” 

(Bryman & Bell, 2011, p. 63). One can for instance compare people, nations or cultures. 

Because we are comparing the stock returns for business competitors in concentrated 

economic sectors to those in less concentrated sectors among other things, our research 

fits this research design.  

2.8 Research strategy 

Other than the five designs introduced by Bryman and Bell, Saunders describes a 

research strategy that we also use in our thesis, archival research. Archival research 

makes use of administrative records and documents as the principle source of data. 

(Saunders et al., 2009, p. 150) For our research, we have used Thompson Reuters 

DataStream as a source for all the stock returns of the companies we are interested in. 

Except for the information concerning bankruptcies, business competitors and economic 

sector concentration, this database has been our main source.  
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2.9 Research method 

There are two kinds of research methods, quantitative and qualitative. Bryman and Bell 

explains that even if some researchers find the distinction between these two research 

methods outdated and of little importance, most researchers appreciate the advantages in 

recognizing these differences. Many researchers have suggested that there are more 

differences between these two research strategies than the obvious one of quantification. 

Bryman and Bell uses the philosophies we have described in part 2.2 to describe these 

two research strategies. (Bryman& Bell, 2011, p. 26) 

Bryman and Bell describes quantitative research as “a research strategy that 

emphasizes quantification in the collection and analysis of data” (Bryman& Bell, 2011, 

p.26). He explains that this research strategy is usually used to deduce theories that 

already exist. The process begins with reviewing past theories as shown in figure 6.1 

(Bryman & Bell, 2011, p. 151). The researcher makes hypotheses from already existing 

knowledge to test if that knowledge applies under certain conditions. These kinds of 

studies usually take the epistemological position of positivism as there is no need for 

subjective opinions of social actors. Data is collected from secondary sources and is not 

contaminated or biased along the way. The ontological orientation in this case is 

objectivism as reality is unchanged during the course of the research. (Bryman & Bell, 

2011, p.27) 

On the other hand, Bryman and Bell describes qualitative research as “a research 

strategy that usually emphasizes words rather than quantification in the collection and 

analysis of data” (Bryman & Bell, 2011, p.27). Because this is the opposite of 

quantitative research, it takes the opposite philosophies and theories from the ones 

described in the paragraph above. Qualitative research is mainly used to induce theories 

when breaking into new academic ground that has not yet been explored to a wide 

extent. Unlike the process of quantitative research, the qualitative research process 

begins with formulating the general research questions (Bryman& Bell, 2011, p.390). 

Instead of positivism, it uses interpretivism where it searches for peoples’ opinions and 

points of view on the research topic. Qualitative research also uses the ontological 

position of constructionism. Here, the researcher sees an organization as being 

influenced by the social actors in it. (Bryman& Bell, 2011, p.27). 

In our research, we use quantitative research. Because we are investigating the 

relationship between the effects of a bankruptcy and certain characteristics (independent 

variables) of rival companies and their economic sectors, we will be dealing with stock 

returns collected from secondary data sources. We will check for correlations and 

patterns of different kinds. This puts our method in the categories of positivism and 

objectivism, which are usually  the characteristics of a quantitative type of research. In 

addition, we have found theories from old studies and we will test them on our sample, 

which is deduction and typical of a quantitative study.  

2.10 Reliability and Validity 

In order to conduct the research and answer the research question correctly, there are 

two criteria which are of particular importance in the research design: reliability and 

validity. The two criteria are used to evaluate the business research and method. 

Bryman & Bell (2011, p. 41) define reliability as “...whether or not the measures that 

are devised for concepts in business and management are consistent.”. The second 
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criteria, validity, is considered to be the most important criterion of the research, defined 

as “...the integrity of the conclusions that are generated from a piece of research.” ( 

Bryman & Bell, 2011, p. 42).  

Reliability can be regarded as a way of evaluation of the research to access if consistent 

findings will be observed by using the same data collection techniques or analysis 

procedures by other researchers (Saunders et al., 2009, p. 156). There are three 

questions that should be considered when discussing the reliability of the research, 

according to Easterby Smith et al. (2008, p. 109): 

 Will the measures yield the same results on other occasions? 

 Will similar observations be reached by other observers? 

 Is there transparency in how sense was made from the raw data? 

The first question concerns if the results can be repeatable. According to Bryman& Bell 

(2011, p. 165), the researchers’ expectations or special characteristics should not 

influence the observations of the research. In case other researchers would like to repeat 

our results, they can conduct the research using the data from the same sources, same 

time horizon and also the same research methods. Most of the information we have used 

is publically available. The only database they might not be able to access is Thompson 

Reuters DataStream, since Umeå University made it available to all students. Therefore, 

for those researchers who do not have access to Thompson Reuters DataStream, it is 

difficult to replicate our research.  

The second question addresses the problem of the way data is acquired. The financial 

websites and Thomson Reuters DataStream are the main sources of the data that we 

obtained. The websites are available to everyone, except for Thomson Reuters 

DataStream is not free to download data. The Umeå university library is kind enough to 

provide free access to this resource for all students. Other than the problem of the cost 

of Thomson Reuters DataStream , other researchers are able to have access to all the 

data that we use in our study. 

The last question considers the reasoning from the data collected to the way it is 

interpreted, which is how we understand this question. Our raw data are the stock prices 

from Thomson Reuters DataStream, and by utilizing a theoretical framework and 

statistical tools we have analyzed the data. The analysis will give us the results of 

whether the bankruptcy will affect the competitors positively or negatively. We also 

categorize stock prices of the competitors according to the degree of concentration, 

leverage and firm size, and explore if the three factors influence the bankruptcy effect.  

Bryman & Bell (2011, p. 41) emphasize that reliability is particularly significant for 

quantitative research, and point out that it is very important to consider the issue of 

consistency of the measures used. In the quantitative research, they discuss three 

different meanings of reliability: stability, internal reliability and inter-observer 

consistency (Bryman & Bell, 2011, p. 157-158). Stability refers to the issue of whether 

time variation affects a measure stability using the same sample. If other researchers 

conduct similar research as ours, using the same sample but within different time 

horizon, the results would not be of great difference. However, the time horizon we 

chose for our research is very special since the financial crisis is involved. We are aware 

that the financial crisis will contribute to a negative effect of stock returns for all 

companies in our sample and we have found a way to take care of this problem, which 
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we explain in chapter 4 (practical method). Internal reliability is concerned with the 

consistency between the respondents’ scores on one indicator and their scores on 

another indicator. Our research is not exposed to the problems of internal reliability. 

Since we are using the secondary data and do not have to involve people in the research 

such as respondents of a questionnaire. The data that we obtained has already been 

collected by other researchers and the sources are credible financial websites. Inter-

observer consistency addresses the problems of lack of consistency that would appear 

when there is more than one observer in the process of categorizing the collected data. 

We are two students conducting the research together and inter-observer consistency is 

a problem for us. When we try to translate the firms in the sample into categories, there 

may be disagreement between each other. For example, when we categorize the sample 

into high and low concentration, we had different opinions on which concentration ratio 

can be regarded as high and what percentage is low. We will therefore devote a lot of 

time to finding sources for all of our decisions. 

Validity has already been defined above, so now we will  discuss the main types of 

validity: measurement validity, internal validity and external validity (Bryman& Bell, 

2011, p. 42-43). Measurement validity is mainly assigned to the quantitative research, it 

is explained as “...whether or not a measure that is devised of a concept really does 

reflect the concept that it is supposed to be denoting” (Bryman& Bell, 2011, p. 42). In 

our study, we measure the bankruptcy announcement’s effect on business competitors’ 

stock returns, by testing the hypotheses using statistical tools such as SPSS. We 

acknowledge that the time period during which we monitor the bankruptcy 

announcement effect can be affected by other factors, the biggest of which is the 

financial crisis. We have tried our best to eliminate other effects and isolate the effect of 

the bankruptcy by for example shortening the period during which we will monitor the 

effect and also finding the “normal stock prices” for each competitor during the 

bankruptcy (which eliminates the effect of the bankruptcy) as we will explain in chapter 

4 (our practical method).  

Internal validity deals with “... the question of whether a conclusion that incorporates a 

causal relationship between two or more variables holds water” (Bryman & Bell, 2011, 

p.42), in other words, the issue of causality. A test of causal relationship between the 

three variables: concentration, leverage and firm size and bankruptcy announcement 

effect is performed in this research. For example, in the study we are trying to find out 

whether a highly concentrated economic sector generally experiences the competitive 

effect of bankruptcy. 

External validity refers to “generalizability”( Saunders et al., 2012, p. 194). This 

concerns “...can a study’s research findings be generalized to other relevant settings or 

groups?” ( Saunders et al., 2012, p. 194). In terms of the three factors, we consider our 

conclusion on concentration, leverage and firm size effect on bankruptcy effect to be 

somewhat generalizable, due to the fact that our sample is big enough (each of our 

sample groups A-F has 200 companies as we will explain in chapter 4). However, since 

our research only focuses on the firms in United States, it is not possible to generalize 

the findings to business competitors globally. Also, we have only 27 economic sectors, 

which will affect the generalizability. 
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2.11 Data and literature sources 

Saunders et al. (2009, p. 69) indicates that there are three types of literature sources 

available: primary, secondary and tertiary. Primary literature is difficult to obtain since 

it includes central and government related documents. Tertiary literature is regarded as a 

“search tool” to support primary and secondary literature, such as indexes and abstracts. 

We chose secondary literature, which includes journals and books. Umeå University 

library provides us with journals and articles as the literature sources by a variety of 

databases, such as business source premier. Our keywords for searching the literature 

sources are: bankruptcy, competitors, contagion, competitive, contestable, market 

power. To make sure the literature is credible and reliable, only peer reviewed articles 

are accepted, since a peer reviewed article should be examined by researchers within the 

journal’s subject field (Umeå University Library, 2013). In our case, the necessary data 

for the statistical tests is secondary data, attained from some financial websites and a 

database. For instance, the sample is collected from Bankruptcydata, yahoo finance, 

Bloomberg and NASDAQ, and the stock prices are available in Thomson Reuters 

DataStream. Throughout our research, we have been careful to check the credibility of 

our sources, especially the websites. We were particularly concerned about using 

wikiinvest, which we used to find some market capitalizations, as we will discuss later. 

After reading about the website, we found that they get their market data from the stock 

exchanges on which the companies are listed.  

Bryman and Bell (2011, p. 313-314) claims that some of the advantages of secondary 

data, which we have chosen to use for our research, are that it is less costly, time saving 

and of high quality. The financial websites mentioned in the paragraph above such as 

Bloomberg  and Thomson Reuters DataStream from which we collect secondary data 

are professional, which proves their high quality. However, it cannot be denied that 

there drawbacks exist with utilizing the secondary data. Bryman and Bell (2011, p 320) 

mentions that one of the disadvantages of secondary data is that the authors lack the 

familiarity with data. For the databases that we use for the research, some are complex 

and it takes time to understand the way the data was obtained. In addition, the authors 

may fail to have real control of the data quality in that the data does not necessarily 

meet the requirements of the researchers (Saunders et al., 2009, p. 272). We have not 

had this problem because the data we needed was straight forward. The data we found 

about US bankruptcies, economic sector concentration etcetera was directly connected 

to our data needs. 

2.12 Ethical and social considerations 

One issue which should be taken into consideration is the research ethics. Saunders et 

al. (2009, p. 183) indicates that ethical concerns are involved in all stages of the 

research. Ethics is defined as “... the appropriateness of your behavior in relation to the 

rights of those who become the subject of your work, or are affected by it”( Saunders, 

2009, p. 183-184). Research ethics therefore is a question of how the researchers 

formulate and clarify the research topic, the data management and write the research 

findings in a moral and responsible way ( Saunders, 2009, p. 184). 

We are both master students and have passed the academic ethics test in the beginning 

of master study. The goal of the test is to make the students “...understand the academic 

ethics as well as the academic conduct in terms of searching scholarly sources, 

referencing, and avoiding fraud and misconducts” (USBE, 2012). In the past years of 
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university study, we also gained the knowledge in writing academic articles, in the 

aspect of how to cite, reference and literature searching. In the process of writing the 

thesis, we are both responsible for every part and the work load is equally divided. We 

both followed the ethical guidelines in the thesis manual and are very cautious in 

regards to citing and referencing issues.   

Most of the ethical issues are related to the participants (the interviewees in the 

interviews conducted by the researchers or the respondents of surveys and 

questionnaires) of the research, such as invasion of privacy of individuals, consent and 

possible deception of participants (Saunders, 2009, p. 185). In our study, we use 

secondary data which is collected from Thompson Reuters DataStream and financial 

websites, so we are not exposed to such participant ethical issues. One of the ethical 

concerns that may affect our study is the “behavior and objectivity of you as 

researcher” (Saunders, 2009, p. 186). The sample selection is simply follow the 

NASDAQ list of competitors, which is objectively processed. Therefore, our behavior 

would not affect the sample selection process. When choosing the sample, we control 

the number of competitors. Since for some bankrupt firms, the number of competitors 

listed on NASDAQ is very large, we pick at most 15 competitors randomly. However, 

for some bankrupt firms, there are only a few competitors in the list that we can choose. 

Therefore the number of competitors in each economic sector is not the same. This is 

not a problem in our research since we will divide the competitors into groups 

according to the degree of economic sector concentration, firm leverage and firm size as 

we will explain later and use these groups when performing the statistical tests. We 

therefore do not think that the unequal number of competitors in each economic sector 

would not affect the research results. 

Another ethical issue concerns researchers being pressured to produce certain 

conclusion. This is a possible problem when doing a case study for a certain company. 

Perhaps the researchers want to have a good relationship with the company because 

they hope to get employed by the company. They might feel pressured to report 

conclusions that put the company in a good light. We do not have this problem in our 

research. We are testing a cause-effect relationship for variables that affect many 

companies in many industries, so our conclusions will not create a disadvantage for any 

specific company.  

Regarding the societal issue, the Swedish Government indicates that an important goal 

for research is “ It shall support a sustainable development that creates a good, healthy 

environment for this and future generations, economical and social welfare and justice” 

( CODEX, 2013). The results of our research will be useful for individual investors as 

well as corporations, making the society consider the bankruptcy issue in a more 

comprehensive way. Some individual investors may regard bankruptcy as a negative 

sign to the whole financial market, which could be corrected by our research that both 

positive and negative effect would be generated by bankruptcy announcement. The 

research results can help the society have a more comprehensive understanding towards 

this issue. Our research is conducted through an ethical way and we are making efforts 

to contribute our objective research results to the relevant stakeholders in the society.  

Our research methodology explains our choice for the methodological issues of our 

research, through the philosophy stances to the reliability and validity of the research. In 

the next chapter we will present the literature review and build our theoretical 

framework. 
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In this chapter, we present our theoretical framework by reviewing the previous 

academic studies. Contestable market and market power theories are brought up first to 

lay a foundation for the later discussion of the bankruptcy effect, contagion and 

competitive effects. Then a summary of the old studies on the factors of industry 

concentration, leverage and firm size are discussed. The last part presents the three 

hypotheses for our research.   

3.1 Contestable markets  

William J. Baumol is one of the researchers that are most associated with the theory of 

contestable markets. In one of his very first articles on this theory, he defines a 

contestable market as “... one into which entry is absolutely free and exit is absolutely 

costless” (Baumol, 1982, p.3). He explains that “absolutely free” does not mean that 

there are no costs to entry, rather that potential entrants into an industry would not 

suffer unfair disadvantages. There is “no cost discrimination against entrants” 

(Baumol, 1982, p.4).  Baumol (1982) also explained a perfectly contestable market as a 

perfectly competitive market. The second part of the definition means that entrants are 

free to leave at any point without facing disadvantages and the costs incurred in entering 

the market can be recuperated. For example, the assets a company was forced to buy at 

entrance into the industry can be sold or reused with the only cost being that of 

depreciation for the time that the assets have been used. (Baumol, 1982, p. 2-4) Even 

though Baumol compares a contestable market to a competitive market, it is very 

important to note the difference between the two: “... a perfectly competitive market is 

necessarily a perfectly contestable market, but not vice versa.” (Baumol, 1982, p. 4). A 

market may be perfectly contestable in that entrants are ready to come in as soon as the 

oligopolies try to take advantage of customers such as increasing prices above the fair 

price. This keeps the oligopolies in check and so as long as they behave optimally, there 

will be no need for entrants to come in. This means that the market will remain 

oligopolistic and never really become perfectly competitive. Because the degree of 

market contestability affects market competition and therefore the degree of market 

concentration, it will also affect the way a bankruptcy announcement affects the 

economic sector (contagion or competitive effect), which we are interested in testing in 

our research. We will now briefly discuss the two most important properties of 

contestable markets below. 

The first property of contestable markets is its welfare attributes. In contestable markets, 

there is no room for abnormal profits. Whether the market structure in an industry is 

monopolistic, oligopolistic or competitive, the best a company can hope for is a 

“normal” profit because of the explanation in the preceding paragraph. For some 

companies, even a loss might be recorded. Following the same line of reasoning, 

contestable markets eliminate any inefficiency from the industry. This is because as 

soon as potential entrants spot an opportunity to produce, manage, organize more 

efficiently than the existing companies, they will seize the opportunity and make profit 

pushing the less efficient ones out of business. Another attribute of contestable markets 

to welfare is that prices of all goods cannot be lower than the marginal price. If they are, 

an entrant can come in and sell slightly less quantity at a slightly less price, dropping the 

unprofitable units. On the other side of the coin, if an incumbent tries to sell above 

marginal cost, an entrant can come in and sell more quantity at a less price using the 

profit from the extra units to afford cutting prices below those of the incumbent. Of 
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course this is only true if demand for the product is elastic. Because of these reasons, 

Pareto optimality holds that in equilibrium, prices cannot be set away from marginal 

costs in contestable markets. Together with the first two attributes of no inefficiency 

and no abnormal profits, contestable markets contribute to economic welfare which 

contributes to perfect competition. (Baumol, 1982, p.4-5) 

Baumol (1982) also explains that another property of market contestability is its part in 

deciding industry structure. If an industry is best (most efficiently) served by two 

companies, it cannot be in long-run equilibrium with one company or more than two 

companies. This is connected to the second welfare attribute above that explained why 

contestable markets eliminate inefficiency. (Baumol, 1982, p.5-7) “Whatever industry 

structures minimize total costs for the equilibrium output vector must turn out to be the 

only structures consistent with industry equilibrium in the long run.” (Baumol, 1982, p. 

7) 

3.2 Market power  

Market power was early defined by Shepherd (1979, p. 7) as: “Market power gives the 

firm (or cooperating group of firms) a degree of discretion in controlling the price, the 

quantity, and the nature of the products that it sells.” If firms have market power, it is 

the opposite situation to “competition”, which would erase any discretion in 

manipulating the price or the quantity of the products (Shepherd, 1979, p.7). In the past 

research, Lang & Stulz (1992) discussed the degree of market competition’s effect of 

bankruptcy on competitors’ firm value. Under the perfect competition, the surviving 

firms would not be affected by the bankruptcy severely, since the increase of the 

demand will be shared by all the competitors. If the industry is less competitive, the 

rivals can benefit from the bankruptcy announcement because with less supply the 

rivals get more demand. Cheng & McDonald (1996, p.787) also brought up a point that 

“market power exists not only among different industries, but among the various 

subgroups within a given industry”  In our research, the sample consists of different 

economic sectors, which are the sub-industries in different industries. As mentioned 

above, in a contestable market, if oligopolies possess strong market power, then they 

can prevent the new entrants from entering the market. However, in a contestable 

market, market power is weak because new entrants will come in as soon as there is an 

opportunity. Market power can easily be related to industry concentration. From the 

definition in chapter 1 of industry concentration, if the companies in an industry have 

market power, the industry is highly concentrated. In our study, economic sector 

concentration is one of the independent factors that we will test in connection to 

bankruptcy effect. If the big size firms went bankrupt, they lose their share of market 

power and customers in the market. Meanwhile their business competitors get a chance 

to strengthen their market share and take over those customers. 

When discussing market power, some researchers explore the relationship between 

market power and profitability, in which most of the studies concluded that there is a 

positive connection between the two variables. Sullivan (1974, p. 1407) concluded in 

his study that “ greater market power generates higher rates of profitability...” by 

simulating the study of Mann to prove that the powerful firms earned a greater return on 

their stockholders’ equity than other less powerful firms. Another researcher, Shepherd 

(1972, p. 31) agreed that there is a positive and highly significant relationship between 

market share and profitability by using a regression model to test variables of market 
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share, leading firm group, entry barriers, firm size, advertising-intensity and growth 

rate. 

After Shepherd’s research, some other researchers also made contribution to the study 

of market power and profitability. Porter (1979, p. 214) concluded that that larger firms 

earn higher profit is largely because they possess the market power, not only due to 

efficiency and good luck. Gale came to the conclusion that “high market share is 

associated with high rates of return and that the effect of share on profitability depends 

on other firm and industry characteristics” (Gale, 1972, p. 422). Sullivan (1977 

achieved the results from a research which is similar to Shepherd’s and used the CAPM 

to analyze the price appreciation to the stockholders, leading to the conclusion that “ the 

superior profits of powerful firms are fully and completely capitalized into the existing 

prices of their equity shares”(Sullivan, 1977, p. 108).  

There is some interesting research about market power in association with concentration 

in some specific industries. For example, the automobile industry in US, which is one of 

the highly concentrated industries, with two-firm concentration ratio as much as 60% to 

80% during 1930s and General Motors enjoyed a dominant position with concentration 

ratio of about 40%. The industry has strong market power, but the absence of 

competition triggered some problems, such as decreased quality of products and 

distortion of decision making. Ultimately the problems damage the entire industry. 

(Kwoka, 1984) 

3.3 Competitive effect  

Competitive effect was already briefly introduced in our introductory chapter (chapter 

one). In a few simple words, this effect can be defined as the opposite of contagion 

effect where the stock returns of competitors react positively to a bankruptcy in the 

industry or economic sector. In section 3.1, we discussed the contestable market theory 

where we learned that even though a market is oligopolistic or monopolistic, the 

incumbent companies do not always have the discretion to act as they want if the market 

is contestable. In markets that are not contestable, market power can be earned by a 

company. These two theories affect the market structure, which in turn affects the way 

competitors in a certain economic sector will respond to a bankruptcy announcement 

(they will either experience a competitive or contagion effect). Past research on this 

topic has proven that market structure has a lot to do with whether a competitor will 

experience a contagion effect or a competitive effect as we will see in parts 3.5 and 3.6. 

In previous research, authors have tried to suggest reasons why competitors might be 

affected positively by a bankruptcy in the economic sector. Some of these reasons were 

also introduced in chapter one, but we will now explain them more extensively. Iqbal 

(2002, p.86) suggested that the positive effect of a bankruptcy indicates that competitors 

are taking advantage of the weaknesses of the bankrupt firm, for example the bankrupt 

firm might have been inefficient. Whatever the reason, the bankruptcy announcement 

makes its stakeholders lose faith in the company so it starts loosing suppliers and 

customers. Without the ability to serve its clients as well as it used to, it loses market 

share which is absorbed by the surviving companies in the industry, in our case the 

business competitors.  

Haensly et al. (2001, p.46) agrees with the preceding idea and adds an important point 

that the effect a rival will experience depends on a large extent on investors’ beliefs. If 
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they believe that rivals are in a position to take advantage of the bankruptcy, they will 

put their faith in the rivals, and this will directly affect their stock returns. This is a good 

time to recall George Stalk’s (2012) ideas introduced in the beginning of this thesis. 

Haensly et al. (2001) also points out a disadvantage that the rivals are not facing which 

is the expensive costs of bankruptcy. Even for chapter 11 bankruptcies, there are a lot of 

direct and indirect costs faced by the filing company before the reorganization plan is 

approved by the court. Investors think about the effect that these will have on the assets 

of the company, which puts the rivals in a much better position, at least until the 

bankrupt company rises from the bankruptcy.  

Ferris et al. (1997, p.371) says that this effect is caused by the indirect costs of the 

bankruptcy on the filing firm such as loss of suppliers and customers, which is in 

agreement with Iqbal (2002) and Haensly et al. (2001). Lang & Stulz (1992) create a 

scenario to make a point that competitive effect happens in markets characterized by 

imperfect competition. The authors also stress that the effect competitors experience 

after a bankruptcy depends on the reason for the bankruptcy. If this reason is company 

specific, the effect will be competitive whereas if the reason is industry wide, the 

bankruptcy might drag the competitors down too resulting in a contagion effect.  

Several researchers on this topic have managed to prove the existence of competitive 

effect after a bankruptcy. Cheng and McDonald (1996, p.800) found evidence of a 

positive ripple effect on rivals after a bankruptcy in their airline industry sample. For 

their railroad sample, they found the negative effect explaining it using the market 

structure of the two industries as we discussed above. Ferris et al. (1997, p.393) and 

Akhigbe et al. also found evidence for competitive effect even though they found that 

the contagion effect was dominant for their sample. Other researchers who managed to 

find evidence for this competitive effect include: Iqbal (2002) and Lang & Stulz (1992) 

as discussed in the introduction. To measure the dominating effect of a bankruptcy, 

Lang & Stulz (1992, p.50) used the average change in the stock price of all the 

competitors. As this is one of the most suggested factors influencing bankruptcy effect, 

we want to test our sample to see if there is a significant competitive effect. 

3.4 Contagion effect  

As mentioned in the introduction chapter, the bankruptcy announcement has not only 

positive effects, but also negative ones to competitors. Bankruptcy reveals the negative 

information such as the awareness of the true value of the firm by outsiders and a big 

amount of cost asked by bankruptcy, which are effects on the bankrupt firm itself (Lang 

& Stulz, 1992). However some studies are more interested in the negative bankruptcy 

effect on other firms within the same industry. In Lang & Stulz (1992)’s research, they 

successfully provided evidence that bankruptcy announcement gave rise to contagion 

effect to other firms’ stock prices within the same industry. One common view is that 

contagion effect could happen due to the decrease of the market expectation of the 

profitability of the industry’s firms. This is because bankruptcy announcements show 

negative information regarding the components of  cash flows that are common to all 

firms within the industry. Another opinion why  bankruptcy effect could be contagious 

is that one firm’s bankruptcy in the industry would make customers and suppliers 

become suspicious to the whole industry’s economic health, therefore customers and 

suppliers lose confidence and make other firms within the industry worse off. (Lang & 

Stulz, 1992, p.46) The researchers utilized z-statistics to evaluate the significance of the 

abnormal returns of the bankrupt firms and the industry’s portfolios and found a loss on 
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stock returns of 21,7% for day -1 and day 0 (one day before the bankruptcy 

announcement and the announcement day) (Lang & Stulz, 1992, p.51). 

Ferris et al. (1997)’s study made an improvement on understanding the contagion effect. 

They conducted a similar research as Lang & Stulz’s (1992), using the z-statistics to 

evaluate the abnormal returns of the competitors, but also extended the old research by 

enlarging the sample size. Eventually the authors also came to the conclusion that the 

contagion effect indeed exist after the bankruptcy announcement and further proved that 

it has a dominant position. Interestingly, the authors developed a new method to explain 

the contagion and competitive effect. They mentioned that in an efficient market, at the 

time of the bankruptcy announcement, investors always expect the competitors to be 

experiencing the same problems as the bankrupt firm. They also anticipate the 

bankruptcies of the rivals and set lower stock prices for them on the bankruptcy 

announcement day (Ferris et al., 1997, p.369). Therefore, Ferris et al. (1997) came to 

the conclusion that if some of the competitors file for bankruptcy in the following three 

years, then people know contagion effects happened and this effect is strong. 

Some other researchers also obtain evidence that a bankruptcy announcement has the 

contagion effect. In a case study of WorldCom bankruptcy, Akhigbe et al. (2005) made 

research on the bankruptcy impact on some key stakeholders and pointed out that 

significant contagion effect influences the key and large competitors of WorldCom. 

Cheng & McDonald (1996) conducted a research of bankruptcy effect on airline and 

railroad industry, concluding that there was a negative effect on airline industry. The 

study of Benmelech & Bergman (2011, p.28) reveals that bankrupt firms impose 

negative externalities on their non-bankrupt competitors through a collateral channel 

mechanism. Nevertheless, Iqbal (2002) failed to provide support for the contagion effect 

of bankruptcy on competitors’ earnings.  

3.5 Concentration, leverage and firm size 

In this section, we will present the old research that has been done on our topic, 

explaining briefly the details of what each researcher was interested in testing, how they 

performed their research and the conclusions they came to. The past researchers have 

tested three different factors that they believe decide which of the two effects 

(competitive or contagion) is experienced by the surviving industry competitors: 

Industry concentration, industry leverage and firm size. These are the three independent 

factors that we will also test during our research. Since the past research that we could 

find tested these three variables and the researchers had different results, we would like 

to test the same variables in our research using our unique method to see what kind of 

results we will reach. 

Lang & Stulz were two of the first researchers on the question of bankruptcy effects on 

industry rivals. Most of the literature we have found about our research question was 

made after this article, some of it being inspired by the conclusions reached by Lang & 

Stulz (1992). This inspiration is evident in the work of Iqbal (2002) and Haensly et al. 

(2001) as we will discuss further below. 

Lang & Stulz (1992) set out to test the effect of a bankruptcy announcement on the 

value of the rivals’ equity. They wanted to see how industry characteristics such as 

concentration and leverage influence the effect faced by the competitors when the news 

of a bankruptcy is released to the public (1992, p.46). To measure how imperfect an 
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industry is, the authors used the Herfindahl index that measures industry concentration. 

Lang & Stulz (1992) collected all bankruptcies that happened between the years 1970 to 

1989, but restricted their results to companies that had liabilities over 120 million 

dollars. To decide the industry competitors of a certain bankrupt company, the authors 

matched the SIC codes of the companies using the COMPUSTAT database. The authors 

concentrated their attention to the effect of the bankruptcy announcement during the 

days -5 to +5 of the announcement date.  

In their research, Lang & Stulz (1992, p.50) interpret an average increase in the stock 

returns of the competitors to mean that the competitive effect is dominant. On average, 

they find a significant decrease of 1% in the value of a value weighted portfolio of 

industry competitors’ common stock when the announcement is made. For highly 

leveraged industries, this effect is 3% (Lang & Stulz, 1992, p. 46). To be more precise, 

the authors reported an average loss in equity value of the industry portfolios of -1.07% 

for days -5 to +5, -0.35% of which happens between day -1 and day 0 (Lang & Stulz, 

1992, p. 52). The authors found that “the value of competitors’ equity actually increases 

by 2.2% in more concentrated industries with low leverage” (Lang & Stulz, 1992, p. 

47). In this case, competitive effect is dominant. 

Iqbal’s study (2002) set out to examine whether rival firms’ earnings are affected by a 

bankruptcy filing in the industry. In particular, he focused on the changes in the return 

on equity (ROE) for the surviving rivals. He also wanted to find proof for the existence 

of competitive and contagion effects that Lang & Stulz (1992) had managed to prove in 

their study. (Iqbal, 2002, p.86) In his study, he considered factors in each industry that 

might affect competitors’ reaction to a bankruptcy for example: number of bankruptcies 

in the industry, size of the bankrupt firm and industry leverage (Iqbal, 2002, p. 86). His 

hypotheses set out to test the relationship between industry concentration and the type 

of bankruptcy effect experienced. Iqbal also wanted to test the relationship between the 

correlation of stock returns in the industry and the type of bankruptcy effect felt by the 

rivals. (Iqbal, 2002, p.87) 

In his research sample, Iqbal chose to use bankruptcies within the time horizon of 1991-

1996 (Iqbal, 2002, p. 86). For this time horizon, he managed to find 165 US 

bankruptcies, each in a different industry. He then found all the industry competitors for 

each bankruptcy. When choosing the rivals for each bankrupt firm, Iqbal excluded 

companies that had at one or more occasions filed for bankruptcy within the time 

horizon of interest. Also, because he was inspired by the study made by Lang & Stulz 

(1992), he found that almost half of their sample was big enough to have liabilities of 

over 120 million dollars. These restrictions left him with an average of about 34 non-

bankrupt companies per industry. (Iqbal, 2002, p. 89). He measured the correlation 

between the returns of the companies in each industry, the average leverage for each 

industry and all other variables that he needed to come to his conclusions.  

Iqbal’s research proved that the competitors in relatively more concentrated industries 

experience a higher increase return on equity than the competitors in more competitive 

(less concentrated) markets, which further proved Lang & Stulz (1992) conclusion of 

competitive effect. In addition, the competitive effect was found to be higher in 

industries that experienced multiple bankruptcy filings and industries with high 

leverage. Iqbal’s empirical findings failed to prove a significant contagion effect of a 

bankruptcy filing on the return on equity for the surviving rivals. (Iqbal, 2002, p. 98) 



 

 

 

28 Bankruptcy effect on competitors: Empirical study of US companies 

Haensly et al. (2001), like the other researchers we have discussed above, wanted to test 

the effect of bankruptcy announcements on competitors in the industry. In particular, 

they were eager to correct the mistakes made by Lang & Stulz in their study, the most 

important of which is taking data from two different bankruptcy law regimes. Haensly 

et al. (2001) argues that the sample collected by Lang & Stulz (1992) covered a time 

horizon of 1970-1989 during which significant changes in bankruptcy law happened. 

He specifically explains how studies by some researchers about the bankruptcy reform 

act of 1978 changed the bankruptcy system affecting the costs faced by a bankrupt firm. 

In addition, Haensly et al. (2001) believed that Lang & Stulz (1992) overstated their 

significance level when testing their hypotheses. They believed that correction of these 

mistakes might give different results, and indeed it did. (Haensly et al., 2001, p.46-47) 

To correct the problem, Haensly et al. (2001) used a time horizon of 1985-1993 during 

which there were no significant law changes affecting bankruptcy proceedings. To make 

his study even better, Haensly et al. (2001) collected a larger sample representing more 

industries. He also did not restrict his study by only accepting bankruptcies of 

companies with liabilities above 120 million dollars. These restrictions gave a sample of 

76 bankruptcies from 57 industries. The researcher took bankruptcies and competitors 

listed in the COMPUSTAT database, matching industry competitors to the bankrupt 

company using SIC codes, just like Lang & Stulz (1992). 

With these alterations to the sample, Haensly et al. (2001)’s results failed to find 

support for both contagion effects and competitive effects among industry competitors 

connected to a bankruptcy announcement in the industry. His return on equity (ROE) 

analysis found that bankruptcies in industries with high leverage generally experienced 

a contagion effect on surviving competitors regardless of the industry concentration. 

This tells us that the leverage factor was somewhat proved relevant, but competitive 

effect was not proved whatsoever. Haensly et al. (2001) suggested that perhaps there are 

other factors such as business risk that influence the effects of a bankruptcy 

announcement on the industry, to which industry concentration and leverage take 

second place (2001, p. 62). This was a good suggestion for further research.  

While Benmelech & Bergman (2011) also studied the effects of bankruptcy like the 

previous studies we have explained above, they went about it in a different way. The 

authors only stuck to investigating the negative (contagion) effects of a bankruptcy. 

They looked at the effect in terms of the loss of collateral value for the surviving 

competitors. By collateral value, they mean that when a bankruptcy happens in the 

industry, the bankrupt company is anxious to sell its assets, which dampens the demand 

and hence the price.  They therefore have to show more collateral than before in order to 

get the same loan approved. Also, the bankrupt company will not be able to afford to 

buy any assets, which also decreases demand for industry assets and therefore decreases 

collateral value further. (Benmelech & Bergman, 2011, p. 337-338) “... the collateral 

channel implies that bankruptcies increase the likelihood of asset fire sales, reducing 

collateral values industry wide.” (Benmelech & Bergman, 2011, p. 338) 

To test this effect, Benmelech & Bergman collected a sample of 235 airline secured 

debt tranches (Benmelech & Bergman, 2011, p. 343). They found that if a collateral 

shock is caused by a bankruptcy in the industry, tranche spreads increase a lot, which 

proves the contagion effect. They also found that this effect is more severe for lower 

tranches than for the more senior ones, as one might expect. (Benmelech & Bergman, 

2011, p. 340) In his conclusions, he discusses that he found proof of this collateral 
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channel mechanism that increases financial costs for the non-bankrupt competitors, 

widening the problems to the rest of the industry. He adds that this effect (the contagion 

effect) can spiral enough to cause other bankruptcies in the industry. 

Akhigbe et al (2005)’s research is a case study, which focuses on the contagion effect of 

the big bankruptcy of WorldCom. The authors chose key stakeholders of WorldCom to 

test the contagion effect. They examine the response of institutional investors, creditors, 

and industry rivals. The requirement for the sample firms is to have daily stock returns 

available from CRSP (Center for Research in Security Prices)  between January 2, 2002 

and December 31, 2002. Finally they obtained the sample of 64 institutional investors, 

22 creditors and 96 competitors. The seemingly unrelated regression (SUR) technique 

has been utilized to test the correlations (Akhigbe et al., 2005, p.56). Since in our 

research we study the bankruptcy effect on business competitors, we are only interested 

in Akhigbe et al.’s results concerning the industry rivals. The effect of the bankruptcy 

on institutional investors and creditors is not relevant to our research. In our study, we 

intend to test whether the firm size proves to be a factor that influences the type and the 

degree of bankruptcy effect. Akhigbe et al. came to the conclusion that the bankruptcy 

adversely affects the rivals. Whereas the key and large competitors experience a 

dominant contagion effect, the small rivals do not experience significant effects. 

(Akhigbe et al., 2005, p.63) 

As we have explained previously in part 3.4, Ferris et al. (1997) conducted research 

which is quite similar to Lang and Stulz, but in addition he explored which competitors 

are more likely to be influenced by contagion and competitive effect. The researchers 

obtain the sample of the bankrupt firms from both NYSE/AMEX where bigger stocks 

are listed and NASDAQ where small stocks are listed. They are convinced that 

bankruptcy of smaller companies might turn out to have a bigger effect than anticipated, 

at least on their smaller rivals. (Ferris et al., 1997, p.368-369). Like Lang & Stulz 

(1992)’s research, this study also conducted a z-statistic test to investigate the 

competitors’ stock reactions toward the bankruptcy announcement. They reach the 

conclusion that not only large bankrupt firms generate dominant contagion effect 

(portfolio of competitors’ stock experienced 0.56% loss) as Lang & Stulz (1992)’s 

conclusion, but also the small rivals suffer from a dominant contagion effect (a 

significant 0.12% drop). (Ferris et al., 1997, p. 369)   

A new method introduced by Ferris et al. (1997) to explore the bankruptcy effect is that 

they consider competitors filing for subsequent bankruptcy in the following three years 

as the ones suffering from contagion effect. Controversially, competitive effect will be 

revealed if the rivals survive in the next three years. The authors categorize the rivals 

who survive in the next three years into one group (Group A), and the rivals who file for 

bankruptcy in the following three years into another group (Group B). Then they 

compare the  two groups and found that the contagion effect is strong while the 

competitive effect is weak. The stock reactions of Group B are significantly more 

negative, which is consistent with contagion effect. For Group A, the survivors, a 

negative stock reaction is observed which is against the competitive effect. The authors 

then conducted further study on Group A by studying the impact of concentration, 

leverage and reorganization time. The findings of this additional study failed to provide 

evidence for the competitive effect. Ferris et al. (1997) indicated that if the industry is 

highly concentrated, the competitors should end up enjoying the competitive effect after 

a bankruptcy happens, but the result from testing Group A showed a negative reaction 

of the competitors in highly concentrated industries towards the bankruptcy 
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announcement. (Ferris et al., 1997, p.391) Further, they discussed that the leverage is 

ambiguous for competitive effect: “For competitive candidates (Group A), higher 

leverage increases the stock price effect of an increase in asset value, but it decreases 

the firm’s ability to exploit the difficulties of its rival and bring about an increase in 

asset values.”(p.390) The findings did not prove that the degree of leverage would 

influence competitive effect either. The test on the reorganization time disappointed the 

expectation of competitive effect, showing a significantly negative stock price reaction 

among the candidates for a competitive effect (group A) (p.391). On the contrary, the 

researchers predict that the impact of various factors on contagion effect is obvious. For 

example, the contagion effect anticipates that high leverage negatively affects 

competitors, “...since it increases the present value of expected bankruptcy costs…” 

(Ferris et al., 1997, p.390). The contagion effect candidates are adversely affected by 

longer reorganization time. 

The authors also pointed out the reason why they fail to detect the competitive effects. 

This is because the impact may already have been incorporated into stock prices prior to 

the filing announcement date (Ferris et al., 1997, p.370), which is one of the concerns 

for our research. Since before the bankruptcy announcement release, there will be some 

news implying the coming bankruptcy, which possibly affects the competitors’ stock 

prices negative or positively. We will consider this news effect in our research when we 

analyze the data by monitoring 30 days before and after the bankruptcy announcement 

date. This process will be explained further in chapter 4.  

Apart from the similar research that the other described studies did regarding the 

contagion and competitive effects, Cheng & McDonald (1996) brought up a new 

concept, named “ripple effect”, which means either negative or positive effect of a 

bankruptcy announcement. The authors also come up with some theories such as 

contestable market and market power that other research did not discuss. These theories 

are particularly important for the discussion of the two industries (airline and railroad) 

with very different market structures in Cheng & McDonald (1996)’s study. Market 

structure hypothesis and contagion effect hypothesis were also brought up to discuss the 

two industries. 

The market structure hypothesis (MSH) contains two different propositions. The first 

one explains that “For a contestable market, MSH predicts that the Chapter 11 filing 

announcement of a member firm should not lead to any abnormal price performance of 

the surviving firms in the same market” (p.789-790), which indicates that no effect on 

competitors is expected if a bankruptcy happens within the same industry in a 

contestable market. Another proposition is that if a market is not contestable, then the 

industry possesses market power and this proposition suggests that the competitors 

would enjoy a positive ripple effect. Contagion effect hypothesis (CEH) is the other 

hypothesis that “ predicts a negative stock price reaction for the surviving firms during 

bankruptcy announcements regardless of the market structure of the industry.” (Cheng 

& McDonald 1996, p. 792)  

In the research, the authors refer to past studies which indicated that the airline industry 

is contestable (p.786), which means the industry has low concentration and would not 

be influenced by bankruptcy. However, the authors also indicate in the table in page 791 

that the airline industry has barriers of  mobility for which a positive ripple effect on 

rivals is predicted in case of a bankruptcy in the industry. For the railroad industry, the 

authors again refer to the old research to claim that the market is not contestable 
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because of the barriers to entry and exit due to asset immobility (Cheng & McDonald 

1996, p.790). The non-contestability of railroad industry implies that it possesses 

market power and therefore has high concentration, which according to MSH the 

bankruptcy should affect the industry negatively. The authors also argue that the 

railroad markets are interdependent on each other, when a firm goes down the other 

firms within the market will have some problems, which indicates the negative effect of 

bankruptcy in this industry as well (Cheng & McDonald 1996, p.791). The authors test 

the samples and came to the conclusion that a positive ripple effect in airline industry 

and a negative ripple effect in railroad industry, which is consistent with market 

structure hypothesis but casts doubt on contagion effect hypothesis (Cheng & 

McDonald 1996, p. 801).  

For the time period that the bankrupt firms of the sample were selected, the authors 

considered the deregulation in the two industries. The regulations or laws may 

positively or negative affect the number of the bankruptcies, which inspired us to 

explore laws and regulations hoping that they would explain why we were only able to 

get 27 bankruptcies matching our criteria for the time horizon that we set. In our 

research, we will also discuss the market structure of different economic sectors, 

examining the contestability and the degree of market power possession, to be related to 

the degree of concentration of the economic sectors. 

In Zhang’s (2010) study, he investigated whether and how industry competitors are 

affected when a firm files for Chapter 11 and after its emergence from bankruptcy. This 

study is different from our research in terms of the focus on the effect of emergence 

from bankruptcy. The authors chose a large sample (264 firms) and  made both short 

and long-term event study, in which the event date is the reorganization plan 

confirmation date. In our research, we will also conduct an event study, in which the 

event is bankruptcy announcement and the date is bankruptcy announcement date.  

In the conclusion, Zhang (2010) presented that there is a negative effect on the long-

term equity returns for industry portfolios following the emergence of a firm from 

bankruptcy, and the negative effect dominates the positive one. Contrarily, significant 

positive effect on equity returns are found for the pre-emergence period. In our research, 

we are focusing on the time period of pre-emergence bankruptcy effect, rather than the 

post emergence period. The bankrupt firms in the sample of our study all file for 

Chapter 11, which means it is possible for them to emerge from the bankruptcy. Since 

we are focusing on the event of bankruptcy filing, we will not be able to explore this 

interesting research on pre-emergence but it would have been quite interesting. The 

authors also present a research result of  industry concentration and credit quality 

related to the negative effects to industry rivals. They indicated that in a concentrated 

industry and when industry rivals have lower credit quality, stockholders of competitors 

will be more negatively affected by a firm’s emergence. (Zhang, 2010, p. 1740) He 

therefore introduced another independent factor, lower credit quality. We do not discuss 

it in our research, but it could be an important factor when the other factors do not seem 

explanatory enough. 

3.6 Our hypotheses  

This part connects the research that has been done in the past to the research that we are 

conducting. We have been very inspired by some of the conclusions in the articles 

described above. In some instances, the conclusions have been contradictory, which 
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manifests the need for further research using better methodologies. By doing this, we 

hope to contribute knowledge in this field that brings this interesting topic to the next 

level. The bankruptcy effects in question here are contagion effects and competitive 

effects as described above. Researchers have tried to prove the existence of these effects 

and explain what causes them. The contagion effect was proved by the research made 

by Lang & Stulz (1992), Benmelech & Bergman (2011), Akhigbe et al. (2005) and 

Ferris et al (1997). among others. On the other hand, Iqbal (2002) and Haensly et al. 

(2001) failed to significantly prove this effect. Past research seems to be more in 

agreement about the existence of competitive effect, but there is still a division in the 

factors associated with it. 

At the beginning of this chapter, we introduced the theories of contestable markets and 

market power, explaining how these theories directly impact industry concentration. 

Even if it is a natural monopoly, a contestable market functions like a perfect market 

with low concentration. Incumbents in a non- contestable market have an opportunity to 

get market power, making the market concentrated. Of the three independent factors 

that we are interested in observing, industry concentration has been researched the most. 

Even then, the conclusions of different researchers are not yet in agreement. Whereas 

Lang & Stulz (1992), Iqbal (2002) and Cheng & McDonald (1996) agree that 

concentrated industries experience competitive effect in the face of an industry 

bankruptcy, Haensly et al. (2001) who claims to have a more valid methodology and 

conclusions than Lang & Stulz (1992) concluded that industry concentration does not 

matter in deciding the bankruptcy effect an industry will face. Ferris et al. (1997) also 

failed to find competitive effect for the companies in highly concentrated industries in 

his group A sample. Our first hypothesis will therefore test the influence of economic 

sector concentration on the type of effect faced by the business competitors.  

Hypothesis 1: Highly concentrated economic sectors experience competitive effect 

whereas low concentrated economic sectors are dominated by contagion effect. 

Ho : ρ = 0 

Ha : ρ ≠ 0 

 

If the abnormal returns for companies in highly concentrated economic sectors are 

significantly above zero and the returns for companies in low concentrated economic 

sectors are significantly above zero, we will reject the null hypothesis and accept the 

alternative hypothesis.  

Our second hypothesis will test the independent factor of firm leverage. Lang & Stulz 

(1992, p.49) quoted a study by Bolton and Scharfstein (1990) that explained how a 

company with high leverage is less flexible which makes it difficult to take advantage 

of changes in market conditions. It is therefore desirable for any company to have as 

low leverage as possible. Many past researchers discussed above had conclusions about 

the influence of the degree of industry leverage on the bankruptcy effect felt by the 

surviving industry rivals. Some of these conclusions contradict each other. For instance, 

whereas Lang & Stulz (1992) concluded that industries with low leverage experience 

competitive effect, Iqbal (2002) came to the conclusion that competitive effect is 

experienced by industries with high leverage. Haensly et al. (2001) concluded that high 

leveraged industries experience contagion effect. On the same test, Ferris et al. (1997)’s 

test on his group A sample proved that leverage does not matter in the question of 

bankruptcy effects. Cheng & McDonald (1996) found that the railroad industry, which 
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is not contestable and therefore is highly concentrated, faces contagion effect which is 

also against Lang & Stulz (1992)’s conclusion on this issue. This hypothesis will test 

the influence of the degree of firm leverage on the bankruptcy effect felt by the business 

competitors. 

Hypothesis 2: Highly leveraged firms experience contagion effect whereas firms with 

low leverage are dominated by competitive effect. 

Ho : ρ = 0 

Ha : ρ ≠ 0 

If the abnormal returns for companies with low leverage are significantly above zero 

and the returns for companies with high leverage are significantly below zero, we will 

reject the null hypothesis and accept the alternative hypothesis. 

Our third and final independent variable of interest is the size of a rival. Size of a 

company can be measured in a number of ways, but we chose to follow the majority of 

researchers and use market capitalization as our size indicator. A number of researchers 

in our literature review have taken the size of the rivals into consideration when testing 

the bankruptcy effect on different industries. Because Lang & Stulz (1992) constrained 

themselves to big companies, we can say that their conclusion implies that big 

companies are faced with contagion effect. Akhigbe et al (2005). and Ferris et al. (1997) 

also concluded that big companies face contagion effects. The division in conclusions 

on this variable comes when the researchers test the bankruptcy effect on small rivals. 

Whereas Akhigbe et al. (2005) concluded that small companies are not affected by 

bankruptcy announcements, Ferris et al. (1997) concluded that small rivals are faced 

with contagion effects. Our final hypothesis will test this variable of company size to 

see if it influences the type of effect faced by the business competitors. 

Hypothesis 3: Large sized competitors experience competitive effect whereas small 

sized competitors experience contagion effect. 

Ho : ρ = 0 

Ha : ρ ≠ 0 

If the abnormal returns for larger sized companies are significantly above zero and the 

abnormal returns for smaller sized companies are significantly below zero, we will 

reject the null hypothesis and accept the alternative hypothesis. 
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3.7 Our theoretical model. 

 

The light blue arrow points towards the two effects that business 

competitors can face as a result of a chapter 11 bankruptcy announcement.  

The purple arrows show the three independent variables that we have 

chosen to test. These are the variables that determine which of the two effects 

(contagion or competitive effect) a business competitor will experience when a chapter 

11 bankruptcy is announced in the economic sector. 

The pink arrows show the two theories that affect the concentration of an 

economic sector.  
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The purpose of this chapter is to present the practical method of the research. We start 

to introduce the independent variables, sample and time horizon, continuing with data 

collection method. Then we explain how we are going to deal with the data using the 

statistical tools, beginning with calculating mean and standard deviation, followed by 

boxplots and correlations. Finally, the chapter ends with a description of how we will 

use scatterplots and multiple regression analysis. 

4.1 Independent variables 

There are three independent variables to be explored in our research in connection to the 

bankruptcy announcement effect: economic sector concentration, firm leverage and firm 

size. We also want to make two groups for each independent variable, high and low. 

Therefore, it is necessary to make these variables numerical, we either calculated the 

ratios for them (concentration and leverage) or reached the historical market 

capitalization (firm size). 

For the concentration ratio, we had access to United States Census Bureau to obtain the 

information. United States Census Bureau (2011) “serves as the leading source of 

quality data about the nation’s people and economy”. The website provided the 

information of concentration ratios by “classifying industries by the percent of output 

accounted for by the biggest 4, 8, 20, 50 companies” (United States Census Bureau, 

2012). “The data for year 2007, 2002, and 1997 are organized and classified by the 

North America Industry Classification System (NAICS).” (United States Census Bureau 

,2012). We decided to use the data from the year 2007 since it was the latest available 

data on economic sector concentration. There are in total 18 industries that have been 

classified by NAICS code (2 of which had no data available), and there are many sub-

industries classified under each industry. Because we were not able to find a database 

that matches our 280 competitors to NAICS codes, we match the competitors with the 

concentration ratio classification using the description given both by the competitors’ 

business activities and the concentration list. Sometimes, it is difficult to find the 

exactly same description, because we get the competitors from NASDAQ and it 

classifies the competitors using Security Industry Code. We decided to use the 8 

company concentration ratio due to the fact that we only had 27 economic sectors (280 

competitors in total). If we had decided to use 4 company concentration ratios, most of 

the economic sectors would have been classified as neither highly concentrated nor low 

concentration. The 8 company concentration ratios made the dividing line between high 

concentration and low concentration more clear. For some bankrupt companies, their 

business can be classified under several economic sectors as described by the 

concentration list classification. In this case, we calculated the average of these 

economic sectors and used that ratio as the concentration ratio. 

As for the independent variable of leverage, we decided to calculate the leverage ratio in 

order to make the groups. There are several ways to calculate the leverage ratio, and we 

made the decision to use total liabilities divided by total assets as the leverage ratio. To 

get access to the total liabilities and total assets, we first used the balance sheet which 

was available on NASDAQ. However the information about the balance sheet was only 

back to the year 2009. For the competitors who were in the bankrupt year 2004, 2006 

and 2008, we went to their website and searched for the annual report in the bankrupt 

year, and got the data from the balance sheet. There are some annual report that are 
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missing in the bankruptcy year for a number of competitors, sometimes it is because the 

company is recently listed and the bankrupt year was as old as 2004 or 2006. We found 

some other sources such as the Wall Street Journal for the leverage ratios that we could 

not find on the company websites. 

The last independent variable, firm size, was decided by the historical market 

capitalization. We found that the historical data of the market capitalization for most of 

the competitors in our sample could be reached in a website called Y charts, which 

provides the financial data and support people with tools to interpret the data in order to 

make better decisions (Y charts, 2013). The data in this website is collected from a 

variety of finance related websites, such as yahoo finance, business insider, etc. (Y 

charts, 2013). When we searched for the historical market capitalization, we first put in 

the competitor’s name and obtain all the financial information of this competitor and 

then picked out the market capitalization. Finally we chose the bankruptcy date to 

obtain the historical market capitalization. There was one problem when we used this 

website. Y Charts only provides the latest five years data, so that for the competitors 

who had their bankruptcies before 2008 in our sample, there is no information available 

on Y Chart. For the competitors in the year 2008 to 2012 it was possible to get access to 

the information. For the market capitalizations that were not available in y charts, we 

used wikiinvest to find the market capitalizations. 

4.2 Sample 

Our study aims at exploring whether a bankruptcy announcement has an effect on 

business competitors within the same economic sector and if the three independent 

factors: economic sector concentration, firm leverage and firm size will influence the 

bankruptcy effect. The sample we selected consists of  27 bankruptcies, each of 

them  from a different economic sector (27 economic sectors in total) within the time 

frame from the year 2004 to 2012. For each bankruptcy case, up to 15 business 

competitors have been chosen for examination. 

In the process of collecting bankrupt firms, we used the website Bankrupcydata. 

Bankruptcydata consists of two databases: Public and Major Company Database, which 

includes “over 2800 public and major company bankruptcy filings dating back to 

1986”. The other one is Business Filings Database, which “contains more than 4000 

records and is comprised of public and private company bankruptcies dating back to 

2000 and is daily updated with bankruptcy filing information drawn directly from 93 

U.S Bankruptcy Courts”. (Bankruptcydata.com, 2013) Because the Business Filings 

Database requires a costly subscription, the only database that we can get access to for 

searching the bankruptcies is Public and Major Company Database. In this database, the 

bankruptcies have been classified according to company assets, business type, and 

bankruptcy announcement date. We made the decision to use the bankruptcy 

announcement date and company assets as the search criteria. We chose a time period of 

the years 2004 to 2012 to search for bankruptcies. The database classified company 

assets into four groups: 50 million to 100 million US dollars, 100 million to 500 million 

US dollars, 500 million to 1 Billion US dollars and over 1 billion US dollars. We 

initially would have liked to include companies of all sizes, however when we checked 

the size below 100 million dollars, it turned out that most of the companies were not 

listed, so that it is impossible to obtain the information of those companies on 

NASDAQ. Therefore, we decided to limit the search to companies with assets over 100 

million dollars. 
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According to our research, firms are selected for further analysis if they a) file for 

Chapter 11, as we explained in part 1.6. b) file for bankruptcy within the time period 

2004 to 2012, as will explain in part 4,2. c) have assets over 100 million dollars on the 

day of the bankruptcy announcement, as explained above. d) are listed in the stock 

markets, as explained before. Our research aims at exploring the bankruptcy effect on 

business competitors and  the three factors’ influence on bankruptcy effect, we only take 

one bankrupt firm in each economic sector and get as many economic sectors as 

possible to draw a conclusion in respect to concentration, leverage and firm size. The 

reason why we accept only one bankruptcy per economic sector is that we want to 

isolate the effects of other bankruptcies and we are not interested in studying the 

overlapping bankruptcy effects that that are caused by another bankruptcy happening in 

the economic sector days or weeks later. Also, we chose the biggest bankruptcy in each 

economic sector because we believe that biggest companies have more effect since they 

are the influential companies in the economic sectors (have more market power), so 

what happens to them affects competitors more. The limitations above and the 

limitation of getting access to good databases used by past researchers decreased our 

bankrupt firms to 27 eventually. Our source for the industry concentration is from 2007 

which is quite old. We therefore had to assume that the concentrations have roughly 

remained unchanged within each of the industries since then. 

For each of the chosen bankrupt firms, the next step was to find competitors. As we 

explained earlier, most past researchers have used entire industries in their sample. 

Because we want to focus on the few companies within the economic sector that will 

most likely be affected by the bankruptcy announcement, we have kept our search for 

competitors closer to the bankrupt company. We have therefore used NASDAQ which 

provides a list of the direct and indirect business competitors of the companies in their 

database. Other than the fact that this method saves us time, it also helps us avoid 

getting our bankruptcy effect diluted by other companies that are in the industry but are 

not business competitors of the bankrupt firm and therefore serve no real purpose in the 

sample. For a few of the 27 bankruptcies, we could not find competitors on NASDAQ. 

We believe that this is because they are listed in OTC markets. We therefore turned to 

yahoo finance which gave us the companies’ two direct competitors. For some bankrupt 

companies, we got long lists of business competitors. Because of time constraints, we 

had to keep it to a maximum of 15 business competitors per bankruptcy. Since one of 

our independent variables to be tested is the firm size, we need to have a sample of 

business competitors that includes both large size companies and small size companies. 

We therefore had to choose the 15 competitors randomly, but making sure that we have 

some small ones as well as large sized ones. 

Since the type of our sample is a convenient sample, the process of sampling is 

subjective as we used personal judgment to some extent in choosing both the 

bankruptcies and the competitors. This may harm the reliability of our results. This is a 

direct effect of lack of better databases with information that we need, which is hard 

overcome. We realize that using only 27 competitors might damage our ability to 

generalize our results to all companies in the world or even those in the US, but we have 

tried to cover most of the industries in the United States. 

 

4.3 Time horizon 
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As we explained in chapter 1, the most recent research on this topic was done in 2008. 

We want to focus on the period of the latest nine years (2004 - 2012) when choosing the 

bankruptcies so as to incorporate the latest market conditions into our conclusions. For 

the business competitors of the bankrupt companies, we will monitor the stock returns 

30 trading days before the bankruptcy announcement date and 30 days after the 

announcement (61 days). This was a suggestion we got after consultation with a 

professor in finance. We know that the financial crisis affected all stock prices to some 

extent so that the stock prices that we find will not be the “normal” ones. Because of 

this, we feared using the latest years in our research since using a time horizon that was 

affected by the crisis might contaminate our data because some of the stock price 

changes we find will be caused by the effect of the financial crisis on the competitors of 

interest, and not just the bankruptcy announcement. We want to find the effect of the 

bankruptcy on stock returns of competitors and eliminate as many of the other 

conditions affecting the company as possible. After much thought, we found that we can 

remove the effects of the crisis if we average the returns of each of the competitors for 

the 30 trading days before the 61 days described above and use this number as the 

“normal” stock return for the company. This average stock price will be the benchmark 

we use when we decide the stock returns that have happened because of the bankruptcy. 

We then used this “normal” stock return to calculate the abnormal stock returns for the 

61 days for each competitor (this gives 60 returns for each competitor). We know that it 

is impossible to eliminate all the other macro and micro factors affecting the share price 

of the competitors, but we believe that the financial crisis is the biggest factor affecting 

the share price, so we have concentrated on eliminating that. 

Another reason we chose the time horizon including the crisis is that many of the 

bankruptcies which we found interesting were the companies that were not listed before 

the crisis, but are listed now. It is important for us to choose bankruptcies of listed 

companies because we believe that these are the companies whose bankruptcies have 

significant impact on their competitors. Even though there are some big and influential 

companies that are not listed, we have chosen to take only listed ones because it is 

easier to find information about their activities, information that is important when 

choosing the suitable industry competitors. As we have explained part 1.6 of our 

introductory chapter (chapter 1), the websites we used to find information about our 

sample like Bloomberg, Nasdaq and yahoo finance only contain information on listed 

companies. 

In the introduction, we explained a short history of the development of bankruptcy law 

in the US. We went ahead to give an example of how important these laws are and how 

much they can influence the conclusions of researchers testing bankruptcy effects. This 

example was in the Lang & Stulz (1992) study where they used a time horizon (1970-

1989) incorporating two bankruptcy law regimes. Haensly et al. (2001, p.47) found that 

this time horizon mistake was one of the reasons for Lang & Stulz “incorrect” 

conclusions. Because we are interested in the past eight years, we wanted to know if 

there are any bankruptcy laws or acts that were passed in united states within this period 

that could have affected the number and the nature of bankruptcies being filed by 

corporations during the time horizon of our research (2004-2012). One of the more 

significant changes in bankruptcy law during the past decade is the implementation of 

the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA) in 

October 2005. The act basically made it “more difficult for a person or estate to file for 

Chapter 7 bankruptcy” as one could not file twice within eight years, among other 
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restrictions. For corporations, mostly small businesses were affected by this act. 

(Bankrucydata, 2012) Prakhar (2006) researched the effect of BPACPA on businesses 

and found that under these rules, company owners may prefer to sell the bankrupt 

company as opposed to trying to reorganize their debt as a going concern. Prakhar’s 

conclusion could be an explanation for why chapter 11 bankruptcy statistics 

experienced a sharp decrease during 2006, as shown in figure 1.1. From what we have 

read about this act, its biggest effect seems to have been making it difficult to file for 

bankruptcy. We can also see from figure 1.1 that the number of bankruptcy filings soon 

recovered. To our knowledge, the law did not have significant effects on the way the 

assets are treated during a bankruptcy, a concern Haensly et al. had for the Lang & Stulz 

study (Haensly et. al, 2001, p.47). Since 2005, no significant bankruptcy laws have been 

implemented in the united states. We therefore do not think that our time period will be 

affected by this issue as in Lang & Stulz (1992)’s study. 

4.4 Data collection method 

As we explained earlier, we have found 27 companies that filed for chapter 11 

bankruptcy matching our criteria, each from a different economic sector. This 

information was collected from bankruptcy data. We have also managed to locate up to 

15 business competitors for each of the companies that filed for bankruptcy from 

NASDAQ. In total, we have collected a sample of 280 business competitors for our 27 

bankrupt companies from both NASDAQ and yahoo finance. 

Originally, we had an idea that would help us see if rumors of a coming bankruptcy 

would affect the bankruptcy company and its competitors before the bankruptcy date. 

We wanted to first download the stock returns of the filing company around the 

announcement date to find out when the effects were felt and then based on that 

information choose which dates to focus on for the business competitors. Unfortunately, 

many of the filing companies have missing adjusted stock prices for this time, so we 

could not carry out this plan. 

After gathering the sample, the next step was to collect the stock prices of each of the 

business competitors. For each competitor, we collected adjusted stock prices for a total 

of 91 trading days. These include 60 days before the bankruptcy announcement date, the 

announcement date and 30 days after the announcement. 

We first calculate the stock returns of the 91 days of stock prices for all the competitors, 

using the formula below:  

Where p1 is the stock price of “yesterday” and p2 is the stock price of “today”. R 

represents the percentage change of the stock returns, which is the adjusted stock return. 

The first 30 days of stock prices gave 29 stock returns. We used these to find a 

“normal” return for the competitor by calculating an average of the 29 stock returns. 

Then the remaining 60 adjusted stock returns that were calculated from the remaining 

61 adjusted stock prices are utilized to calculate the abnormal returns, by subtracting the 

normal return from each of the 60 adjusted stock returns. The resulting 60 abnormal 

returns for each competitor constitute the final data that we use to test for bankruptcy 
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effects. All the adjusted stock prices are secondary data which we retrieved from 

Thompson Reuters DataStream, a database provided by Umeå University Library. 

4.5 Data processing 

As we have explained in previous chapters, we want to see if there is a difference in the 

way a bankruptcy affects a concentrated economic sector’s competitors compared to the 

way it affects a less concentrated (more competitive) economic sector. We also want to 

see the difference in this effect on a firm with higher leverage compared to a firm with 

lower leverage. Thirdly, we want to see if the size of the rival company influences the 

effect, so we will identify which of the rivals are big, and which ones are small. We will 

therefore divide the business competitors into groups of “higher concentration” and 

“lower concentration”. We will also make a similar division for the firm leverage: 

“higher leverage”, “lower leverage” and for rival size: larger-sized rivals, smaller-sized 

rivals. Below is an explanation of some of the methods that we have used to test our 

hypotheses. Tox§ measure the effect of the bankruptcy, we have observed the daily 

abnormal stock returns of the competitors during our chosen 61 days. Stock returns are 

defined as a combination of dividend payouts and capital gains (About.com, 2013). 

Because dividends are difficult to track on a daily basis and one would need to get 

familiar with the dividend payout routines of each competitor, we have decided to use 

adjusted stock returns for our entire sample (also available on Thompson Reuters 

DataStream). Adjusted stock returns take account of dividend payouts, stock splits and 

other factors that would affect the reported stock price of a company. 

4.5.1 Mean, Standard deviation and boxplots. 

The next step was to calculate the mean and standard deviation of the abnormal stock 

returns for the 61 days for each of the competitors. We have 280 competitors in total 

and we tried to obtain the information regarding the concentration, leverage and firm 

size. Since the information for some companies was missing or we had no access to it, 

we excluded those companies in our research. Therefore, we have 280 competitors for 

concentration, 277 for leverage and 269 for firm size. We then arranged all the 280 

competitors in order (lowest concentration to highest concentration) of the concentration 

of the economic sector to which they belong. We then divided each of the companies in 

each variable into 3 and only kept the higher and lower groups, ignoring the middle 

group. We picked out the 94 at the top of the concentration list and named this Group A, 

which is called “lower concentration. We then picked out the 94 companies at the 

bottom of the list and named them Group B, which is called “higher concentration. We 

repeated the procedure for the leverages and sizes of the competitors. That way, we got 

Group C (Lower-leveraged firms), Group D (Higher-leveraged firms), which include 93 

competitors each. Group E (Lower-sized firms) and Group F (Larger-sized firms), 

containing 90 competitors respectively. Other than throwing out the middle data, 

another method would have been to ignore the data within a certain number of standard 

deviations from the mean. The reason we decided against this method was that it is 

important that we get the same number of companies in the opposite groups for example 

C and D. We however made sure that the data in the opposing groups was significantly 

different from each other. Forexample, group E had market capitalizations running from 

3 million to 279 million dollars whereas group F has market capitalizations from 2443 

to 336530. Whereas the distribution of the data might not be perfectly normal, we see 

that there is a big difference between the opposing groups which justifies their lables as 

“lower-sized firms” and “larger-sized firms” respectively. 
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We then went on to find the average mean and standard deviations for each of these 

groups. We thought that this might give us a sense of which groups react positively or 

negatively to the bankruptcy and to what extent. Also, the standard deviation would 

give us a feel of the dispersion of these abnormal returns. According to Statistics.com 

(2013), “ The mean is the arithmetic average of all values. The mean is a measure of 

central tendency or location.” “The standard deviation is a measure of dispersion.” We 

will calculate the average of the abnormal returns for each group and compare high 

group with the low group within each variable, in order to see which group has positive 

value and which has negative value. We will also calculate the standard deviation for 

each group to see the dispersion of the abnormal returns in each group. We felt that it 

will not be enough to compare the mean and the standard deviation, since there might 

be some outliers that show us what is normal and what is extreme.  We therefore made 

boxplots to investigate the outliers as well as compare the medians of the different 

groups. Two boxplots are drawn for each independent variable, one is to compare the 

higher and lower group ( i.e. Group A and Group B in concentration) while in the other 

one is to compare the two highest and two lowest competitors for each variable.  This 

will be explained further in the next chapter. 

Table 4.1 below summarizes the groups that we have explained above in regards to 

what each group of companies represents. The third column of the table also shows how 

many companies belong to each of the groups. We interchangeably use the group letters 

and their descriptions in the rest of the thesis. 

 

Table 4.1: Independent variable groups and number of competitors per group. 

4.5.2 Correlation 

After getting the basic mean and standard deviation information on each group, we will 

move on to correlation tests. In order to study the relationship between the three 

independent variables and the abnormal returns, the Pearson correlation method will be 

utilized. Even though there are other types of correlations that could have been used, we 

are only familiar with pearson and also past researchers on this topic have used pearsson 

correlation in their research. Business dictionary (2013) defines correlation as the: 

“Degree and type of relationship between any two or more quantities (variables) in 

which they vary together over a period.” A correlation value run from -1 to +1, in 

which +1 is the highest positive correlation and -1 is the highest negative correlation. 0 

refers to no correlation between the two variables (Business dictionary, 2013). To test 

the correlations, we used the SPSS program which is provided by the university. 

First we want to test the companies in the groups A-F testing A against B, C against D, 

and E against F. We want to see if their reactions to the bankruptcy announcements are 



 

 

 

42 Bankruptcy effect on competitors: Empirical study of US companies 

different. For example, we want to see if the companies with high concentration (group 

B) react differently from the companies with low concentration (group A). Also, we 

want to find out which of the three independent variables records the biggest difference 

in reaction. 

Direction of the effect: It is not enough to know that the competitors in opposite groups 

react differently. We need to know if the reaction is positive or negative. In addition to 

looking for the size of the effect, we are interested in the direction of the effect for the 

different groups of competitors. This is where we will find out if the bankruptcy has a 

contagion effect on the industry competitors, or a competitive effect. Past researchers 

such as Lang & Stulz (1992, p.46) found that on average, a company that files for 

chapter 11 bankruptcy experiences negative effects. Based on this, average negative 

effects for the business competitors will be considered contagion effect and positive 

abnormal returns will be considered competitive effect. 

In regards to correlation tests, we will first perform the test for group A against B, C 

against D, and E against F. For this test, we coded the different groups with the 

companies in the lower groups A, C and E  being labeled 0 and the companies in the 

higher groups B, C and F being coded 1. With this test, we wanted to find out which of 

the two groups for each independent variable experiences higher abnormal returns. 

More details about this test are explained in chapter 5. 

The second test we will perform in the correlations section investigates the correlations 

between the abnormal returns for all the competitors in our sample and the independent 

variables on each of the 61 days separately. It also includes a column for the mean 

abnormal returns for all the 61 days for each company as will be further explained in the 

next chapter. With this test, we want to see which of these 61 days are the most vital 

when it comes to the bankruptcy effect. Does the effect happen in the days before the 

bankruptcy announcement, after the announcement or both? How long before or after 

the announcement? 

The third and final test in the correlation section will involve testing the correlations of 

the two most extreme companies in each group against each other like we did for the 

boxplots. Again, we have labeled the chosen companies for this test: lowconc1, 

lowconc2, highconc1, highconc2, lowlev1, lowlev2, etc. This test will help us 

exaggerate the bankruptcy effect since the competitors we have chosen for the test have 

extremely high concentration, extremely low leverage, etc. 

4.5.3 Scatter plots and multiple regression 

This is the third and final part of our tests. In this part, we will draw scatterplots to 

explore the relationship between the abnormal returns and the three independent 

variables, by reading the slopes of the regression lines. For the scatterplots, we are 

plotting the abnormal returns for all the companies in our sample for the chosen days, 

which will be explained in chapter five. Since the scatterplots only show the measure of 

the slope of the regression line, we decided to examine the multiple regression output 

that SPSS offers. This output gives more information that complements the scatterplot. 

It models the relationship between the variables and the abnormal returns, as we will 

explain in chapter 5. 
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Our study is based on 280 companies, and uses the three independent variables: 

economic sector concentration, firm leverage and firm size. We will present descriptive 

statistics, correlations, scatterplots and multiple regression analysis. 
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This chapter presents our empirical observations for all the tests we have done in line 

with the hypotheses we formed at the end of chapter 3. The chapter starts out with a 

description of the descriptive statistics for our sample groups. It then goes on to present 

the correlations we found for the different groups of data that we found useful in 

describing the relationships between our independent variables and abnormal returns. 

Lastly, the chapter presents the scatter plots for the three independent variables as the 

last evidence that will lead us to a conclusion on our research question.  

5.1 Descriptive statistics 

5.1.1 Summary of our sample 

Bankrupt company 

(symbol) 

Economic sector Number of business 

competitors used. 

General Motors Co. (gm) Auto Manufacturing 12 

Pilgrim's Pride Corporation 

(ppc) 

Meat/Poultry/Fish 8 

Chemtura Corp. (chmt) Major Chemicals 14 

Charter Communications, 

Inc. (chtr) 

Television Services 15 

General Growth 

Properties, Inc. (ggp) 

Real Estate Investment Trusts 15 

Dynegy Inc. (dyn) Electric Utilities: Central 15 

Six Flags Entertainment 

Corporation (six) 

Services-Misc. Amusement & 

Recreation  

15 

Xerium Technologies, Inc. 

(xrm) 

Textiles 5 

Lear Corporation (lea) Auto Parts: O.E.M. 15 

Saratoga Resources Inc 

(sara) 

Oil & Gas Production 15 

GSI Group, Inc. (gsig) Industrial Machinery/Components 15 

Lee Enterprises, 

Incorporated (lee) 

Newspapers/Magazines 12 

FairPoint 

Communications, Inc. (frp) 

Telecommunications Equipment 15 

CIT Group Inc (cit) Consumer Services 15 

http://www.nasdaq.com/symbol/six/competitors#.URywDR1aySo
http://www.nasdaq.com/symbol/six/competitors#.URywDR1aySo
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AMR Corporation (aamrq) Scheduled passenger air 

transportation 

2 

TerreStar Corporation 

(tstrq) 

Satellite telecommunications 2 

Spansion Inc (code) Semiconductors 15 

Semgroup Corporation 

(semg) 

Oilfield Services/Equipment 14 

PMI Group Inc. (ppmiq) Agencies, brokerages, and other 

insurance related activities 

2 

Omega Navigation 

Enterprises, Inc. (onavq) 

Marine cargo handling 2 

A123 Systems inc. (aoneq) Battery manufacturing 2 

Silicon Graphics 

International Corp (sgi) 

Computer Manufacturing 13 

US Concrete Inc (uscr) Building Materials 10 

K-V Pharmaceutical Co 

(kvphq) 

Pharmaceutical and medicine 

manufacturing 

2 

Accentia 

Biopharmaceuticals Inc 

Research and development in 

biotechnology. 

2 

Haynes International, Inc. 

(hayn) 

Steel/Iron Ore 15 

Global Power Equipment 

Group Inc. (glpw) 

Metal Fabrications 15 

Table 5.1: The bankrupt companies, their economic sectors, and number of business competitors per 

bankruptcy.  

Table 5.1 above shows some details of our sample. It shows the bankrupt companies 

from bankruptcy data that matched our criteria in the first column. The second column 

shows to which economic sector the bankrupt company belongs according to the 

concentration government document economic sector descriptions. The third column 

then shows how many business competitors we managed to connect to the bankrupt 

company with the help of Nasdaq and yahoo finance.  
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A B C D E F 

A 94 0 21 23 16 21 

B 0 94 14 11 13 18 

C 21 14 93 0 23 14 

D 23 11 0 93 14 17 

E 16 13 23 14 90 0 

F 21 18 14 17 0 90 

Table 5.2: Number of companies appearing in two groups. 

Our aim in drawing table 5.2 is to check if certain companies have qualified for a 

membership in more than one group. We believe that this might reveal an interesting 

pattern for further research such as; companies with high leverage also tend to have high 

size. We need to recall here that table 4.1 showed that each group had at least 90 

companies. The highest number in table 5.2 is 23, which is not very high in comparison 

to the total of 90 companies. Also, there is no clear pattern to suggest that a low score in 

one of the variables leads to a high score in another variable.  

To start exploring the relationships between our variables, we decided to start simple 

with the most basic descriptive statistics. These would give us a first glance of what our 

data shows. After calculating the mean and standard deviation of each business 

competitor through the 61 days as described in chapter four, we made the groups A-F, 

summarized in table 5.2. These are the groups that match the hypotheses we made at the 

end of chapter 3. For this first test, we want to compare group A against group B, group 

C against group D and group E against group F to see if there are any differences in the 

means and standard deviations.  

a) Concentration 

 

Table 5.3: Descriptive statistics for low concentration (Group A) and high concentration (Group B). 
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b) Leverage 

 

Table 5.4: Descriptive statistics for low leverage (Group C) and high leverage (Group D). 

c) Size 

 

Table 5.5: Descriptive statistics for small size (Group E) and large size (Group F). 

For the first comparison, we notice that group A (low concentration) has a positive 

mean whereas group B (high concentration) has a negative mean abnormal return. Even 

though the differences are not so big, we see that companies in group A have slightly 

higher but negative abnormal returns than companies in group B on average, which is 

an inverse relationship.  

The third table comparing group E (small size) against group F (high size) shows the 

second biggest difference in means of the three tables. This is the table representing the 

independent variable of size. With group E scoring a slightly positive mean and group F 

a slightly negative average abnormal return, we observe an inverse relationship here too. 

The second table displaying the descriptive statistics for firm leverage variable shows 

the smallest difference in mean abnormal returns for its two test groups. Also, both 

means are positive.  

The standard deviations of the means in all six groups seem to be quite similar as they 

can all be rounded of to 1%. Also, the ranges of the abnormal returns in the different 

groups seem to be similar. The skewness in the different groups seems to differ quite a 

lot on the contrary. Perhaps an examination of the box plots for each group in the next 

section will help us see the effects of each standard deviation and the other descriptive 

statistics more clearly or at least identify any outliers.  

5.1.2 Box plots 

We drew boxplots to visualize some of the numbers in tables 5.3-5.5. 
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a) Concentration 

Figure 5.1: Comparison of median, range and outliers between low concentration (Group A) and high 

concentration (Group B). 
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Figure 5.2: Comparison of median, range and outliers between two companies in the lowest concentrated 

economic sector and two companies in the highest concentrated economic sector. 

Figure 5.1 shows the distributions of the median abnormal returns for Group A (lower 

concentration) against group B (higher concentration). The median for both groups is 

close and near zero, there is no clear difference. Taking each box with its whiskers, it is 

clear that group A is slightly higher than group B. Another distinction in this boxplot is 

that the outliers of group A all lie above the box whereas those of B lie below the box 

except for the one extreme outlier (observation 80), which further strengthens the 

evidence that group A has slightly higher abnormal returns on average. The figure also 

shows that the range between the 2nd quartile and the 4th quartile is bigger for group A 

than for group B. This is clear evidence of the high skewness we observed in table 5.1 

above for group A. In fact, we have observed the highest skewness in group A of all 

groups. 

To take a closer more extreme look at the effects of economic sector concentration on 

abnormal returns, we drew figure 5.2 which compares the two companies with the 

highest concentration with the two companies with the lowest concentration. The 

observations match those of figure 5.1 and table 5.1. It becomes more clear in figure 5.2 

that group A (lowconc1 and lowconc2) scores a higher median than group B (highconc1 

and highconc2). On average, we can see that the first two boxes (for the lowest 

concentration) are slightly higher than the last two boxes (for the lowest concentration). 

Also, most of the outliers for the high concentration boxes are below the boxes.  
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Table 5.1 shows us that group B has a slightly higher standard deviation (11.43%) than 

group A (10.78%), which is also reflected by the ranges of the two groups: 0.06 and 

0.08 respectively. Table 5.1 reported the smallest standard deviation difference between 

groups A and B of all the variables, and looking at both figures 5.1 and 5.2, it is difficult 

to tell which of the groups have longer boxes on average. 

Table 5.1 also calls our attention to the skewness in the two groups. Even though both 

are positive, the skewness in group A is a lot higher than that in groups B. Looking at 

just the box for group B in figure 5.1, the skewness almost looks slightly negative. 

Anyway, looking at the box plot for group A, it is clear that the abnormal returns are 

skewed to the right. Most abnormal returns for group A are concentrated on the lower 

side of the median, with extreme abnormal returns spreading out on the upper side of 

the box plot. This is shown by the many outliers at the top of the box in comparison to 

group B which has most of its outliers at the bottom of the box and only one extreme 

outlier on top.  

b) Leverage 

 

Figure 5.3: Comparison of median, range and outliers between low leverage (Group C) and high leverage 

(Group D). 
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Figure 5.4: Comparison of median, range and outliers between two lowest leveraged companies and two 

highest leveraged companies. 

For the leverage variable, we have figures 5.3 and 5.4. As in part A above, the first 

figure (5.3) includes all the business competitors in groups C and D. Figure 5.4 on the 

other hand focuses attention on the two companies with the lowest leverage against the 

two companies with the highest leverage. 

For figure 5.3, the first thing we observe is the difference in the range of the box plots. 

Whereas table 5.2 is not able to show this difference as it reports a range of 0.08 for 

both groups, figure 5.3 clearly shows that group D has a wider range than group C. 

Figure 5.4 highlights this difference as we can barely see the box plots for the 

competitors with the lowest range whereas the competitors with the highest leverage 

have clear box plots. Even though table 5.2 do not show this difference in the range 

statistic, it showed it in the standard deviation statistic with group C having a standard 

deviation of 0,009 and group D a standard deviation of 0,012. Another observation that 

has to do with range is the difference in outliers in figure 5.4. It is clear that the extreme 

companies for high leverage (group D) have more outliers, some of which spread to the 

boundaries of the box whereas the extreme competitors for group C have few outliers 

which are also very close to their boxplots. This is also indicative of the clear difference 

in range and standard deviation in the two groups.  
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Recall that we reported the smallest difference in means for the leverage variable in 

section 5.1.1. This seems to be true for the medians also. The medians in both figures 

5.3 and 5.4 are very close. The difference we see between the leverage and 

concentration variables though is that whereas we could observe the boxplots for group 

A to be slightly higher than those for group B, it is not as clear for groups C and D. 

Even figure 5.4 which should show the extremes between the highest and lowest 

leverage does not show clearly which box plots experience higher abnormal returns.  

Another feature that we took note of is that the box plot for “highlev2” has no space 

between the second quartile and the third quartile. We suspected that this might be 

indicative of the skewness differences between groups C and D, but table 5.2 proves the 

opposite with group C having a higher skewness (1.000) than group D (0.612). Perhaps 

these were circumstances affecting the particular company and they do not describe the 

tendency of group D’s reaction to bankruptcy announcements.  

c) Size 

 

Figure 5.5: Comparison of median, range and outliers between small size companies (Group E) and large 

size companies (Group F). 
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Figure 5.6: Comparison of median, range and outliers between two smallest size companies and two 

largest size companies. 

We have presented the box plots for the size variable in figures 5.5 and 5.6. As before 

the first of these two figures includes all the business competitors in groups E and F 

described in the previous chapter. The second figure (5.6) compares the two companies 

with the smallest market capitalizations with the two companies with the biggest market 

capitalizations. 

The first remarkable difference between the two groups here is range and standard 

deviation. For concentration, the difference in the length of the box plots for group A 

and B were not so different. The difference between groups C and D was noticeable. 

For the size variable, the difference in the lengths of the boxplots (including the 

whiskers) is not so evident in figure 5.5, but it becomes very clear in figure 5.6 where 

we see that the two companies with high size have considerably shorter box plots 

(smaller range). Even though figure 5.5 does not show this difference in range of the 

data between groups E and F, table 5.3 showed that the range difference and the 

standard deviation difference were biggest for the size variable.  

The second difference that we noticed between groups E and F is the skewness. tables 

5.1 - 5.3 showed that groups E and F showed the biggest difference in skewness and 

while this is not so obvious in the box plots, a close look at figure 5.5 shows that group 

E’s data is skewed to the right and group F’s data is skewed to the left.  
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The medians of groups E and F also seem close, but if we take into consideration all the 

data including the whiskers and outliers, we can see in figure 5.5 that the data for group 

E rises higher than that of group F. As we explained earlier in part 5.1.1, the biggest 

difference in this case was observed for the concentration variable with the size variable 

coming second and leverage having the smallest difference in mean.  

5.2 Correlation 

In regards to the significance of the correlations and multiple regression output, we 

accept a significance level of 5% for this research. We consider a significance level of 

1% very significant and in most cases we show this in our discussion of the results, but 

5% is the cutoff point. We will sometimes discuss results that are not significant at this 

level, but this is only in addition to the significant results and we make sure to point out 

what results are not significant.  

5.2.1 Group correlation with coding.  

For this section, we began by testing the relationships between the different groups of 

data. We wanted to check which of the opposite groups for each independent variable 

has a stronger reaction to bankruptcy announcements and in which direction the reaction 

is. For example, we wanted to check which of the groups A and B react more strongly 

to the announcements and whether this reaction is positive or negative. For this, we 

used the average abnormal returns for each of the companies in the groups A-F. 

a) Concentration (0 = coded concentration) 

 

Table 5.6: Correlation between abnormal returns of group A and group B with coding. 

For the concentration variable, we used only the competitors in groups A and B. We 

coded the companies in group A (low concentration) “0”, and those in group B (high 

concentration) were coded “1”. Table 5.6 shows a Pearson correlation of -0,168 which 

shows that companies in group B experience lower abnormal returns than those in group 

A. This correlation is significant at a 5% level. This is the same inverse relationship that 

was observed with the descriptive statistics in section 5.1.1 and with the box plots in 

section 5.1.2. The relationship has remained consistent looking at the evidence so far.  

 

 



 

 

 

55 Bankruptcy effect on competitors: Empirical study of US companies 

 

 

 

 

b) Leverage (1 = coded leverage) 

 

Table 5.7: Correlation between abnormal returns of group C and group D with coding. 

Following the same logic, we coded the competitors with low leverage with “0” and 

those with high leverage were coded “1”. Even though the significance of this 

correlation is weak, the results of table 5.7 report that group D experiences higher (more 

positive) abnormal returns than group C. These results are at par with those of the 

descriptive statistics in section 5.1.1. Also, the correlation is weakest for the leverage 

variable, just like the means of these two groups showed the smallest difference in part 

5.1.1 of all the independent variables.  

c) Size (2 = coded firm size) 

 

Table 5.8: Correlation between abnormal returns of group E and group F with coding. 

For the size variable, we coded companies in group E “0” and those in group F “1”. The 

results of this test are presented in table 5.8. The correlation, although less than that of 

concentration is still quite high and negative (-0.145). It shows an inverse relationship 

between company size and abnormal returns, which coincides with the results in both 

sections 5.1.1 and 5.1.2.  
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5.2.2 Correlation between the independent variables and abnormal returns for the 

61 days. 
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Table 5.9: Correlations between the abnormal returns of the 61 days and the three independent variables, 

as well as the correlation between the mean abnormal returns of 61 days and the three independent 

variables. 

For the entire group of 280 business competitors that we collected for the bankrupt 

companies, we ignored 11 companies because of some missing information on either 

their leverage ratios or firm size when the bankruptcy announcement happened. Table 

5.9 shows the correlations between the three dependent variables and the abnormal 

returns for all the 269 companies for which we managed to find data on all the 

independent variables. To draw the first row of this table for example, we found the 

correlation between the concentration of each of the 269 competitors and the abnormal 

returns for the 61 days we described earlier. This information would help us gauge how 

important the three variables are in determining the reaction to a bankruptcy. This table 

would also show which of the 61 days the biggest reactions happen. The 61 days have 

been labeled m30 to m1, 0, and p1 to p30, in which m means minus and p means plus. p 

20 for example means day plus 20 which is the 20th day after the announcement, m 15 

on the other hand means minus 15 which is the 15th day before the bankruptcy 

announcement. We have also added a row for the mean abnormal returns for each 

company for all 61 days to see how the companies’ mean abnormal returns are 

correlated to the three independent variables. 

To make sense of this table, we looked out for the correlations that were high and for 

which SPSS found significance. Luckily, SPSS helped us decide by drawing one star on 
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correlations with significance below 5% and drawing a second star on correlations that 

were significant at a 1% level. Examining the results, we have noticed that these are 

correlations above 12%. We have called attention to all these correlations by drawing a 

blue box around them and their respective significances.  

First, we were curious to see if the evidence for the three different variables that we 

have seen in the tests above holds in this test as well. We wanted to see if the inverse 

relationships for concentration and size and the positive correlation for leverage are 

proven here too. We quickly realized that it is not so clear in table 5.9 because leverage 

and concentration both seem to report both positive and negative significant (blue boxed) 

correlations on the different days. For size, we observe no significant correlations 

according to our 5% significance standard. Naturally, we decided to find the sum of the 

significant correlations for each of the two variables that showed significant correlations 

as our base for decisions. This would cross the negatives out against the positives and 

we can see which direction wins. For concentration, this sum is -1.54. For leverage, the 

sum of significant correlations is -1.122. This method however focuses on the direction 

of the correlations (positive or negative) and ignores the strength of the correlations in 

the two variables. We therefore further calculated the average of the significant 

correlations for the two independent variables (ignoring the negatives and positives). In 

this test, leverage (0.1948) scored slightly higher than concentration (0.1862). 

As we mentioned earlier, we were also interested in finding out which days the 

strongest effects are observed. This is good for further research as they will know which 

days are most important to focus on when performing their tests. Because of the many 

days that we wanted to explore, we were forced to divide table 5.9 into different 

sections. For this test, we have considered days m10 to p10 as time section 1, days m20 

to m11 and p11 to p20 as time section 2, and m30 to m21 and p21 to p30 (the furthest 

days from the announcement) as time section 3. The next step was then to count how 

many blue boxes (strong significant correlations) each time section has for each variable. 

For concentration, time section three was the winner with 9 blue boxes. Time sections 

two and one had a tie with five blue boxes each. For leverage, time section two won 

with 7 blue boxes, but time section 3 was not far behind with its 6 blue boxes. Section 1 

had 5 blue boxes. In general, time section 3 seems to have the highest number of strong 

significant correlations, followed by time section 2. Section 3 and 2 are very close in 

this test. 

5.2.3 Correlation between highest and lowest two companies for each independent 

variable.  

For this test we use the two most extreme companies in each group A-F. For example, 

the leverage variable is covered by groups C and D. We therefore locate the two 

companies with the lowest leverage in group C and name them “lowlev1” and 

“lowlev2”. We also find the two companies with the highest leverage in group D and 

name them “highlev1” and “highlev2”. We then collect the abnormal returns for these 

four companies and test the correlations between them in part b) of this section. We 

want to test the correlation of the lowest against that of the highest for each variable. 

Since some correlations in the past have been somewhat weak, we decided to focus on 

the two extreme companies in each group for this test to see more clearly if the variables 

influence the bankruptcy effect.  
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a) Concentration 

 

Table 5.10: Correlations of the abnormal returns between two companies in the lowest concentrated 

economic sector and two companies in the highest concentrated economic sector.  

This table clearly shows that “lowconc1” and “lowconc2” are highly correlated with 

each other (40.4%). Also, the “highconc1” and “highconc2” are highly correlated (56%). 

But mixing low concentration and high concentration gives much lower correlations in 

abnormal returns. The four correlations for this are 9.7%, 11.7%, 10.1% and 0.5%.  
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b) Leverage 

 

Table 5.11: Correlations of the abnormal returns between two lowest leveraged companies and two 

highest leveraged companies. 

For leverage, the correlation differences are not as obvious as those of concentration 

above. “highlev2” is negatively correlated with “highlev1” and “lowlev2”, whereas 

“highlev”1 is positively correlated with the low leverage competitors. We think that this 

is because of other factors other than leverage characteristics. For the test we are trying 

to make, we can still see a higher correlation between “lowlev1” and “lowlev2” (15.2%) 

and between “highlev1” and “highlev2” (-14.9%) than the correlations we observe when 

we mix the highest leveraged competitors with the lowest leveraged competitors (5.8%, 

2.7%, 12.4% and -1.4%). However, the differences in correlations are not as dramatic 

for leverage as they are for concentration in part a) above. 

c) Size 

 

Table 5.12: Correlations of the abnormal returns between two smallest size companies and two largest 

size companies. 
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For the size variable, we observe that “lowsize2” is negatively correlated with all the 

other companies. We believe here too, that the size of a company is not an explanation 

for this since “lowsize1” is positively correlated to the other companies. Moving on to 

the purpose of this test, it seems that the size variable does not show the same results as 

the concentration variable. The correlation between “highsize1” and “highsize2” and the 

correlation between “lowsize1” and “lowsize2” do not seem to be higher than the 

correlations that result from mixing high size companies with low size companies at 

first glance (ignoring the negative and positive signs on the correlations). To make sure, 

we found the average correlation from keeping large size separate from small size to be: 

(0.197+0.139)/2 = 0.168. We calculated the average correlation when mixing large size 

and small size to: (0.169+0.159+0.225+0.081)/4 = 0,1585. On average, the difference 

between these two answers is less than 1%.  

5.3 Scatter plots and Multiple Regression 

5.3.1 Scatter plots 

The goal in this section is to take a look at the regression line that best fits the data for 

our independent variables. For the concentration for example, we will check how steep 

the regression line is when we plot the economic sector concentration of our 269 

competitors described above against the abnormal returns for the companies. Because 

we have 61 days to consider, we do not have time to draw and examine regression lines 

for each of them. The mean abnormal returns for each company are a good summary for 

all the 61 days, so we will examine this first. We will also examine the day of the 

announcement, the day after and the day before because these are the closest days to the 

announcement. We have also presented the days in intervals of 5 from day zero, just to 

check for any unexpected results and to make the average (last row of table 5.13 more 

accurate). We have specifically chosen to examine multiple correlation output for the 

last two days in time section 3 since it has proven to be important in section 5.2.2 (both 

p30 and m30 had significant correlations for both leverage and concentration in table 

5.9 which none of the other days in time section 3 had). 
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Regression lines (r
2
) 

 

Table 5.13. Summary of the scatterplot regression lines for chosen days.  

Because the scatterplots are big and many, we have decided to place them in appendix 1. 

Table 5.13 is a summary of the important information extracted from the scatter plots. 

These numbers are the r
2
 for the linear regression line that has been drawn through the 

data in each of the scatterplots in appendix 1. R
2
 is the measure of the slope of the 

regression line for each scatterplot. When looking at the scatterplots, it is important to 

note that the scales used for the different scatter plots are different. This means that a 

highly inclined regression line does not necessarily indicate high correlation between 

the variables. The r
2
s that have been summarized in table 5.13 above are fair measures 

of the regression lines for the data.  

Looking at the regression line for the mean (second row of table 5.13) that summarizes 

the abnormal returns for all the 61 days, the slope is steepest for the concentration 

variable. However, leverage has the highest r
2
 on most of the chosen days and the 

average. The least steep slope is that of the regression line for size. To explore this 

further, we calculated the averages of r
2
 for the three independent variables for the days 

that we have chosen to explore in this section (last row). Again, the size variable has the 

least score. However, concentration that had a strong first position before now comes 

into the second position. However, leverage is not winning by as high a margin as 

concentration won with in the second row of the table. 

5.3.2 Multiple Regression 

In this section, we want to test multiple regression for the three independent variables. 

This will tell us if the three variables together explain the bankruptcy effects better than 

either one of them on its own (which we have already observed in table 5.13). Multiple 

regression gives the same answer as the regression line in the scatterplots described 

above, but it complements the scatterplots by letting us know how well the regression 

line fits the data by showing us the significance of each variable and the actual 
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coefficients for each independent variable in the model. Because the results from the 

multiple regression did not show great improvements to the model explaining the 

abnormal returns from adding more variables, we will not explore as many days as we 

did for the scatterplots above. We decided to look at the mean for all the 61 days since it 

is a good summary of the 61 days as opposed to examining the output for all 61 days 

individually. We will also look at the output for day 0 (the bankruptcy announcement 

day) to see if there any changes in the vital numbers of the multiple regression output. 
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a) Dependent variable: mean abnormal returns m30 to p30 

 

Table 5.14: Multiple regression for the three independent variables and the mean abnormal returns of the 

61 days. 

First, we took a look at the output for the mean abnormal returns for each company for 

all the 61 days as this generalizes the behavior of the returns for the entire period of 

interest. The most important output here is the r, which in this case is 16%. The r square 

in this case is about 2.6%. Looking at the model summary part of this table, we can see 

that the standard error of estimate is quite small, which is good. The ANOVA table tells 

us how well the model fits. The regression sum of squares is very small, which means 

the model does not fit so well and the significance here is above 5%, so the regression 

and residual sum of squares output is not significant. Moving our attention to the 



 

 

 

65 Bankruptcy effect on competitors: Empirical study of US companies 

coefficients part of table 5.14, we can see that the results are significant for the constant 

and for the concentration variable, but are not as reliable for leverage and size. Another 

important piece of information from this table is that the leverage variable now has an 

inverse relationship with abnormal returns, which contradicts evidence from before. It is 

important to remember here that this result is not significant. 

b) Dependent variable: Day 0 

 

Table 5.15: Multiple regression for the three independent variables and the day 0 abnormal returns. 

In comparison to the output in table 5.14 above, the result for r has become slightly 

higher (16.6%) with the dependent variable as day 0. The standard error of estimate for 
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this result however has become higher. In addition, the regression sum of squares as a 

percentage of the total sum of squares has become smaller when the dependent variable 

is day 0. It changes from 3.7% to 2.7%. This points to the fact that using the mean 

abnormal returns for all 61 days as the dependent variable in this multiple regression 

test gives a better model fit (with the independent variables) than using the abnormal 

returns for the bankruptcy announcement day. Another difference between the outputs 

in tables 5.14 and 5.15 is that in the coefficients part of table 5.14, only the 

concentration variable was significant. In table 5.15 however, only the coefficient for 

leverage is significant at a 5% level. The coefficient for size is always very far from 

significant in both cases, pointing to its weakness as an independent variable in the 

model that explains abnormal returns for surviving competitors. 

We have presented our empirical results for our research, in the aspect of mean, 

standard deviation, correlations, scatterplot and multiple regression. In the analysis 

chapter we will analyze these findings and discuss if we accept or reject the hypothesis 

that were set in chapter 3.  
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In this chapter, we will discuss the observations that we have found in the previous 

chapter. This will be done in connection to the theories that we discussed in chapter 3, 

from which we derived the three hypotheses at the end of chapter 3. As the hypotheses 

are based on the three independent variables that we have discussed throughout the 

entire thesis, the analysis chapter will be divided accordingly.  

6.1 Concentration  

When reading this entire chapter, it is important to keep in mind that the numbers in 

chapter 5 are small partly because we chose to analyze abnormal returns as opposed to 

the actual returns of the competitors. The differences between the groups A-F that seem 

too small to matter are therefore not necessarily small or insignificant. 

For the concentration variable, we set out to test the following hypothesis: 

Hypothesis 1: Highly concentrated economic sectors experience competitive effect 

whereas low concentrated economic sectors are dominated by contagion effect. 

Firstly, the results in table 5.10 proved that there is a difference in the way groups A and 

B react to chapter 11 bankruptcies. The test done in table 5.3 (the means for groups A 

and B) shows that the higher the concentration in an economic sector, the lower the 

abnormal returns experienced by the business competitors. Figure 5.2 which took the 

concentration - abnormal returns relationship to the extreme agrees with the mean in 

table 5.1 that the higher the economic sector concentration, the lower the abnormal 

returns and vice versa. In the coding test, table 5.6 reaffirms this result from table 5.4 

because it means that companies in highly concentrated economic sectors get lower 

abnormal returns than those in low concentrated economic sectors. It proves the inverse 

relationship between economic sector concentration and abnormal returns. The sum test 

performed in section 5.2.2 also supports the same conclusion about the concentration 

variable.  

From the three tables 5.3 - 5.6, it is clear that the biggest difference between means is in 

the first table (A against B), which would imply that abnormal returns are reacting 

strongest to the concentration variable of the three independent variables. Turning our 

attention to the second row of table 5.13 which shows the regressions attained from the 

scatter plots, the results imply once again that concentration is more important than the 

other two variables in deciding the abnormal returns of the surviving business 

competitors in the economic sector.   

The standard deviation tells us how widely dispersed the abnormal returns are in each of 

the groups. Regarding this aspect, table 5.3 managed to pick up the difference in 

standard deviation that is not clear in the box plots (figures 5.1 and 5.2). That group B 

has a higher standard deviation means that the abnormal returns to be expected for 

competitors in highly concentrated economic sectors are not as stable as those in low 

concentrated economic sectors. Table 5.3 also shows the skewness in the two groups. 

Generally the results on this issue mean that the abnormal returns of group A are more 

spread out to the positive side than those of group B and there is a higher chance of an 

extremely high abnormal return happening in group A than in group B. 
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For concentration, the conclusions from past researchers are divided in two groups with 

Lang & Stulz (1992), Iqbal (2002) and Cheng & McDonald (1996) concluded that high 

concentration yields competitive effect, and Haensly et al. (2001) and Ferris et al. (1997) 

failed to find the connection between concentration and bankruptcy effect. In fact, 

Haensly et al. (2001)’s tests failed to find competitive effect for any of the competitors 

in its sample. The tests we have performed in chapter 5 have shown us that 

concentration and abnormal returns have an inverse relationship. Almost all the tests 

have shown that concentration is the strongest determinant of abnormal returns of the 

three independent variables that we chose to test. For the hypothesis we set about 

concentration, we conclude that competitors in highly concentrated economic sectors 

experience contagion effect and competitors in low concentrated economic sectors 

experience competitive effect. We therefore reject the first hypothesis. Our conclusion 

contradicts with the conclusions of the old researchers that found a positive relationship 

between concentration and abnormal returns. Whereas they found competitive effect for 

highly concentrated industries, we found contagion effect for highly concentrated 

economic sectors.  

6.2 Leverage  

Regarding the leverage effect on the bankruptcy announcement effect, we have brought 

up the hypothesis in chapter 3, which is “Highly leveraged firms experience contagion 

effect whereas firms with low leverage are dominated by competitive effect.” In the 

following part we will analyze the empirical findings which we presented in chapter 5. 

According to chapter 5, the statistical tests confirm that there is a relationship between 

the degree of leverage and abnormal returns, although the correlation is somewhat 

weak. Even though the second row of table 5.13 does not show leverage as the strongest 

variable, the chosen days seem to have steepest slopes for the leverage variable, 

meaning that it plays a great role in determining the abnormal returns of a business 

competitor in face of an economic sector bankruptcy. Table 5.11 indicates that the firms 

with high leverage react in a different way towards the bankrupt announcement from 

low leverage firms, which confirms that there is a relationship between the level of 

leverage and abnormal returns. The skewness for the leverage groups presented in table 

5.3 is the smallest of all variables. This means that the distribution of the data for the 

leverage variable is the most normal. 

The difference in range and standard deviation proved by figure 5.4 means that 

companies with high leverage have more unstable abnormal returns than those with low 

leverage. To explain this, we believe that high leveraged companies take high risks, so 

they experience more extreme situations than the low leveraged firms. From the 

evidence presented so far, we can see a positive relationship between the degree of 

leverage and abnormal returns. 

Table 5.4 and 5.7 have consistently presented that when the leverage is high, companies 

enjoy more abnormal returns. However, we have to notice that the correlation in table 

5.7 is not significant and the difference between the means of groups C and D in table 

5.4 is very small. This is therefore very weak evidence of a positive relationship. On the 

other hand, when testing the correlation between leverage and each of the 61 days in 

table 5.9, it turned out that most significant results (12/18) showed a negative 

relationship between leverage and abnormal returns. The sum of the significant 

correlations is also negative. This evidence is contradictory to the evidence discussed in 
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the previous paragraph as it is showing an inverse relationship between abnormal 

returns and leverage. Table 5.9 also showed that on day 0, which is the bankruptcy 

announcement date, the high leveraged firms suffer from less abnormal returns than the 

companies with low leverage. If one considers only the significant results in table 5.9, 

the conclusion would be an inverse relationship between abnormal returns and leverage. 

To further support this evidence, most of the scatter plots in appendix one for leverage 

have a negative slope, which suggests an inverse relationship between leverage and 

abnormal returns.  

Recalling the past research that we discussed in chapter 3, researchers proved that the 

degree of leverage is relevant to the bankruptcy announcement effect. Researchers such 

as Iqbal (2002) succeeded in proving that high leveraged companies enjoyed 

competitive effects. Haensly et al. (2001) found proof that the level of leverage is 

relevant but he failed to find a positive relationship between firm leverage and returns. 

Ferris et al. (1997) also failed to prove that high leveraged companies experience 

competitive effects. Lang & Stulz (1992) on the other hand came to the opposite 

conclusion in which they proved that it is low leveraged companies that enjoy 

competitive effect. Based on the evidence discussed above, we are inclined to conclude 

that high leveraged companies experience lower abnormal returns than low leveraged 

companies. However, the results on whether the bankruptcy effects for these two groups 

are contagion or competitive is inconclusive, so we cannot accept or reject the 

hypothesis. As mentioned above, the findings regarding the relationship between the 

level of leverage and bankruptcy effect on returns differ among past researchers. We 

agreed with them that the degree of leverage was relevant to the returns of the 

competitors exposed to the bankruptcy announcement effects. However, like some past 

researchers, for example Haensly et al. (2001) and Ferris et al. (1997), who failed to 

come to the conclusion on contagion or competitive effect, our findings on this leverage 

variable were inconclusive. 

6.3 Size  

The last independent variable to be explored is the firm size. The hypothesis that we had 

in chapter 3 is “Large sized competitors experience competitive effect whereas small 

sized competitors experience contagion effect.”  

The range of Group E is also wider than that of Group F in figure. 5.5, with the upper 

side of the boxplot being more spread, which is more obvious when we take a look at 

figure 5.6. This supports the skewness results observed in table 5.5. For the large size 

firms, the negative skewness is observed in figure 5.5 and it means that abnormal 

returns spread out more to the negative side. Either way, it is clear that companies with 

large sizes experience more controlled abnormal returns than those with small sizes. 

This is perhaps because they have less liquid assets to ride out a crisis or maybe because 

stakeholders trust big established companies more in the face of a crisis so the returns 

do not stagger so much.  

Table 5.5 has clearly shown the difference between Group E and Group F. Group E, 

which shows the companies with smaller size, has more abnormal returns than Group F 

(the larger size companies). Size had the second biggest difference in means here, which 

implies that it is a more important variable than leverage. The correlation tests for firm 

size failed to show significant results in most cases, but table 5.8 came close. It 

demonstrated a negative relationship between the firm size and abnormal returns, which 
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means the smaller the size, the more abnormal returns the firm enjoys. Table 5.9 

showed the single day abnormal returns correlation with the firm size, with no 

significant correlations, but we can still see that 33 days out of 61 had the negative 

relationship, which is more than the days experiencing the positive correlations. Since 

the correlations are not significant, we cannot consider it as strong evidence that the 

small size companies enjoy more abnormal returns. However, since the other tests have 

shown the same results, it is somewhat credible.  

Like the other two independent variables, we also tested the correlations between the 

two largest size and the two smallest size companies. According to table 5.10, the 

correlations between the two largest size and the correlations between the two smallest 

sizes are not higher than mixing the correlations between highest and lowest size, which 

means that the abnormal returns for largest companies in our sample do not behave 

significantly different from the abnormal returns experienced by the smallest 

companies. Based on the results of the means for the leverage and size groups, it 

seemed like size was a more important variable than leverage, but the results from 

section 5.2.3 contradict this. 

The last statistical tests that we did are the scatterplots, in which we aimed at reading 

the regression line, and the multiple regression, which is a complement to the 

scatterplots. In the scatterplots summary (table 5.13), we can see that among the three 

independent variables, the firm size has the least slope, which also indicates a very weak 

relationship between the firm size and the abnormal returns in comparison to the other 

two variables. When reading the table 5.12 and 5.13, the coefficients for size are the 

least significant in comparison to the significances of the other variables. 

For the independent variable of firm size, Lang& Stulz (1992), Akhigbe et al. (2005) 

and Ferris et al.  (1997) all concluded that large size competitors are faced with 

contagion effects as explained in our theoretical framework. For the small sized rivals, 

Ferris et al. (1997) concluded that they are also faced with contagion effect whereas 

Akhigbe et al. (2005) did not find a connection here. In our tests, we found the size 

independent factor to have the least significant correlation to abnormal returns of the 

three tested factors. Perhaps this is the reason it has not been widely researched in the 

past. Most of our evidence regarding firm size is weak, but it shows an inverse 

relationship between firm size and abnormal returns. The third hypothesis is therefore 

rejected and our conclusion is that small sized competitors experience competitive 

bankruptcy effects whereas large size competitors experience contagion effects. Our 

conclusion on large size competitors agrees with past researchers’ findings, but Ferris et 

al. (1997)’s conclusion on small size competitors contradicts with ours as we found 

competitive effect in this case.  

6.4 General observations 

The first general observation we will discuss was made in section 5.2.2. Part of our 

interest in this section was to find out which of the days around the bankruptcy 

announcement date experienced the strongest effects. We hope that this conclusion will 

help further researchers pinpoint a more specific period to look for bankruptcy effects 

so as to save time. This will give them time to deepen their research. We have divided 

the 61 days into three “time sections” as explained in chapter five. Looking at the 

average number of boxes in each time section, section 3 had the most, followed closely 

by section two. Time section 1 had the least number of significant and high correlations. 
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Based on this evidence (from table 5.7), it seems like the days closest to the bankruptcy 

announcement date have the smallest reactions to the bankruptcy announcement. This is 

different from what one would expect. The explanation could perhaps be market 

inefficient in that stock prices are taking a long time to react to the news for the higher 

reactions long after the announcement. For the reactions long before the announcement, 

it seems that people are reacting very early before the bankruptcy announcement is 

confirmed, basing their reactions on rumors.  

The other general point concerns the model that uses our three independent variables to 

predict the abnormal returns of a business competitor. This test is done in sections 5.3.2 

and 5.3.1. Comparing the r2 in table 5.12 (0.021) (for mean of m30 to p30/ 

concentration) to the r2 in table 5.13 (0.026), we can see a slight increase. Leverage and 

size have lower r2s individually, so concentration is the most explanatory variable in 

this case. This means that adding the other two independent variables to the model 

explains the abnormal returns more, but not much more. It means that concentration was 

doing a good job of explaining the abnormal returns before the other two variables were 

included. Even then, it is clear that this model does not fully explain the variation in the 

abnormal returns of the business competitors. It is very probable that there are other 

factors that are responsible for deciding how much abnormal returns a certain company 

experiences when a business competitor files for chapter 11 bankruptcy. Some of these 

were suggested in the past research articles that we discussed in chapter 3. For example, 

Haensly et al. (2001, p. 62) suggested that business risk could be a factor and Zhang 

(2010, p. 1721) suggested credit quality of the company as another possible variable. 

We also produced multiple regression output for day 0 (the bankruptcy announcement 

date), mostly for comparison purposes. Here, leverage had the highest the individual r2 

in table 5.13 row 3 (0.024). Looking at the comparable r2 in table 5.15 (0.028), we 

observe an increase. This means that the model is made better by including 

concentration and size as opposed to just having leverage. Because the ANOVA table 

sections in both table 5.8 and table 5.9 are not significant at a 5% level, the proof in this 

section (5.2.3) cannot be considered significant enough to base conclusions on. 

In this chapter, we have discussed the results from testing the hypotheses that are related 

to the three independent variables, and we also connect the discussion to previous 

research in chapter 3, comparing our findings with what past researchers found. The 

final chapter of the thesis will present our conclusions of the research.  
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7.1 Conclusions 

In the last chapter of the thesis, we will present our conclusions of the research based 

on the previous chapters. Then we will discuss the reliability and validity of the results 

from the empirical findings. Finally further research will be suggested for future 

researchers. 

The purpose of this research is to investigate if a chapter 11 bankruptcy announcement 

affects business competitors’ stock returns in the US. To answer the question, we 

brought up three variables to test if they have influence on the bankruptcy effect, which 

are economic sector concentration, firm leverage and firm size. We wanted to test if 

competitors with different degree of concentration, leverage and firm size would be 

affected differently by the bankruptcy announcement. The sample of our study is based 

on 27 economic sectors, with one bankrupt firm in each economic sector during the year 

2004 to 2012. We have limited the number of business competitors to a maximum of 

fifteen per economic sector. The number of competitors is 280 in total and our research 

on the bankruptcy effects focuses on the time period from 30 days before till 30 days 

after the bankruptcy announcement date. The results of this research help people 

understand more about the indirect effects of the bankruptcy, in addition to helping 

investors and market analysts make better decisions when considering investing in an 

economic sector with a possible coming bankruptcy. 

The answer to the main research question is that in the US, a chapter 11 bankruptcy 

announcement does affect business competitors’ stock returns. The three independent 

variables indeed have influence on the bankruptcy announcement effects. However, the 

correlations between the three variables and competitors’ stock abnormal returns are 

quite weak, among which concentration is the strongest determinant of abnormal 

returns. We found an inverse relationship between concentration and abnormal returns. 

Competitors in highly concentrated economic sectors experience contagion effect, while 

competitors in low concentrated economic sectors enjoy competitive effect. This 

contradicts with the findings of the past researchers that high concentrated companies 

experience competitive effect and firms with low concentration suffer from contagion 

effect. For the leverage, we were not able to draw a conclusion on whether it is a 

contagion or a competitive effect that high or low leveraged competitors will experience 

when facing a bankruptcy within the same economic sector. However, the companies 

with high leverage earned less abnormal returns than the ones with low leverage 

according to the tests discussed in chapter 6. The past researchers had different findings 

on this point, and some of them failed to prove the contagion or competitive effect as 

well. From our study, we have the weakest evidence for the relationship between firm 

size and abnormal returns. The relationship is inverse, with competitors in large size 

experiencing the contagion effect while small sized ones enjoy competitive effect. Our 

conclusion is consistent with the past studies in terms of large size competitors 

experiencing contagion effect.  

Based on the results of the research, the managers of the companies would have 

awareness of what to expect when facing bankruptcies in their economic sector. They 

will know if there is a contagion or competitive effect on their own companies 

depending on the characteristics of the economic sector and the companies. If investors 

are interested in investing in an economic sector that is included in our research with a 
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bankruptcy event, they can choose a relatively low concentrated one with small size. 

However, since concentration has the strongest correlation with the abnormal returns 

and firm size is weakest related to abnormal returns, investors can take more 

consideration of concentration than firm size.    

7.2 Reliability and validity. 

In the previous chapters we have presented our empirical findings and analyzed the 

results. We came to the conclusions that were presented above, which we think it will 

be helpful to the investors and market analysts. It is very important to discuss the 

reliability and validity of the results for the investors and market analysts to be able to 

generalize the results. Most of the weaknesses of our research have already been 

discussed at length in chapter 2, so here, we bring up the more general concerns, 

especially those realized after the empirical tests. As our time frame for the research 

included a special time, the financial crisis, it is difficult to guarantee that the 

correlations between the three independent variables and the bankruptcy effect will still 

be the same in a different time period. As we explained earlier, we have adopted 

procedures to deal with this to the best of our knowledge. Since we do not live in the 

US, there could be other factors affecting our timeframe that we are unaware of. 

Therefore, if the investors and market analysts want to take our results as a reference, 

they should consider their current market conditions before making any decisions. In 

addition, since the results of the firm size’s influence on the bankruptcy effect in our 

research are not strong and significant, it is hard for the investors to evaluate the size’s 

effect on bankruptcy based on our research. This could have been caused by lack of 

sources because of financial constraints, so the size variable should not be ruled out.  

7.3 Contribution of our research 

To avoid repetition, we will only stress the practical contributions of our results in this 

section. Based on the results of the research, the managers of the companies will have 

awareness of what to expect when facing bankruptcies in their economic sector. They 

will know if there is a contagion or competitive effect on their own companies 

depending on the characteristics of the economic sector and the companies. If investors 

are interested in investing in an economic sector that is included in our research with a 

bankruptcy event, they can choose a relatively low concentrated one with small size. 

However, since concentration has the strongest correlation with the abnormal returns 

and firm size is weakest related to abnormal returns, investors can take more 

consideration of concentration than firm size. As we explained earlier, investors reading 

the results of this report will be better informed about the effects of bankruptcy so they 

will not over react or under react taking a stock price far away from its optimum price.  

7.4 Suggestions for further research 

In this part we would like to give some suggestions for further research using the 

knowledge that we have attained from doing our research. We think this topic is 

interesting to continue exploring if future researchers can get access to better databases, 

such as COMPUSTAT or Marketline. By better, we mean that the databases should 

provide more chapter 11 bankruptcies and perhaps find a website that closely connects 

competitors to the bankrupt companies using economic sector codes or something 

similar. We also feel that a lot of new knowledge on this topic could be created if future 

researchers can investigate the topic in other markets other than United States under 
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both past and future time periods since most of the published articles we have found 

investigate US industries. 

The multiple regression analysis indicated that the three independent variables in our 

research: economic concentration, firm leverage and firm size could not explain the 

dependent variable, abnormal returns, very well. Therefore, we believe that there should 

be some other variables that can explain the model. As mentioned in chapter 3, there are 

some variables that past researchers have suggested to this end such as credit quality 

and business risk. The past research we have found has not done a multiple regression 

analysis and has therefore failed to recognize this problem. Adding more independent 

variables to thesis research topic would improve the model explaining bankruptcy effect 

better and remind the market analysts to consider more factors when evaluating a 

bankruptcy event.  

The third suggestion is about the best time period to be explored for the bankruptcy 

announcement effect. As we discussed in chapter 6, in time section 3 in our research, 

which is day (-30, -21) and day (21, 30), the furthest day from the announcement, the 

abnormal returns are most affected by the bankruptcy announcement. Therefore we 

suggest that future researchers can focus on this time section to explore this topic. Since 

the pattern shows that the days far away from the bankruptcy announcement day 

experience the bankruptcy effect more, it might be worthwhile to explore days even 

further away than m30 and p30. Within this time section, we have observed more 

significant correlations for our independent variables, which can be a hint for the 

investors or the market analyst when they make decisions on the investments. 

Finally, as we discussed about Akhigbe et al. (2005)’s research, there are some specific 

stakeholders that would be influenced by bankruptcy announcements. They found no 

significant effect on creditors and institutional investors for their case study of the 

WorldCom bankruptcy. It would be interesting to research more than just these two 

stakeholders in the study and how they are affected by chapter 11 bankruptcy 

announcements. Also, further researchers could perhaps investigate stakeholders for 

more than just a case study. 

In order to have a deep research into this topic, we think it would be good for future 

researchers to conduct a case study in one specific industry to explore the bankruptcy 

effect on competitors within the same industry or maybe a spillover effect to another 

industry. For example, automobile industry maybe an interesting sector to study. As we 

discussed in chapter 3 this industry is highly concentrated and if one of the biggest firm 

goes bankrupt, this event probably has a big effect on competitors. The Chrysler case 

for instance would be a good case to study. Another example is the legendary Lehman 

Brothers bankruptcy in financial industry. This case can be studied to explore the 

spillover effect of Lehman Brothers bankruptcy to other industries, such as real estate 

industry as we all know. 

The final suggestion is the spillover effect of bankruptcy announcement from one 

continent to another. The bankruptcy announcement of a company does not only affect 

the industries in its own country, it probably spreads to other countries and maybe even 

continents. Take our research for example, we are aware that some bankruptcies in 

some industries in US affect the competitors or other stakeholders in Europe, but due to 

the limitation of getting access to the relevant database of the bankruptcy data in 

Europe, we can only focus our research of the bankruptcy on US. The future researchers 
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can continue to explore the topic in the aspect of the spillover effect of bankruptcy 

announcement across the continents. 
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APPENDIX 1: Scatterplots of abnormal returns for the chosen days against the 

three independent variables. 

 

a) Concentration 

 

Exhibit 1.1:  Scatterplot for the relationship between the mean abnormal returns of 61 

days and concentration.
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Exhibit 1.2: Scatterplot for the relationship between the abnormal returns of day 0 and 

concentration.

 
 

 

Exhibit 1.3: Scatterplot for the relationship between the mean abnormal returns of day 

p1 and concentration.
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Exhibit 1.4: Scatterplot for the relationship between the abnormal returns of day m1 

and concentration.

 
 

Exhibit 1.5: Scatterplot for the relationship between the abnormal returns of day p5 and 

concentration.
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Exhibit 1.6: Scatterplot for the relationship between the abnormal returns of day m5 

and concentration.

 
 

Exhibit 1.7: Scatterplot for the relationship between the abnormal returns of day p10 

and concentration.
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Exhibit 1.8: Scatterplot for the relationship between the abnormal returns of day m10 

and concentration. 

 

 
 

Exhibit 1.9: Scatterplot for the relationship between the abnormal returns of day p15 

and concentration.
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Exhibit 1.10: Scatterplot for the relationship between the abnormal returns of day m15 

and concentration.

 
 

Exhibit 1.11: Scatterplot for the relationship between the abnormal returns of day -1 

and concentration.
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Exhibit 1.12: Scatterplot for the relationship between the abnormal returns of day m20 

and concentration.

 
 

Exhibit 1.13: Scatterplot for the relationship between the abnormal returns of day p25 

and concentration.
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Exhibit 1.14: Scatterplot for the relationship between the abnormal returns of day m25 

and concentration.

 
 

Exhibit 1.15: Scatterplot for the relationship between the abnormal returns of day p30 

and concentration.
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Exhibit 1.16: Scatterplot for the relationship between the abnormal returns of day m30 

and concentration.
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b) Leverage 

 

Exhibit 1.17: Scatterplot for the relationship between the mean abnormal returns of 61 

day and leverage.

 
 

Exhibit 1.18: Scatterplot for the relationship between the abnormal returns of day 0 and 

leverage. 
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Exhibit 1.19: Scatterplot for the relationship between the abnormal returns of day 

p1and leverage.

 
 

Exhibit 1.20: Scatterplot for the relationship between the abnormal returns of day 

m1and leverage
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Exhibit 1.21: Scatterplot for the relationship between the abnormal returns of day  

P5 and leverage. 

 
 

Exhibit 1.22: Scatterplot for the relationship between the abnormal returns of day m5 

and leverage.
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Exhibit 1.23: Scatterplot for the relationship between the abnormal returns of day p10 

and leverage.

 
 

Exhibit 1.24: Scatterplot for the relationship between the abnormal returns of day m10 

and leverage.
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Exhibit 1.25: Scatterplot for the relationship between the abnormal returns of day p15 

and leverage. 

 

 
 

Exhibit 1.26: Scatterplot for the relationship between the abnormal returns of day m15 

and leverage.
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Exhibit 1.27: Scatterplot for the relationship between the abnormal returns of day p20 

and leverage.

 
 

Exhibit 1.28: Scatterplot for the relationship between the abnormal returns of day m20 

and leverage.
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Exhibit 1.29: Scatterplot for the relationship between the abnormal returns of day p25 

and leverage.

 
 

Exhibit 1.30: Scatterplot for the relationship between the abnormal returns of day m25 

and leverage.
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Exhibit 1.31: Scatterplot for the relationship between the abnormal returns of day p30 

and leverage.

 
 

Exhibit 1.32: Scatterplot for the relationship between the abnormal returns of day m30 

and leverage.
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c) Size 

 

Exhibit 1.33: Scatterplot for the relationship between the mean abnormal returns of 61 

days and size.

 
 

Exhibit 1.34: Scatterplot for the relationship between the abnormal returns of day 0 and 

size. 
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Exhibit 1.35: Scatterplot for the relationship between the abnormal returns of day p1 

and size.

 
 

Exhibit 1.36: Scatterplot for the relationship between the abnormal returns of day m1 

and size.
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Exhibit 1.37: Scatterplot for the relationship between the abnormal returns of day p5 

and size.

 
Exhibit 1.38: Scatterplot for the relationship between the abnormal returns of day m5 

and size.
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Exhibit 1.39: Scatterplot for the relationship between the abnormal returns of day p10 

and size.

 
 

Exhibit 1.40: Scatterplot for the relationship between the abnormal returns of day m10 

and size.
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Exhibit 1.41: Scatterplot for the relationship between the abnormal returns of day p15 

and size.

 
 

Exhibit 1.42: Scatterplot for the relationship between the abnormal returns of day m15 

and size.
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Exhibit 1.43: Scatterplot for the relationship between the abnormal returns of day p20 

and size.

 
 

Exhibit 1.44: Scatterplot for the relationship between the abnormal returns of day m20 

and size.
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Exhibit 1.45: Scatterplot for the relationship between the abnormal returns of day p25 

and size.

 
Exhibit 1.46: Scatterplot for the relationship between the abnormal returns of day m25 

and size.
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Exhibit 1.47: Scatterplot for the relationship between the abnormal returns of day p30 

and size. 

 
 

Exhibit 1.48: Scatterplot for the relationship between the abnormal returns of day m30 

and size. 

 


