BUSINESS FAILURE
INTRODUCTION
What is a business?
A business also known as company, enterprise, or firm is a legally recognized organization designed to provide goods, services, or both to consumers or tertiary business in exchange for money.
Businesses may be categorized into large corporations or small businesses.
  1. A large corporation is a formal business association with a publicly registered charter recognizing it as a separate legal entity having its own privileges, and liabilities distinct from those of its members.
  2. A small business is a business that is privately owned and operated, with a small number of employees and relatively low volume of sales
Definitions of Business Failure
Business failure is defined in various ways. These include:
  1. Business Failure is a situation in which a company or other business ceases operations because it is unable to generate sufficient revenue to cover its expenses. For example, if a company is unable to service debt it may file for bankruptcy and stop operating. Business failure is relatively common in the first year or so of operations because the owner is unable to compete for any number of reasons.
  2. Business failure refers to an organization that has gone bankrupt. Bankruptcy is the legal process in which a person or firm declares inability to pay debts. 
  3. Business failure refers to a business that has terminated operations with a loss to creditors. Firm that stops working due to lack of sales or profit, or retirement or death of its principal

  leaving liabilities is   classified as a failure.
|
  4. Business failure refers to a company ceasing its operations following its inability to make a profit or to bring in enough revenue to cover its expenses. 
  5. Business failure is defined as a situation in which firms cannot meet their liabilities and hence cannot conduct economic activities.
  6. The Banking Act formally defines bankruptcy as occurring when an individual voluntarily transfers his property or debts to a trustee in order to avoid paying a creditor, or if an individual files for bankruptcy with the court. However, bankruptcy can also be declared involuntarily, such as when an individual leaves Kenya for the purpose of avoiding paying debts, or if a debtor fails when attempting to collect a payment from a creditor at a previously specified time. The Act specifies that only Kenyan debtors may put Kenyans into bankruptcy.

When Does A Business Fail?
Berryman observes that a number of businesses continue to trade while earning low rate of return.   When viewed from rate-of-return perspective, a business is said to have “failed” if it meets any of the following criteria:
  1. Earnings Criterion
A firm has failed if its return on capital is significantly and consistently lower than that obtainable on similar investments.
  2. Solvency Criterion
A firm has failed if the owner, to avoid bankruptcy or loss to creditors after such actions such as execution, foreclosure or attachment, voluntarily withdraws leaving unpaid obligations.
  3. Bankruptcy

Criterion
A firm has failed if deemed to be legally bankrupt. Bankruptcy is normally accompanied by insolvency liquidation.
  4. Loss cutting criterion
A firm has failed if the owner disposes of the firm or its assets with losses, in order to avoid further losses.
Causes of Business Failure
1. You start your business for the wrong reasons.
Some people start businesses because they would like to make more money, to have more time with your family, or maybe that you wouldn't have to answer to anyone else. This may lead to business failure as one may not concentrate on the business objectives but his own personal objectives.
2. Poor Management
many reports on business failures cites poor management as the number one reason for failure. New business owners frequently lack relevant business and management expertise in areas such as finance, purchasing, selling, production, and hiring and managing employees. Unless they recognize what they don't do well, and seek help, business owners may soon face disaster. They must also be educated and alert to fraud, and put into place measures to avoid it. 
3. Inadequate funding 
Another common reason for small business failure is a lack of adequate funding, especially during the critical start-up period. Inadequate funding severely limits your capacity and threatens your ability to grow beyond the initial stage of life. If you have done your homework properly, you should know how much money it will take to launch your business. Resist the urge to start until you have obtained

all of the funding you know you need to do it right.
Business owners underestimate how much money is needed and they are forced to close before they even have had a fair chance to succeed. They also may have an unrealistic expectation of incoming revenues from sales. 
It is necessary to ascertain how much money your business will require; not only the costs of starting, but the costs of staying in business. It is important to take into consideration that many businesses take a year or two to get going. This means you will need enough funds to cover all costs until sales can eventually pay for these costs.
4. Location
Location is critical to the success of your business. Whereas a good location may enable a struggling business to ultimately survive and thrive, a bad location could spell disaster to even the best-managed enterprise. 
No matter how good a business idea is, a bad location leads to failure. After all, you are starting a business to make money; and you cannot make money if no one is buying from you. Your business should be located where potential customers are. 
5. Lack of Planning
Successful small businesses don't just happen. They are the result of intentional and well-executed business plans. Many entrepreneurs are so eager to get started that they neglect business planning and jump in headfirst with little more than a dream and an idea. That might cut it in some arenas, but not in small business. If you have already started your business and don't have a business plan, your first priority should be to

get one. 

6. Overexpansion
Overexpansion often happens when business owners confuse success with how fast they can expand their business. A focus on slow and steady growth is optimum. Many a time’s bankruptcy has been caused by rapidly expanding companies.
At the same time, you do not want to repress growth. Once you have an established solid customer base and a good cash flow, let your success help you set the right measured pace. Some indications that an expansion may be warranted include the inability to fill customer needs in a timely basis, and employees having difficulty keeping up with production demands.
  7. Wars 
War is a phenomenon of organized violent conflict, typified by extreme aggression, societal                 disruption and adaptation, and high mortality. Business failure may occur in cases of war since   many properties are destroyed. This will lead to financial distress hence business failure.
8. Recessions 
In economics, a recession is a business cycle contraction, a general slowdown in economic activity over a period of time longer than a few months. During recessions, many macroeconomic indicators vary in a similar way. Production, as measured by Gross Domestic Product (GDP), employment, investment spending, capacity utilization, household incomes, business profits and inflation all fall during recessions; while bankruptcies and the unemployment rate rise.
Recessions generally occur when there is a widespread drop in spending often following an adverse supply shock or the bursting of an economic

bubble.
9. Staffing imbalances
Labor is the biggest expense for most small businesses. Therefore, it only makes sense that it's worth your time to make sure that your company employs the right amount of people. Too many employees will force you to carry around dead weight. Too few employees and performance will suffer. Striking the perfect balance isn't easy, but the rewards are well worth the effort.

10. Excessive regulations
Many regulations demotivate employees and will not work well for the firm. This will lead to incompetency which eventually leads to the failure of the business.

11. Insufficient marketing
Poor marketing of the firm’s products will make the product unknown to the buyers. This leads to low sales which lead to failure of the business. It's possible to create a business that sells the best product at the best price and still fail because no one knows it exists. If you don't know anything about marketing, one should get help from someone who does. 
12.   Unreliable suppliers
You can't sell what you don't have. Your ability to maintain proper levels of inventory is directly proportional to the quality of your relationships with reliable suppliers. Developing effective supply channels can take a little time, but if you are having problems with your current supplier don't cross fingers and hope things will get better. Seek out new supplier relationships and make the switch as quickly as possible.

However since late 1960’s serious investigation into possibility of developing suitable business

failure prediction models to help avert enormous loss resulting from business bankruptcy commenced.
Many types of models and methods of predicting business failure have been developed with varying assumptions and computational complexities. Various studies were undertaken about business failure. These studies were carried out USA, and Uganda. Studies were also undertaken on various corporations such as Enron and WorldCom and also a study on the Lehman brothers. SMALL BUSINESS FAILURE IN UGANDA
A small scale business is defined as one which is independently owned and operated and not dominant in its field of operation.
Privatization in Uganda in the early 1990’s resized the public service by reducing the staff employed by the central government from 320,000 in 1990 to 191324 in march 2001(40.9% decrease).
As a result the retrenched civil servants joined the private sector as small business owners resulting into the emergence of small scale business enterprises.
The number of small scale businesses in Uganda grew from 800000 to 2000000 in the period between 1995 and 2002.
Majority of the small businesses in Uganda are characterized by;
  * Low working capital
  * Low levels of revenue
  * Low number of employees (mainly family members)
  * Labor intensive methods of production.
  * Low levels of technology
Major activities of small business in Uganda include farming, market vending, catering, second hand clothing, health/herbal services, transport services ,brick making, water vending, telephone operating,

carpentry, lodging and bars among others.
The enterprises engage In similar products and services thus reducing opportunities for business due high competition.
Ownership and management of these businesses is mainly family basis and as such has a small scale operation.
Reasons for starting up small businesses in Uganda
  * As means of survival 
  * Need for self employment
  * Due to public demand
  * Continuing the tradition 
  * Availability of the market
  * Success of   others 
  * Fighting poverty
  * Limited capital required
CAUSES OF BUSINESS FAILURE
  I. TAXATION
With the introduction of VAT in Uganda many small businesses have been hard-hit by the category of taxes they are in. the high taxes are borne by the consumers since they buy goods at higher prices. This may result to reduced sales volume of the business hence low return.
The local authorities also levy taxes inform of ground rates, security fees and trade licenses which are burdensome to the traders.
Smuggling of illegal goods which are not taxed mitigates chances for the success of genuine business since those goods are available at reduced prices.

  II. POWER SHORTAGES
The privatization of the Uganda Electricity Board resulted in relatively high rates being charged per unit of power consumed. Power cutoffs have contributed to failure of businesses dealing in highly perishable goods since they need preservation. Alternative sources of power like the use of generators are considered more expensive as the generator needs to be 

fueled.
  III. LACK OF CAPITAL
Most of the businesses are usually started with limited capital. The businesses lack collateral which can be deposited to get loans from commercial banks.
In case the businesses are issued with loans they are charged high rates of interest and short repayments period.
  IV. LACK OF PROPER STORAGE FOR AGRICULTURAL GOODS
Agricultural goods such as milk and meat require proper storage as they are highly perishable. Most of the small business does not provide such storage to the goods leading to losses in case the goods get spoiled.
  V. POOR MARKET
Most of the businesses lack the competence of challenging already existing businesses. Poor location leads to lack of sales and reduced profits which reduces the growth of the business.

IV. PRICING PROBLEMS
Owners lack the capacity to ascertain best prices and they tend to operate at high prices in relation to already existing businesses which operate at relatively lower prices.
  VI. POOR RECORD KEEPING
Most business owners lose track of their daily transaction and cannot account for their expenses and their profits at the end of the trading period
Proper record keeping enhances accuracy in information on which to base decisions such as projecting sales and purchases
  VII. LACK OF EFFECTIVE MANAGEMENT
Most of the owners tend to manage the businesses by themselves as a way reducing operational cost. The owner may lack proper managerial skills which may result to closure of the business as it may be running at a loss.
  VIII. COMPETITION
The

success of one business comes at the expense of another since new business faces stiff competition from the existing ones and other new businesses which are created.
This might result in resolving to advertise and reduction of prices in order to attract more customers which in turn reduce the profitability of the business.
  IX. HIGH RENTAL CHARGES 
Some rental payments are pegged to the US dollar which in most cases appreciates against the Uganda shillings .increased demand for business premises due to emergence of small businesses has lead to increased rental charges thus reducing the profits of small businesses
ACTIONS AGAINST BUSINESS FAILURE
  I. LACK OF CAPITAL
  * Source cheap loans from financial institutions
  * Borrow from friends
  * Negotiate advance payments from customers
  * Merge with others that have similar business
  * Re-invest the profits made
  * Join micro-finance institutions or savings and loan associations

  II. INCREASED TAXES

  * Tax assessment by local government in conjunction with the business owner
  * Business people should know the investment code and tax regulations
  * Pay tax in time to ease the burden

  III. LOW SALES/POOR MARKET
  * Proper location of the business
  * Improving customer care
  * Employing qualified personnel and motivating them
  * Carrying out market research and advertising
  * Optimization of peak periods

  IV. POOR MANAGEMENT
  * Financial management should be emphasized
  * Keeping records of workers

to help in evaluation
  * Attending refresher courses on business management skills
  * Networking with other people with similar business or at professional level

  V. POOR RECORD KEEPING
  * Employ qualified personnel 
  * Establish a record of books of accounts either daily,weekly,monthly or on annual basis
  * Financial records should be a priority since they aid planning

  VI. INADEQUATE CONTROL OF INVENTORY
Know and understand existing skills needed
Maintain control and take stock of the inventory regularly
  VII. LACK OF BUSINESS PLAN
  * Set specific targets
  * Prepare cash flow forecast and budgets
SMALL BUSINESS FAILURE IN U.S.A
Start up failure rates
By Scott Shane |
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While these data look at the 1992 cohort of new single-establishment businesses, the failure rate percentages are almost identical for all the research which as been done. So, this is the trend for a ten year survival rates of new firms.
Proportion of New Businesses Founded in 1992 Still Alive By Year.

These are the averages. There are considerable differences across industry sectors in business failure rates.   
The Seven Pitfalls of Business Failure 
When starting a new business, the last thing you want to focus on is

failure. But if you address the common reasons for failure up front, you'll be much less likely to fall victim to them yourself. Here are the top 7 reasons why businesses fail and tips for avoiding them.
The latest statistics from the Small Business Administration (SBA) show that "two-thirds of new employer establishments survive at lease two years, and 44 percent survive at least four years." This is a far cry from the previous long-held belief that 50 percent of businesses fail in the first year and 95 percent fail within five years. Brian Head, Economist with the SBA Office of Advocacy, noted that the latest statistics are a much more accurate assessment of new business success rates, and that "as a general rule of thumb, new employer businesses have a 50/50 chance of surviving for five years or more."   
Better success rates notwithstanding, a significant percentage of new businesses do fail. Expert opinions abound about what a business owner should and shouldn't do to keep a new business afloat in the entrepreneurial sector. There are, however, key factors that if not avoided will be certain to weigh down a business and possibly sink it forevermore.
1. You start your business for the wrong reasons.
Would the sole reason you would be starting your own business be that you would want to make a lot of money? Do you think that if you had your own business that you'd have more time with your family? On the other hand, if you start your business for these reasons, you'll have a better chance at entrepreneurial success:

  * You have a passion and love for what you'll be doing, and strongly believe -- based on educated study and investigation,
  *   Your product or service would fulfill a real need in the marketplace. 
  * You are physically fit and possess the needed mental stamina to withstand potential challenges. Often overlooked, less-than-robust health has been responsible for more than a few bankruptcies. 
  * You have drive, determination, patience and a positive attitude. When others throw in the towel, you are more determined than ever. 
  * Failures don't defeat you. You learn from your mistakes, and use these lessons to succeed the next time around. Head, SBA economist, noted that studies of successful business owners showed they attributed much of their success to "building on earlier failures;" on using failures as a "learning process." 
  * You thrive on independence, and are skilled at taking charge when a creative or intelligent solution is needed. This is especially important when under strict time constraints. 
  * You like or love your fellow man, and show this in your honesty, integrity, and interactions with others. You get along with and can deal with all different types of individuals. 
2. Poor Management
Many reports on business failures cites poor management as the number one reason for failure. New business owners frequently lack relevant business and management expertise in areas such as finance, purchasing, selling, production, and hiring and managing employees. Unless they recognize what they don't

do well, and seek help, business owners may soon face disaster. They must also be educated and alert to fraud, and put into place measures to avoid it. Neglect of a business can also be its downfall. Care must be taken to regularly study, organize, plan and control all activities of its operations. This includes the continuing study of market research and customer data, an area which may be more prone to disregard once a business has been established.
A successful manager is also a good leader who creates a work climate that encourages productivity. He or she has a skill at hiring competent people, training them and is able to delegate. A good leader is also skilled at strategic thinking, able to make a vision a reality, and able to confront change, make transitions, and envision new possibilities for the future. 
3. Insufficient Capital
A common fatal mistake for many failed businesses is having insufficient operating funds. Business owners underestimate how much money is needed and they are forced to close before they even have had a fair chance to succeed. They also may have an unrealistic expectation of incoming revenues from sales. It is imperative to ascertain how much money your business will require; not only the costs of starting, but the costs of staying in business. It is important to take into consideration that many businesses take a year or two to get going. This means you will need enough funds to cover all costs until sales can eventually pay for these costs.
4. Location 
Location is critical to the success

of your business. Whereas a good location may enable a struggling business to ultimately survive and thrive, a bad location could spell disaster to even the best-managed enterprise. Some factors to consider when choosing a business location;
  * Where your customers are 
  * Traffic, accessibility, parking and lighting 
  * Location of competitors 
  * Condition and safety of business building 
  * Local incentive programs for business start-ups in specific targeted areas 
  * The history, community flavour and receptiveness to a new business at a prospective site 
5. Lack of Planning
It is critical for all businesses to have a business plan. Many small businesses fail because of fundamental shortcomings in their business planning. It must be realistic and based on accurate, current information and educated projections for the future. Components may include:
  * Description of the business, vision, goals, and keys to success 
  * Work force needs 
  * Potential problems and solutions 
  * Financial: capital equipment and supply list, balance sheet, income statement and cash flow analysis, sales and expense forecast 
  * Analysis of competition 
  * Marketing, advertising and promotional activities 
  * Budgeting and managing company growth 
In addition, most bankers request a business plan, if you are seeking to secure addition capital for your company.
6. Overexpansion
A leading cause of business failure, overexpansion often happens when business owners confuse success with how fast they 

can expand their business. A focus on slow and steady growth is optimum. Bankruptcy has been caused by rapidly expanding companies. At the same time, one may not want to repress growth. Once you have an established solid customer base and a good cash flow, let your success help you set the right measured pace.
Some indications that an expansion may be warranted include the inability to fill customer needs in a timely basis, and employees having difficulty keeping up with production demands. If expansion is warranted after careful review, research and analysis, identify what and who you need to add in order for your business to grow. Then with the right systems and people in place, you can focus on the growth of your business, not on doing everything in it yourself. 
7. No Website
simply put, if you have a business today, you need a website. In the U.S. alone, the number of internet users (about 70 percent of the population) and e-commerce sales (about 70 billion in 2004, according to the Census Bureau) continue to rise and are expected to increase with each passing year. In 2004, the U.S. led the world in internet usage.
At the very least, every business should have a professional looking and well-designed website that enables users to easily find out about their business and how to avail themselves of their products and services. Later, additional ways to generate revenue on the website can be added; i.e., selling ad space, drop-shipping products, or recommending affiliate products.
Remember, if you don't have a website,

you'll most likely be losing business to those that do. And make sure that website makes your business look good, not bad -- you want to increase revenues, not decrease them. When it comes to the success of any new business, the business owners are ultimately the "secret" to your success. For many successful business owners, failure was never an option. Armed with drive, determination, and a positive mindset, these individuals view any setback as only an opportunity to learn and grow. Most self-made millionaires possess average intelligence. What sets them apart is their openness to new knowledge and their willingness to learn whatever it takes to succeed. 
U.S. Bankruptcy Laws Encouraging Risk-Taking and Entrepreneurship
Nathalie Martin
Business failure in the United States, unlike in many other countries, is not regarded negatively. In fact, U.S. bankruptcy laws are structured so that those who fail in business are encouraged to continue entrepreneurial pursuits. “If a business in the United States fails, the individual can move on with his or her life without living in shame or total poverty,” the author writes. “The ability to start over is what makes some Americans willing to take risks in business, which can be good for the overall economy.” Nathalie Martin, Dickson Professor of Law at the University of New Mexico, recently served as the Robert M. Zinman Resident Scholar at the American Bankruptcy Institute. 
The United States relies heavily on the use of credit by both individuals and businesses to fuel its economy.

The country also has forgiving bankruptcy laws that protect individuals and businesses if they become financially insolvent. As such, these laws support capitalism and the growth of small businesses by encouraging people to take business risks.
For individuals, there are two main types of bankruptcy:
  1.   One type, known as Chapter 7, allows people in financial trouble to “discharge” be forgiven for most debts for which there is no collateral (security). This type of bankruptcy does not help a person become current with secured debts, where the borrower has pledged some form of collateral, such as property. 
  2.   The second type, known as Chapter 13, allows people in financial trouble to pay back a portion of their debts through a payment plan extending over three to five years. At the end of the period, assuming the debtor has contributed all of his or her disposable income to the payment plan, the remaining debts are forgiven. This type can be used to pay off past-due secured debt and thus keep the collateral. 
For businesses, the law is a bit different. Some can stay in business under Chapter 11 while they reorganize their debts. Thus, unlike most bankruptcy systems around the world, U.S. laws allow a bankrupt company to continue in operation, with the same management, while it tries to restructure its debts. In other words, typically, no trustee or custodian is appointed. Some people think this system, known as a debtor-in-possession system, promotes economic and job growth because more companies remain in

business and their assets are protected. Businesses can also simply liquidate their assets under Chapter 7 and use the sale proceeds to pay creditors.
THE UNDERLYING PHILOSOPHY
The American economy is extremely vibrant and active. The more activity in the economy, the stronger the economy will be. The U.S. regulatory structure has been developed to encourage people to create businesses, with the hope that they will succeed, hire employees, pay taxes, and otherwise improve the economy as a whole. We acknowledge that in the process, some businesses will fail. Thus, as a culture, we value a person’s willingness to risk his or her job and money (and borrowed money, too) for the chance to succeed. These ideas are not new. As a society, Americans have always encouraged economic activity through the extensive use of credit.
As early as the 1700s, when the U.S. economy was competing with much more developed European economies, it grew faster as anyone could have imagined and quickly became the world’s largest economy. The extensive use of credit in the early U.S. economy was unique in the world; with some people being paid for goods and supplies months and even years after the credit was granted. This allowed people to start businesses without much money in their pockets. The availability of credit caused economic activity to soar, and a strong credit-based economy was born. Having this much credit in the system had a downside as well. Some of the businesses failed. Even so, America was friendly to the capitalist spirit since its

goal was to encourage people to take risks in business in order to fuel its young economy. A legal culture of tolerance of non payment developed that encouraged people to continue entrepreneurial pursuits, even if they had failed before.
The relative lenience of American bankruptcy law, as compared to the law on the European continent, shocked some people, including French philosopher Alexis de Tocqueville, who, in the early 1800s, commented on the “strange indulgence” shown to bankrupt companies in the American union. He claimed that in this respect, “the Americans differ not only from the nations of Europe, but from all the commercial nations of our time.”
MODERN BANKRUPTCY LAWS IN PRACTICE
If a business in the United States fails, the individual undertaking it can move on with his or her life without living in shame or total poverty. This is more than just a nice theory. Many of America’s most successful businessmen failed in early business endeavors’, including ketchup magnate John Henry Heinz, Henry Ford of Ford Motor Company, and Phineas Barnum, who founded the American circus. All of these men eventually became very rich, in part because they were given a chance to try a business, fail, and start over.
Small businesses in the United States are the driving force behind the economy, employing more people than do huge, multinational companies. The credit system and its counterpart, the bankruptcy system, clearly support small businesses and entrepreneurship. Yet the sheer amount of credit available in the United States

is daunting by global standards, with many average Americans able to get credit of $50,000 or more from bank loans, credit cards, and other sources, even without posting collateral. Many new entrepreneurs start their businesses with money from these sources.
Many people outside the United States find the U.S. bankruptcy laws odd, in part because they are so different from the laws in their own countries. Debt is not easily forgiven in most parts of the world, and there often is a stigma associated with financial failure. In many parts of Europe, any business failure is viewed as an embarrassment, even if you work for someone else’s business and it fails. Someone associated with a business failure may even have trouble finding another job. In some parts of the world, such as Japan, my research has found that the stigma from financial failure is strong enough to lead people to commit suicide.
Nevertheless, other countries including Japan, Italy, France, the United Kingdom, and Germany are starting to make their own laws more forgiving in order to promote entrepreneurialism and to fuel more active economies. In some places, lawmakers believe that a more forgiving bankruptcy system will save assets and fuel economies that are not growing quickly. Deflationary Japan is one example of a country attempting to use more forgiving bankruptcy laws to create more borrowing and more economic activity. Since most of these laws are quite new, it is not yet clear whether these changes will help promote small-business development. Sometimes,

cultural factors might also keep people from availing themselves of these new, more forgiving laws.
There is much less stigma associated with a failed business in the United States. Some prospective employers might even consider an employee from a failed company to be more valuable because of the lessons learned at the prior job. Moreover, research shows that many U.S. owners who do well in business have failed in prior business ventures. The ability to start over is what makes some Americans willing to take risks in business, which can be good for the overall economy. The extensive availability of credit is also very helpful for the new entrepreneur.
THE ECONOMIC ROLE OF CONSUMER DEBT
In addition to the debt Americans take on to start businesses, they also use credit to buy consumer items such as homes, cars, furniture, and clothing. Americans use credit cards rather than cash more frequently than people in other parts of the world. As a group, they also buy more consumer goods, even more than people living in other rich countries such as Japan and Canada. Maintaining a high level of consumer spending is great for the American economy, particularly when business spending is down.
However, U.S. bankruptcy laws are not as forgiving as they are for business for those individual consumers who use credit extensively to buy consumer goods. As the accompanying chart shows, there is a strong correlation between consumer debt and financial failure, and bankruptcy resulting from consumer spending. Moreover, individuals who

overextend themselves financially on consumer goods will find it harder to discharge their debts. This is the result of a recent change in U.S. consumer bankruptcy laws designed to reign in consumer spending.
CONCLUSION
Fueling an active economy in the United States can be seen almost as a civic duty. Taking on credit risks to start a business can provide great financial rewards. If the business does well, the entrepreneur will flourish. If it fails, the person will get a second chance. Taking on extensive consumer debt carries the same risks with almost none of the rewards.

ENRON CORPORATION
Enron was a Houston-based energy in united states-trading and Utilities Company known for one of the biggest accounting frauds in history. 
The company filed for bankruptcy in 2001 and has since a symbol of corporate corruption.
Enron Corp brief history
Enron Corporation was one of the largest global energy, services and commodities company. Before it was filed bankruptcy under chapter 11, it sold natural gas and electricity, delivered energy and other commodities such as bandwidth internet connection, and provided risk management and financial services to the clients around the world. 
Enron was based in Houston, Texas, and was founded in July 1985 (though company with Enron name emerged still in 1930 (Swartz, Watkins, 2003)) by the merger of InterNorth of Omaha in Nebraska, and Houston Natural Gas. The Houston’s Natural Gas's CEO Kenneth Lay headed the merger of the two companies. Kenneth Lay, the former chief executive officer of

Houston Natural Gas, became CEO, and the next year won the post of chairman. Enron was originally solely involved with the distribution and transmission of electricity and gas in the United States. In the merger, Enron incurred a large amount of debt, and as a result of deregulation, no longer had exclusive rights to its pipelines. The company had to find a way to generate profits and cash flow. Kenneth Lay hired Jeffrey Skilling to work for Enron as an accountant. Skilling suggested the practice of buying gas from a network of suppliers and selling it to consumers at a fixed price with a contract. Enron was interested in the expansion, building, and operation of pipelines, power plants, and other infrastructure worldwide. After just a year of operation Enron merged with a company called Spectrum Seven, a company whose chairman and CEO is the former president of the United States, George W. Bush. In 1999, Enron tried to expand their company by creating the Azurixs Corporation, a water utility company. Overall the Azurix Corporation proved unsuccessful financially. The Azurix Corporation, due to their failure to make an entrance into the market, went under. By 2001, Enron announced plans to dissemble Azurix and liquidize the assets of the corporation.
Enron Company quickly developed from merely delivering energy to brokering energy futures contracts on deregulated energy markets. In 1994, the company started to sell electricity, and in 1995, it entered European energy market. By the middle 2001, Enron employed about

30,000 people globally.
Enron was to be listed as seventh largest United States Company and was expected to dominate the market which the company virtually invented in the communications, weather and power securities (Bryce, 2002). But instead the corporation became the largest corporate failure in the global history. Enron became wealthy due to its pioneering marketing and promotion of power and communications and risk management derivatives, including such innovative and exotic items as weather derivatives. 
In 1999, Enron launched an initiative of buying and selling access to high-speed Internet bandwidth, and also Enron Online was launched as a Web-based trading site, making Enron e-commerce Company. In 2000, the reported revenues of the company made $101 billion. It had stakes in almost 30,000 miles of gas pipelines; either owned or accessed 15,000 miles of fiber-optic network and had stakes in global operations on generating electricity (Thomas, 2002). 
In the result, for five years in a row, from 1996 to 2000, Enron was named "America's most innovative Company" by Fortune magazine, and headed the list of Fortune's "100 best companies to Work for in America" in 2000. Enron reputation was undermined by rumors on bribery and political pressure with the objective of securing contacts in South and Central America, Philippines and Africa. Enron faced many accusations of building links to political power. The company's connection to George W. Bush and Houston's local politics has received much attention in the recent past.

In 1986, Enron was involved with Bush's company in joint drilling for oil. There are reports that Kenneth Lay and George W. Bush even shared friendship. The Enron Corporation was the largest financial supporter of Bush's presidential campaign. Kenneth Lay has employed politicians who have worked under George W. Bush. Bush also signed off on a law that deregulated Texas's electrical markets, which coincidentally resulted in large profits for Enron.
The company also had political links that reached outside of the United States. Enron created a massive and highly expensive power plant in India, even though many Indian citizens and the World Bank strenuously objected. Allegedly protesters in India were beaten and arrested. The United States ambassador to India, who opposed the plant eventually, joined the board of Enron Oil and Gas.
The screws came loose in August 2001, when Jeffrey Skilling, the CEO resigned from office for unknown reasons. By October 2001, Enron experienced its first quarter where they did not report a profit. On November 8th, 2001 Enron told the SEC it was restating its earnings since 1997, reducing income by $586 million dollars. Chief financial officer Andrew Fastow was replaced, and the U.S. Securities and Exchange commission launched an investigation into investment partnerships led by Fastow. That investigation would later show that a complex web of partnerships was designed to hide Enron's debt. By late November, the company's stock was down to less than $1 US. Investors had lost billions of dollars

On Dec. 2, 2001, Enron filed for bankruptcy protection in the biggest case of bankruptcy in the United States up to that point. (WorldCom's collapse would later steal that dubious honour.) Roughly 5,600 Enron employees subsequently lost their jobs.
The next month, the U.S. Justice Department opened its investigation of the company's dealings, and Ken Lay quit as chairman and CEO.
In January 2004, Fastow agreed to a plea bargain and a 10-year sentence. He pleaded guilty to one count of conspiracy to commit wire fraud and one count of conspiracy to commit securities fraud. He also agreed to cooperate with federal prosecutors. 
In February, Skilling entered a plea of not guilty to 40 charges, including wire fraud, securities fraud, and conspiracy, insider trading and making false statements on financial reports. LayS was charged with fraud and making misleading statements in July. He pleaded not guilty to the 11 charges 
Since Enron was always considered a blue chip stock, the bankruptcy was a disastrous and unprecedented event in the global financial world. The final plan of Enron's bankruptcy included creation of three new businesses which would be spun off the company. The reorganization process started in 2003 with the creation of three companies - Cross Country Energy, Prisma Energy International, and Portland General Electric
CAUSES OF ENRONS DOWNFALL
These are some of the factors contributed to Enron's collapse.   
  1) Irregular accounting procedures and manipulations of stock prices. 
          The reason

which was driving the executives of Enron to do things which are now             associated with the failure of the company was “The desire to satisfy the profit and stock price expectations of the investing public, in an effort to fulfill the corporate objectives as stated in the financial management texts, to maximize the value of the firm to the shareholders. After a series of scandals involving irregular accounting procedures bordering on fraud, perpetrated throughout the 1990's, involving Enron and its accounting firm Arthur Andersen, it stood at the verge of undergoing the largest bankruptcy in history by mid-November 2001. On December 1, a proposal to declare bankruptcy was put before Enron's board and passed unanimously. Enron filed for Bankruptcy on December 2, 2001.
As the scandal was revealed in 2001, Enron shares dropped from over US$90.00 to US$0.30. This was an unprecedented and disastrous event in the financial world. Enron's plunge occurred after it was revealed that much of its profits and revenue were the result of deals with special purpose entities (limited partnerships which it controlled). The result was that many of Enron's debts and the losses that it suffered were not reported in its financial statements 
  2) Insider trading
Enron had trouble with insider trading dating back to the late 1980s. The first documented example occurred in 1988. Two auditors, David Woytek and John Beard, discovered bank records showing that millions of dollars had been moved from Enron into the personal accounts of Louis

Borget and Thomas Mastroeni.
If the Enron traders were indeed participating in insider trading during the 1980s, they apparently did not learn their lesson from nearly being caught by David Woytek and John Beard. To the auditors, it seemed that Enron would become caught up in the race for higher profits and would pursue them even if it meant using illegal practices. 
  3) Financial embezzlement 
The failure of Enron had many reasons, to start competition with each other and secrecy at the top management level, the complicated balance sheets prepared by accountants suggested a good financial position of Enron, due to which many investors kept on investing into Enron’s projects, and when the stock value of Enron started falling the cracks in Enron’s financial and profits started exposing. 
  4) Inefficient Management and leadership issues involved during the scandals. Bad decisions by the board of directors, management, employees were the causes of Enron’s failure (Michel, 2002). The governance of the company failed to.
  5) Some of the company's low-return and problematic international expansion efforts were inconsistent with market expectations based on Enron's growth projections. Enron's investments in dot-coms such as Rhythmconnections.com were unsuccessful. 
  6) Enron obscured liabilities (e.g. debt) in special-purpose entities. While this is a common practice by many companies, the trick is doing it correctly, which Enron did not. In addition, some of Enron's special-purpose entities were poorly structured,

forcing the company to restate earnings in October 2001. 
  7) A number of short-sellers looked at the complexity of Enron's balance sheet, announced problems, and saw an opportunity. Enron's market-to-market accounting of future gains from contracts was based on the company's own projections of contract value. However, there was no market outside Enron to mark against. 
  8) Enron had become pegged by many as a dot-com (Enron Online), so the company's stock price suffered when the dot-com bubble burst 
  9) Ultimately, Enron's lack of credibility lowered trading volume, which led, in part, to the company's bankruptcy and the subsequent fallout. 
The Effect or Implication of Enron’s Failure
Consequences of Enron failure
Fallout
The long-term trials and implications of Enron's collapse are somewhat unclear, but there is considerable political fallout both in the U.S. and in the UK relating to the money Enron gave to political figures (around US$6 million since 1990). Approximately three-fourths of American contributions went to the Republican Party, including heavy contributions to George W. Bush's presidential campaign.

Former Enron CFO Andrew Fastow, the mastermind behind Enron's complex network of offshore partnerships and questionable accounting practices, was indicted on November 1, 2002, by a federal grand jury in Houston on 78 counts including fraud, money laundering, and conspiracy.
Pensions
Thousands of Enron employees and investors lost their life savings, children's college funds, and pensions when

Enron collapsed. A lawsuit on the behalf of a group of Enron's shareholders has been filed against Enron executives and directors. This lawsuit accuses twenty-nine of these executives and directors of insider trading and misleading the public.

Arthur Andersen
on June 15, 2002, Andersen was convicted of obstruction of justice for shredding documents related to its audit of Enron. Since the U.S. Securities and Exchange Commission does not allow convicted felons to audit public companies, the firm agreed to surrender its licenses and its right to practice before the SEC on August 31. On May 31, 2005, the Supreme Court of the United States unanimously overturned Andersen's conviction due to flaws in the jury instructions. Despite this ruling, it is highly unlikely Andersen will ever return as a viable business. The firm lost nearly all of its clients when it was indicted, and there are over 100 civil suits pending against the firm related to its audits of Enron and other companies. It began winding down its American operations after the indictment. From a high of 28,000 employees in the U.S. and 85,000 worldwide, the firm is now down to around 200 based primarily in Chicago. Most of their attention is on handling the lawsuits.

Societal and legal impacts
Enron's collapse also contributed to the creation of the U.S. Sarbanes-Oxley Act (SOX), signed into law on July 30, 2002. It is considered the most significant change to federal securities laws since FDR's New Deal in the 1930s. Other countries have also adopted new corporate

governance legislations. This law provides stronger penalties for fraud and, among other things, requires public companies to avoid making loans to management, to report more information to the public, to maintain stronger independence from their auditors, and most controversially, to report on and have audited, their financial internal control procedures. Incorporated governance implies state (abusive) conduct under corporate pressure. The key question is: was Enron pressed by Exxon's corporate culture of global crime, the global complexions? [7]... as the efforts to watering down the SOX now indicate. Global energy fundamentals instated in 1963 with the world's first energy transition from coal to gas emerge after analyzing the European energy-agenda: Gasgate 1963 [8].
Precursor to the event:
"Ambition before ethics came only two years later, when Lay had to shut down an oil-trading unit because a rogue employee had made a huge bet which cost the company $85 million. The trader went to prison, with lay insisting that the incident was isolated."
Due to the lax reporting and poor internal controls of the company, this gave rise to SOX 404 that was supported by the likes of Mr. Alan Greenspan. Enron and WorldCom is just the tip of the ice berg as there are many companies whose reporting has difficulty with close scrutiny. 
The collapse of the Enron Corporation in late 2001 led to two broad concerns:

  i. There may be more ‘‘Enrons’’ out there, because many other firms share the characteristics that led to the Enron

collapse. This concern was re-enforced by the subsequent collapse of Global Crossing, World-Com, and some other large corporations and was reflected by the general weakness of the stock markets and the dollar, even though most of the subsequent economic news was better than expected.
  ii. The revelation of gross accounting violations by these and other firms and the continued weakness of the financial markets have undermined both popular and political support for free-market policies. This effect has already led to the increased regulation of accounting and auditing authorized by the Sarbanes-Oxley Act, proposals for even more regulation, and increased criticism of any proposal for privatization. Any number of critics have been quick to blame many of the problems of the modern world on the corporate culture, with a potential effect similar to that of the muckrakers in shaping and promoting the early progressive legislation.
This leads to the following actions to be taken by private organization 
  a. The Business Roundtable, composed of the chief executives of about 150 large firms, urged corporations to adopt a number of voluntary changes in corporate governance rules, including that a ‘‘substantial majority’’ of corporate boards be independent ‘‘both in fact and appearance.’’
  b. The New York Stock Exchange and the National Association of Securities Dealers approved major additions and changes in the rules for accounting, auditing, and corporate governance as necessary conditions for listing of a corporation’s

stock for trade on the exchange. The major continuing uncertainty is how the exchanges will monitor and enforce these rules.
  c. The International Corporate Governance Network, institutional investors that control about $10 trillion in assets, has approved a set of international standards for corporate governance that its members would use their voting power to promote.
  d. Merrill Lynch, the nation’s largest retail broker, signed an agreement with the New York State attorney General that its stock market analysts ‘‘will be compensated for only those activities and services intended to benefit Merrill Lynch investor clients,’’ as determined by their superiors in the research department. This agreement was designed to reduce any conflict of interest between the market analysis and investment banking activities of Merrill Lynch and is expected to be adopted by other major brokerage firms.
  e. Standard and Poor’s, one of the three major credit-rating agencies, has developed a new concept of ‘‘core earnings’’ as a measure of earnings from a company’s primary lines of business. Compared with earnings as defined by the generally accepted accounting principles (GAAP), for example, the S&P measure will exclude gains and losses from a variety of financial transactions. S&P plans to report this measure of earnings for all publicly held U.S. companies. Most important, the long bear market has changed the attitude of many corporate managers and directors. In good times, no one manages the store in firms that make an adequate

rate of return, even though other firms may have a significantly higher rate of return. Over the past two years, however, corporate managers have been quicker to reduce employment and close plants in response to weak demand, productivity growth has continued to be high as a consequence, and corporate boards appear to have been more cautious about approving new investments and increased executive compensation. The important test is whether the costly lessons of this period will survive a recovery of demand and another long bull market In the meantime, after much sound and fury; Congress approved the Sarbanes-Oxley Act by an overwhelming margin. As is too often the case, Congress responded to a new problem that it does not understand by creating a new bureau, in this case a Public Company Accounting Oversight Board to oversee public accountants. The act also authorized a 64 percent increase in the budget of the Securities and Exchange Commission, a strange reward for the failure of the SEC to uncover any of the major recent accounting violations. The act also makes some minor changes in audit rules and authorizes a substantial increase in criminal penalties for a broader array of white-collar crimes.
Lessons Learnt
The rules of corporate governance do not adequately protect the interests of the general shareholders against the increasingly divergent interests of corporate managers. In other words, ‘‘the agency problems’’ that result from the separation of ownership and control posed by Berle and Means in 1932 have not

yet been fully solved and may have recently increased. The rules of corporate governance—in effect the ‘‘constitution’’ of a corporation—are a complex combination of federal securities law, the conditions for listing on some stock exchange or for access to credit, the corporate regulations and court decisions of the state in which the firm is incorporated, and company-specific rules.
The most important policy lesson from the collapse of Enron is to repeal or reverse those laws, regulations, and court decisions that restrict successful tender offers. The probable results would be a reduction in executive compensation, less pressure to cook the books, an improved allocation of capital, and an increase in the rate of return to general shareholders
The policy lessons from the Enron collapse is that the current U.S. tax code increases the conditions that lead to bankruptcy. The corporate earnings subject to tax, for example, exclude interest payments but not dividends; this leads corporations to use more debt finance than would be the case if the tax treatment of interest and dividends were the same.

Operations management scope of functions
To understand the reasons of this bankruptcy and the level of managerial implication in the quality performance of the company particularly that of operations management, it is necessary to outline the main functions of operations management and impact it should have of functioning of the organization. 
The principal task of operations management is effective transformation of inputs

into "desired outputs" of the company (Shafer, 1997). The outputs are traditionally understood in manufacturing and profit-making context within the organizations. The survival of commercial company depends on ability of the organization to focus and shape its operational resources to meet the expectations of its stakeholders: customers, employees and shareholders, expressed in organizational strategy (Russell, 1995). Irrespective of economic sectors the company operates in, the ability of operations management of this company to fulfill those above-mentioned tasks depends on their understanding that it is necessary to make trade-offs. They cannot avoid the situation of working under constraints and have to understand their capabilities and constraints to provide significant inputs into strategic decision-making process involving further resources of the organization. 
Operations managers in the organizations are not empowered to make strategic decisions, but they play important role in shaping the organization's strategy and contribute to the strategic thinking (Pasternack, Viscio, 1998). Operations managers should be able to translate strategic aims and objectives into clear operational objectives and actions and to implement design and improve the products of the company themselves and the processes of their delivery. They have to know how changes incorporated to external factors influence the operation and how changes in one aspect of the operating system influence other aspects. 
Also, operations managers need to know

how technological changes impact organization's capability of delivery, and to incorporate their conclusions into strategic process (Peters, Waterman, 1982). Therefore, the heart of operations thinking includes the ability to think dynamically and systematically across time and space (Miller, 1998). Besides traditional tasks of operation management, new perspectives and objectives emerge connected with the emergence of new trends and developments of operations management, such as total quality management, shop floor control, global supply chain management, manufacturing planning software, and others. 
The implication of poor managerial performance for the collapse of Enron Corporation
Now it is necessary to find out and analyze whether operations management of Enron Corp performed all the functions mentioned above and what was the quality of their activity. 
The Enron did have operations management department, which, according to their official source, fulfilled the following functions: setup accounts and notify utilities, agency agreement from customer, verify the format of invoice, setup invoice data transfer, test algorithms of invoice and file transfer to the customer, determine the reporting requirements of the customer (Enron Energy Services, 2000). As it is seen from the source, the functions of very operations management department are very limited. There are other management departments which perform the functions of operations management stated above: operations facility management, commodity management, energy

asset management, financial operations, and capital management. Though, most of functions performed by these departments, according to the source, are purely executive and lack integration, systematic vision, responsibility, control and creative aspect. Besides limited scope of functions assigned to operations management in Enron Corporation, another important point concerns the quality of their performance and overall corporate culture and atmosphere created within corporation. As it was mentioned above, ideally, the functions of operations management include creating ethic values, integrity, competence and clear accountability within the organization. Enron's management failed to comply with these tasks. 
Therefore, it is evident that the problem which led to bankruptcy of Enron doesn't lie exclusively within the framework of accounting practices. On analyzing all internal processes within the company, one can come to conclusion that despite popular belief, accounting issue alone did not devastate Enron, its shareholders and employees. What should be considered as a serious reason for downfall are poor corporate performance management and operations management as well. According to Brewer (2002), expert in operation management, "The world thought it was an accounting issue, but it's just the symptom, not the cause. There was a lack of understanding whether the business model would support itself and they didn't know where their revenue was coming from. And that comes down to performance management." (Brewer, 2002). Corporate

performance management covers much broader scope than tracking performance levels of customer service agents. Brewer designates performance management as the activity within the enterprise which provides C-level executives with the ability to get a single picture about the truth across the enterprise and precise picture of the company's financial health. This provides the company with the possibility to be aware of business initiatives and take action on the basis of what is working and what is not within the company. 
Thus, it is evident that the collapse of Enron was caused by a list of interrelated reasons, and many of these reasons have a lot to do with poor functioning of operations and performance management. Being seemingly a strong company with powerful management and clear hierarchy, Enron's internal organization contains a lot of shortcomings. Thus, operations management in Enron obviously failed to provide and further advance positive control environment and did not contribute into shaping the company's ethical value, integrity, philosophy of management and strict accountability in the organization. 
Enron's global reputation was undermined by persistent rumours of bribery and political pressure to secure contracts in Central America, South America, Africa, and the Philippines. Especially controversial was its $3 billion contract with the Maharashtra State Electricity Board in India, where it is alleged that Enron officials used political connections within the Clinton and Bush administrations to exert pressure

on the board.
Recommendations for the Congress
It should 
● clarify that the criminal penalties in the Sarbanes-Oxley Act require proof of malign intent and personal responsibility for some illegal act,
● repeal the Williams Act of 1968,
● approve the deduction of one-half of dividend payments from the earnings subject to the corporate income tax, and
● eliminate the limit on salaries that may be deducted from the earnings subject to the corporate income tax.

Summary
The downfall of Enron Corporation is one of the most infamous and shocking events in financial world in the whole history of the mankind, and its reverberations were felt on global scale. Prior to its collapse in 2001, Enron was one of the US leading companies and frequently considered among top 10 admired corporations and most desired places to work, and its board was often recognized among the best five US companies in accordance with the Fortune magazine. Its revenues made up US $139($184) billion, assets equaled $62($82) billion, and the number of employees reached more than 30,000 people in 20 countries around the world. 
While Enron Corporation was so highly praised by the outside observers, internally it had highly decentralized financial control and decision-making structure, which made it practically impossible to get coherent and clear view on corporations' activities and operations. Of course, the problem was not exclusively due to poor managerial performance, all the departments of the corporation were involved in the ruining corporate

ethical values and principles, but executives and managers bear primary responsibility for the absence of corporate culture, clear accountability and transparence of the company. If operations management worked properly, in its full force, and if it was given possibility to work in such a way, there could be a chance of escaping the tragedy.
WORLD COM
World com was one of the world largest telecommunication companies, built by Mr. Ebber, worth $160 billion at its peak. He is accused of masterminding a record $11billion accounting fraud that toppled the company he created and left investors, employees to pick up the pieces. Bankruptcy measured Worlds com $107 billion in assets July 2002.
Mr. Ebber was convicted of conspiracy, securities, fraud, and filling of financial reports in a criminal case.
How fraud was achieved in world com!
Regarding financial reporting, WorldCom used a liberal interpretation of accounting rules when preparing financial statements. In an effort to make it appear that profits were increasing, World Com would write down in one quarter millions of dollars in assets it acquired while, at the same time, it "included in this charge against earnings the cost of company expenses expected in the future. The result was bigger losses in the current quarter but smaller ones in future quarters, so that its profit picture would seem to be improving." i.e. To keep earnings growing, the company would write off millions of dollars in losses it acquired in the current quarter and then have smaller losses going

forward to create the perception that the company was making more money than it really was. This gave WorldCom the ability to take small charges against its earnings every year and spread the large losses over decades. This worked great until the justice department denied the company's acquisition of Sprint in 2000, fearing that the combined companies would dominate the nation's telecommunications industry. This forced WorldCom to make the previous mergers work for them, and meant that it would only be a matter of time before all the losses that they were taking from other acquisitions would affect the company's growth. The acquisition of MCI gave WorldCom another accounting opportunity. While reducing the book value of some MCI assets by several billion dollars, the company increased the value of "good will," that is, intangible assets-a brand name, for example-by the same amount. This enabled WorldCom each year to charge a smaller amount against earnings by spreading these large expenses over decades rather than years. 
The net result was WorldCom's ability to cut annual expenses, acknowledge all MCI revenue and boost profits from the acquisition. 
WorldCom managers also tweaked their assumptions about accounts receivables, the amount of money customers owe the company. For a considerable time period, management chose to ignore credit department lists of customers who had not paid their bills and were unlikely to do so. In this area, managerial assumptions play two important roles in receivables accounting. In the first

place, they contribute to the amount of funds reserved to cover bad debts. The lower the assumption of non-collectable bills, the smaller the reserve fund required. The result is higher earnings. Secondly, if a company sells receivables to a third party, which WorldCom did, then the assumptions contributes to the amount or receivables available for sale. 
In summary the fraud was accomplished in two main ways:
First, WorldCom's accounting department underreported 'line costs' (interconnection expenses with other telecommunication companies) by capitalizing these costs on the balance sheet rather than properly expensing them. Second, the company inflated revenues with bogus accounting entries from 'corporate unallocated revenue accounts
The first discovery of possible illegal activity was by WorldCom's own internal audit department who uncovered approximately $3.8 billion of the fraud in June 2002. The company's audit committee and board of directors were notified of the fraud and acted swiftly: Sullivan was fired, Myers resigned, and the Securities and Exchange Commission (SEC) launched an investigation. By the end of 2003, it was estimated that the company's total assets had been inflated by around $11 billion (WorldCom, 2005). 
Mergers and Acquisitions
As the stock value of WorldCom went up, it was easier for WorldCom to use stock as the vehicle to continue to purchase additional companies. The acquisition of MFS Communications and MCI Communications were, perhaps, the most significant in the long list of WorldCom acquisitions.

With the acquisition of MFS Communications and its UUNet unit, "WorldCom suddenly had an investment story to offer about the value of combining long distance, local service and data communications." In late 1997, British Telecommunications Corporation made a $19 billion bid for MCI. Very quickly, Ebbers made a counter offer of $30 billion in WorldCom stock. In addition, Ebbers agreed to assume $5 billion in MCI debt, making the deal $35 billion or 1.8 times the value of the British Telecom offer. MCI took WorldCom's offer making WorldCom a truly significant global telecommunications company.
Managerial Problems
The mergers would be just another story of   a successful growth strategy if it weren't for one significant business reality--mergers and acquisitions, especially large ones, present significant managerial challenges in at least two areas. First, management must deal with the challenge of integrating new and old organizations into a single smoothly functioning business. This is a time-consuming process that involves thoughtful planning and considerable senior managerial attention if the acquisition process is to increase the value of the firm to both shareholders and stakeholders. With 65 acquisitions in six years and several of them large ones, WorldCom management had a great deal on their plate. The second challenge is the requirement to account for the financial aspects of the acquisition. The complete financial integration of the acquired company must be accomplished, including an accounting of assets,

debts, good will and a host of other financially important factors. This must be accomplished through the application of generally accepted accounting practices (GAAP). 
WorldCom's efforts to integrate MCI illustrate several areas senior management did not address well. In the first place, Ebbers appeared to be an indifferent executive who "paid scant attention to the details of operations." For example, customer service deteriorated. One business customer's service was discontinued incorrectly, and when the customer contacted customer service, he was told he was not a customer. Ultimately, the WorldCom representative told him that if he was a customer, he had called the wrong office because the office he called only handled MCI accounts. This poor customer stumbled "across a problem stemming from WorldCom's acquisition binge: For all its talent in buying competitors, the company was not up to the task of merging them. Dozens of conflicting computer systems remained, local systems were repetitive and failed to work together properly, and billing systems were not coordinated." 
Poor integration of acquired companies also resulted in numerous organizational problems.
Among them were: 
Senior management made little effort to develop a cooperative mindset among the various units of WorldCom. 
Inter-unit struggles were allowed to undermine the development of a unified service delivery network. 
WorldCom closed three important MCI technical service centers that contributed to network maintenance only to open twelve different

centers that, in the words of one engineer, were duplicate and inefficient. 
Competitive local exchange carriers (Clercs) were another managerial nightmare. WorldCom purchased a large number of these to provide local service. According to one executive, “the WorldCom model was a vast wasteland of Clercs, and all capacity was expensive and much underutilized. There was far too much redundancy, and we paid far too much to get it." 
Loans to Senior Executives
Bernie Ebbers' passion for his corporate creation loaded him up on common stock. Through generous stock options and purchases, Ebbers' WorldCom holdings grew and grew, and he typically financed these purchases with his existing holdings as collateral. This was not a problem until the value of WorldCom stock declined, and Bernie faced margin calls (a demand to put up more collateral for outstanding loans) on some of his purchases. At that point he faced a difficult dilemma. Because his personal assets were insufficient to meet the call, he could either sell some of his common shares to finance the margin calls or request a loan from the company to cover the calls. Yet, when the board learned of his problem, it refused to let him sell his shares on the grounds that it would depress the stock price and signal a lack of confidence about WorldCom's future. 
Had he pressed the matter and sold his stock, he would have escaped the bankruptcy financially whole, but Ebbers honestly thought WorldCom would recover. Thus, it was enthusiasm and not greed that trapped Mr. Ebbers. 

The executives associated with other corporate scandals sold at the top. In fact, other WorldCom executives did much, much better than Ebbers did. Bernie borrowed against his stock. That course of action makes sense if you believe the stock will go up, but it's the road to ruin if the stock goes down. Unlike the others, he intended to make himself rich taking the rest of the shareholders with him. In his entire career, Mr. Ebbers sold company shares only half a dozen times. Detractors may find him irascible and arrogant, but defenders describe him as a principled man. 
The policy of boards of directors authorizing loans for senior executives raises eyebrows. The sheer magnitude of the loans to Ebbers was breathtaking. The $341 million loan the board granted Mr. Ebbers is the largest amount any publicly traded company has lent to one of its officers in recent memory. Beyond that, some question whether such loans are ethical. "A large loan to a senior executive epitomizes concerns about conflict of interest and breach of fiduciary duty," said former SEC enforcement official Seth Taube. Nevertheless, 27 percent of major publicly traded companies had loans outstanding for executive officers in 2000 up from 17 percent in 1998 (most commonly for stock purchase but also home buying and relocation). Moreover, there is the claim that executive loans are commonly deals involving interest rates that constitute a poor return on company assets. World Com charged Ebbers slightly more than 2 percent interest, a rate considerably below that

available to "average" borrowers and also below the company's marginal rate of return. Considering such factors, one compensation analyst claims that such lending should not be part of the general pay scheme of perks for executives and it was just the wrong thing to do." 
What boosted world com?
World com owned UUNET technologies; the largest carrier of internet traffic at the time, Mr. Ebber would seem to have been in a better position than most to gauge the pace of internet connection.
The aspect of merging other organizations was another aspect.
World com was caught in ethical quandaries and predicaments:
Scharff (2005) posited that much of WorldCom's unethical behaviors may have been caused by groupthink. Groupthink is caused when concurrence seeking becomes paramount in team decision-making. Janis (1982) defined groupthink is a "mode of thinking that people engage hi when they are deeply involved in a cohesive in-group, when the members' strivings for unanimity override their motivation to realistically appraise alternative courses of action" . The characteristics of groupthink include a feeling of invulnerability, ability to rationalize events and decisions, moral superiority within the group, group pressure on dissenters, use of stereotypes, self-censorship within the group, and unanimity. While groupthink may have contributed to the number of people involved in the unethical behaviors as well as the length of time over which WorldCom's fraud occurred, groupthink does not resolve the ethical concerns with the senior

level executives or the board of directors responsible for creating the culture which led to these events. 
Business Ethics
Drucker (1981) questioned the meaning of business ethics because it assumes a difference between the ethical values and conduct in business environments and those found hi other situations. "'Business ethics' is not ethics at all, whatever else it may be. For it asserts that acts that are not unmoral or illegal if done by ordinary folk become unmoral or illegal if done by business". 
Carr (1968) disagreed with Drucker's (1981) assertion and posited that business ethics are completely separated from the generally accepted ethics in society. He argued that operating a business is more analogous to a poker game where bluffing (lying) is both accepted and expected. Carr (1968) quoted Henry Taylor by stating that "falsehood ceases to be falsehood when it is understood on all sides that the truth is not expected to be spoken" (p. 143). In this way Carr (1968) believed that ethics in business were far removed from those accepted in other parts of society. Whether business and societal ethics are different may be immaterial to some; nonetheless, even Carr (1968) agreed that some basic accepted definition of ethics is needed. 
According to Mendonca (2001), ethical behavior is that which is "morally good, and morally right, as opposed to legally or procedurally right". What is morally good and right; however, is subjective and may differ based on cultural, economic, or religious upbringing and traditions


Ethics at WorldCom
Hosmer (2003) identified an ethical dilemma in business as one where the economic and financial performance of the business is hi conflict with the organization's social obligations. He theorized that moral issues are best identified by researching four main components. These elements include who will gain benefit, who will be harmed, whose rights will be upheld, and will anyone's rights be infringed upon or wronged. By this definition it is clear that Ebbers and Sullivan faced a serious ethical dilemma. The historical financial performance WorldCom enjoyed had come to an end as well as the volume of mergers and acquisitions, which some have suggested tended to mask a number of WorldCom's core financial performance issues. 
During the late 1990s there was formidable pressure on WorldCom to preserve historic levels of cash flow and EBIDTA (earnings before interest, depreciation, taxes, and amortization) while new telecommunications orders were in decline as well as continued pressure on existing price points. 
It was during this period that WorldCom began many of the fraudulent accounting practices. It is unclear if WorldCom's executives could have perpetrated this fraud without at least partial assistance from their external auditor Arthur Anderson and continued positive investment advice from financial analysts like Citigroup's Salomon Smith Barney analyst Jack Grubman. During Ebbers' fraud trial both Sullivan and David Myers, WorldCom's ex-controller, testified that they kept Arthur Anderson in the

dark about their accounting practices (Chaffin, 2005; Wilner, 2005). Grubman, for his actions, has been fined $15 million for issuing fraudulent advice (Kellner, 2004). Citigroup, who reportedly earned $107 million from WorldCom from 1997 to 2002 (Backover, 2002), has settled a lawsuit by agreeing to pay WorldCom investors $2.65 billion (White, 2004). 
The sec Report (2003) on WorldCom identified fraudulent behavior in three main areas:
the unauthorized movement of line costs to capital resulting in decreased expenses,
the improper release of accruals reducing current expenses, 
Questionable revenue entries producing an increase to earnings. 
While these three areas highlight the seriousness of the activities, the sec Report (2003) indicated numerous other questionable activities by members of the executive team and the board of directors. 
Additionally, they did not adhere to any of the definition of ethical conduct identified by Mendonca (2001). Then- decisions were neither morally right, morally good, legally right, nor were they procedurally good. They appear to have taken an individualistic philosophy whereby they pursued then* own self-interests regardless of the cost to others or the future success of the company. 
Bass and Steidmeier (1999) called this behavior pseudo-transformational leadership. They theorized that pseudo-transformational leaders act to increase their own power and achievements while rationalizing that their actions are for the good of the organization. "They profess strong attachment to their

organization and its people but privately are ready to sacrifice them. Inauthentic CEOs downsize their organization, increase their own compensation, and weep crocodile tears for the employees who have lost their jobs".
Effect of world com failure to the economy, jurisdiction and other companies
More broadly, corporate America is coming to terms with life after WorldCom. The company's downfall led Congress to answer critics' calls for action by reviving stalled legislation that became the Sarbanes-Oxley Act of 2002, a sweeping piece of corporate reform legislation. Companies of all sorts are spending millions of dollars to comply with the law, which has increased accountability but, critics say, also stifles innovation. 

The Impact on Individuals
The WorldCom fiasco had a permanent effect on the lives of its key players as well. Cynthia Cooper, who spearheaded the uncovering of the fraud, went on to become one of Time Magazine's 2002 Persons of the Year. She also received a number of awards, including the 2003 Accounting Exemplar Award, given to an individual who has made notable contributions to professionalism and ethics in accounting practice or education. At present, she travels extensively, speaking to students and professionals about the importance of strong ethical and moral leadership in business (Nationwide Speakers Bureau, 2004). Even so, as Dennis Moberg points out, "After Ebbers and Sullivan left the company, "...Cooper was treated less positively than her virtuous acts warranted. In an interview with her

on 11 May 2005, she indicated that, for two years following their departure, her salary was frozen, her auditing position authority was circumscribed, and her budget was cut""(Moberg, 2006, 416).
As far as the protagonists are concerned, in April 2002, CEO Bernie Ebbers resigned and two months later, CFO Scott Sullivan was fired. Shortly thereafter, in August 2002, Sullivan and former Controller David Myers were arrested and charged with securities fraud. In November 2002, former Compaq chief Michael Capellas was named CEO of WorldCom and in April 2003, Robert Blakely was named the company's CFO. 
In March 2004, Sullivan pleaded guilty to criminal charges (McCafferty, 2004). At that time, too, Ebbers was formally charged with one count of conspiracy to commit securities fraud, one count of securities fraud, and seven counts of fraud related to false filings with the Security and Exchange Commission (United States District Court - Southern District of New York, 2004). Two months later, in May of 2004, Citigroup settled class action litigation for $1.64 billion after-tax brought on behalf of purchasers of WorldCom securities (Citigroup Inc., 2004). In like manner, JPMorgan Chase & Co., agreed to pay $2 billion to settle claims by investors that it should have known WorldCom's books were fraudulent when it helped sell $5 billion in company bonds (Rovella, 2005).

On March 15, 2005, Ebbers was found guilty of all charges and on July 13th of that year, sentenced to twenty-five years in prison, which was possibly a life

sentence for the 63-year-old. He was expected to report to a federal prison on October 12th, but remained free while his lawyers appealed his conviction (Pappalardo, 2005).
At the time of his conviction, Ebbers' lawyers claimed the judge in the case gave the jury inappropriate instructions about Ebbers' knowledge of WorldCom's accounting fraud (Pappalardo, 2005). By January of 2006, Reid Weingarten, Ebber's lawyer, was claiming that the previous trial was manipulated against Ebbers because three high level WorldCom executives were barred from testifying on Ebbers' behalf. At that time, too, Judge Jose Cabranes of the US Second Circuit Court of Appeals commented, "There are many violent criminals who don't get 25 years in prison. Twenty years does seem an awfully long time" (MacIntyre, 2006).
Weingarten went on to assert that the government "should have charged the three former WorldCom employees that could have helped exonerate Ebbers or let them go" (Reporter, 2006). He charged, too, that "the jury was wrongly instructed that it could convict Ebbers on the basis of so-called "conscious avoidance" of knowledge of the fraud at WorldCom" (Reporter, 2006). Perhaps most compellingly, Weingarten called into question the fairness of Ebbers' sentence that was five times as long as that given to ex-WorldCom financial chief Scott Sullivan (Reporter, 2006). 
Weingarten's claims are not without merit. In August 2005, former CFO Sullivan was sentenced to five years in prison for his role in engineering the $11 billion accounting fraud.

His relatively light sentence was part of a bargain wherein he agreed to plead guilty to the charges filed against him and to cooperate with prosecutors as they built a case against Ebbers. In doing so, Sullivan became the prosecution's main witness against Ebbers and the only person to testify that he discussed the WorldCom fraud directly with Ebbers (Ferranti, 2005). Others involved in the scandal were also treated less harshly than Ebbers. In September 2005, judgments were rendered approving settlement and dismissing action against David Myers and a number of others associated with WorldCom (United States District Court - Southern District of New York, Judgment Approving Settlement and Dismissing Action Against Buford Yates and David Myers, 2005, Judgment Approving Settlement and Dismissing Action Against James C. Allen, Judith Areen, Carl J. Aycock, Max E. Bobbitt, Clifford L. Alexander, Jr., Francesco Galesi, Stiles A. Kellett, Jr., Gordon S. Macklin, John A. Porter, Bert C. Roberts, Jr., The Estate of John W. Sidgmore, and Lawrence C. Tucker, 2005).
At the time of this update, Ebbers has been convicted by a court of law, but remains free on bail while he pursues an appeal. Although the extent of his punishment is under contention, one thing remains clear - that Ebbers and the other officers at WorldCom are guilty of presiding over what is to date, the largest corporate fraud in history.
To its competitor group:
No company became more ensnared in WorldCom's web than its larger rival, AT&T. In the late 90's, AT&T

laid off tens of thousands as it tried futilely to match WorldCom's phantom profits. In the name of growth, AT&T also made ill-timed investments, like the $11.3 billion deal to buy the cable operator TCI that in time sped the company's decline. 
"We were like a greyhound chasing a rabbit," said Dick Martin, an AT&T spokesman then and author of a recent book, "Tough Calls: AT&T and the Hard Lessons Learned from the Telecom Wars." 
"We spent a lot of time trying to figure how WorldCom could be so much more efficient than we were," he said, "so we went around slashing costs right and left." 
CONCLUSION
There are obvious differences in size and complexity between corporate financial statements (such as the balance sheet, income statement and cash flow statement) and your own personal financial statements. But these differences apart, there are a number of important lessons to be learned from some of the biggest bankruptcies in U.S. history that are applicable to our own personal finances.

Lesson learned

Lesson 1 – Excessive leverage is usually a high-risk strategy.
Financial leverage refers to the practice of utilizing borrowed money to invest in an asset. Leverage is often referred to as a double-edged sword, since it can amplify gains when asset prices are rising, but can also magnify losses when asset prices are tumbling.

Excessive leverage was a major contributing factor to the 2001-2006 U.S. housing bubble and the subsequent bust from 2007. The housing bubble was fueled by a huge increase 

in subprime lending, as borrowers with poor credit histories were lured into the housing market by low introductory interest rates and minimal down payments. Excessive leverage was also apparent on the banking side, as the five largest U.S. investment banks significantly increased their leverage between 2003 and 2007, borrowing vast sums to invest in mortgage-backed securities.

Lehman's demise is a case study in the dangers of excessive leverage. Lehman's big push into the subprime mortgage market initially provided stellar returns, as it reported record profits every year from 2005 to 2007. But by 2007, its leverage was reaching dangerously high levels. In that year, Lehman was the leading underwriter of mortgage-backed securities on Wall Street, accumulating an $85 billion portfolio. The ratio of total assets to shareholders equity was 31 in 2007, which meant that each dollar of assets on its balance sheet was backed by only three cents in equity.
Legions of real estate speculators and "condo-flippers" in the U.S. also resorted to excessive leverage during the housing bubble, with equity withdrawals from residences used to fund speculation in additional real estate. Similar to Lehman, their initial success encouraged progressively greater risk-taking, but eventually, they had little choice but to resort to distress sales as the crumbling housing market rapidly erased their minimal equity cushion.
It is safe to surmise that none of these parties – subprime borrowers, real estate speculators or the investment banks – saw

the crash coming. Their entire speculative strategy may have been predicated on being able to exit their investments while the going was good – in other words, cash out while still ahead. But market corrections can occur faster and run deeper than speculators generally expect, and excessive leverage gives borrowers very little flexibility at such times.
The lesson here is that, while a reasonable degree of leverage is not necessarily a bad thing, excessive leverage is generally too risky for most individuals. It is prudent to have an adequate amount of equity backing an asset purchase or investment, whether the asset in question is one's residence, a vacation property or a stock portfolio.
Lesson 2 – Adequate liquidity is always a good thing.
Washington Mutual was forced into bankruptcy because a "run on the bank" – amounting to 9% of its deposits – occurring over a 10-day period in September, 2008. The credit markets were virtually frozen at that time following the bankruptcy of Lehman Brothers, and the near-collapse of AIG, Fannie Mae and Freddie Mac. The mass and speed of deposit outflows from Washington Mutual Bank shortened the time available for them to find new capital, improve liquidity or find an equity partner.
The lesson from the WaMu debacle is that often cash is a drag in a bull market, but cash is king when times are tough. Therefore, it makes sense to have adequate liquidity at all times, in order to meet contingencies and unexpected expenses – for example, an unexpected job loss or a medical emergency.
According

to a September, 2009 survey by the American Payroll Association, 71% of Americans were living from paycheck to paycheck. Just over 28,000 of the nearly 40,000 respondents in the online survey said that they would find it somewhat difficult or very difficult to pay their bills if their paycheck was delayed by a week. 
A similar survey of 3,000 Canadians revealed that 59% would have trouble making ends meet if their paycheck was delayed by a week.
Given this reality, it would seem like a difficult task for most households to stash away enough cash to meet expenses for three months, as most financial planners recommend. But this does not preclude exploring other alternatives to build up a liquidity cushion, such as opening up a standby line of credit at your local financial institution or drawing up a plan to sell assets if required. (One way to start on the road to better finances is to examine your current budget; check out How Do Your Finances Stack Up? to learn more.)
Lesson 3 – Fraud never pays. 
With former WorldCom CEO Bernard Ebbers serving a 25-year jail sentence for fraud and conspiracy as a result of the company's fraudulent accounting and financial reporting, the lesson here is that fraud never pays.
WorldCom was by no means the only company to indulge in accounting fraud – other perpetrators to be caught in 2002 alone included Tyco, Enron and Adelphia Communications. There have also been numerous other forms of corporate fraud in recent years, from multi-billion Ponzi schemes run by Bernie Madoff and

Allen Stanford to insider trading and options-backdating scandals. Many of the executives who were involved in these frauds ended up serving time in jail and/or paying very stiff fines. In a few instances, top executives have been fired for providing false information about their educational qualifications on their resumes.
As far as an individual is concerned, fraudulent activities can range from perceived trivial ones such as resume falsification or embellishment to more serious offenses such as tax evasion. But if one is found guilty of fraud, the damage to that person's reputation, career and employability can be much greater than any monetary gain from such activities.
Lesson 4 – Update your product/service/skills to remain competitive (before your financial situation deteriorates).
General Motors was the world's largest automaker for 77 years. In 1979, it was also the largest private sector employer in the U.S., with over 618,000 employees. But it ultimately became a victim of its own success, as a bloated cost structure and poor management saw it rapidly lose market share to aggressive Japanese automakers such as Toyota and Honda, from the 1980s onward. As a result, GM's share of the U.S. market declined from 46% in 1980 to 20.3% by the first quarter of 2009. This very substantial erosion of market share, coupled with the company's huge overheads, resulted in GM's financial position deteriorating at an accelerated pace during the recession, with total losses of close to $70 billion in 2007 and 2008.

The moral 

of the GM story is that a company needs to update its product or service in order to counter competition, well before its financial situation deteriorates. GM was literally in the driver's seat for decades, but squandered its lead by virtue of being unresponsive to its customers' requirements. As a result, its gas-guzzlers steadily lost mindshare and market share to the more fuel-efficient Accords and Camrys.
Likewise, an individual also needs to keep skills current in order to remain competitive in the workforce. This assumes greater urgency at times when the unemployment rate is high and household balance sheets is under a great deal of pressure, such as in the second half of 2009, when the jobless rate approached 10%.

Lesson 5 – If you can't understand it, don't invest in it. 
One of Warren Buffett's maxims is, "Never invest in a business you cannot understand." This is the key lesson that the Enron bankruptcy holds for the investor. 
Enron succeeded in deceiving the "smart money," such as pension funds and other institutional investors for years, before the company's lack of transparency and policy of obfuscation, which was in turn prompted by its accounting gimmickry, caught up with it.
Enron was founded in 1985 through the merger of two natural gas pipeline companies. But by 2001, it had become a conglomerate that owned and operated gas pipelines, electricity plants, water plants and broadband assets, and also traded in financial markets for similar products. As a result, Enron's business model was very complex,

and its financial statements were difficult to understand because of the complexity of its financing structures involving hundreds of special purpose entities and off-balance sheet vehicles. 
The lesson here is that a company that is not being fully transparent or that is using creative accounting might be masking its true performance and financial position. So why bother investing in a business that is hard to understand, when there are numerous investment alternatives in the marketplace?
Lehman Brothers Holdings Inc.
History
In 1844, 23-year-old Henry Lehman, the son of a cattle merchant, immigrated to the United States from Rimpar, Bavaria. He settled in Montgomery, Alabama, where he opened a dry-goods store, "H. Lehman”. In 1847, following the arrival of his brother Emanuel Lehman, the firm became "H. Lehman and Bro." With the arrival of their youngest brother, Mayer Lehman, in 1850, the firm changed its name again and "Lehman Brothers" was founded.
During the 1850s, cotton was one of the most important crops in the United States. Capitalizing on cotton's high market value, the three brothers began to routinely accept raw cotton from customers as payment for merchandise, eventually beginning a second business trading in cotton. Within a few years this business grew to become the most significant part of their operation. Following Henry's death from yellow fever in 1855, the remaining brothers continued to focus on their commodities-trading/brokerage operations.
By 1858, the center of cotton trading had shifted from

the South to New York City, where factors and commission houses were based. Lehman opened its first branch office in New York City's Manhattan borough at 119 Liberty Street, and 32-year-old Emanuel relocated there to run the office. In 1862, facing difficulties as a result of the Civil War, the firm teamed up with cotton merchant named John Durr to form Lehman, Durr & Co. Following the war the company helped finance Alabama's reconstruction. The firm's headquarters were eventually moved to New York City, where it helped found the New York Cotton Exchange in 1870; Emanuel sat on the Board of Governors until 1884. The firm also dealt in the emerging market for railroad bonds and entered the financial-advisory business.
Lehman became a member of the Coffee Exchange as early as 1883 and finally the New York Stock Exchange in 1887. In 1899, it underwrote its first public offering, the preferred and common stock of the International Steam Pump Company.
Despite the offering of International Steam, the firm's real shift from being a commodities house to a house of issue did not begin until 1906. In that year, under Philip Lehman, the firm partnered with Goldman, Sachs & Co., to bring the General Cigar Co. to market, followed closely by Sears, Roebuck and Company. During the following two decades, almost one hundred new issues were underwritten by Lehman, many times in conjunction with Goldman, Sachs. Among these were F.W. Woolworth Company, May Department Stores Company, Gimbel Brothers, Inc., R.H. Macy & Company The

Studebaker Corporation, the B.F. Goodrich Co. and Endicott Johnson Corporation.
Following Philip Lehman's retirement in 1925, his son Robert "Bobbie" Lehman took over as head of the firm. During Bobbie's tenure, the company weathered the capital crisis of the Great Depression by focusing on venture capital while the equities market recovered.
Traditionally, a family-only partnership, in 1924 John M. Hancock became the first non-family member to join the firm, followed by Monroe C. Gutman and Paul Mazur in 1927. By 1928, the firm moved to its now famous One William Street location.
In the 1950s, Lehman underwrote the IPO of Digital Equipment Corporation.
In the 1930s, Lehman underwrote the initial public offering of the first television manufacturer, Dumont, and helped fund the Radio Corporation of America (RCA). It also helped finance the rapidly growing oil industry, including the companies Halliburton and Kerr-McGee. Later, it arranged the acquisition of Digital by Compaq.
Robert Lehman died in 1969 after forty-four years as the patriarch of the firm, leaving no member of the Lehman family actively involved with the partnership. Robert's death, coupled with a lack of a clear successor from within the Lehman family left a void in the company. At the same time, Lehman was facing strong headwinds amidst the difficult economic environment of the early 1970s. By 1972, the firm was facing hard times and in 1973, Pete Peterson, Chairman and Chief Executive Officer of the Bell & Howell Corporation, was brought in to save

the firm. 
Under Peterson's leadership as Chairman and CEO, the firm acquired Abraham & Co. in 1975, and two years later merged with the venerable, but struggling, Kuhn, Loeb & Co., to form Lehman Brothers, Kuhn, Loeb Inc., the country's fourth-largest investment bank, behind Salomon Brothers, Goldman Sachs and First Boston. Peterson led the firm from significant operating losses to five consecutive years of record profits with a return on equity among the highest in the investment-banking industry.
By the early 1980s, hostilities between the firm's investment bankers and traders (who were driving most of the firm's profits) prompted Peterson to promote Lewis Glucksman, the firm's President, COO and former trader, to be his co-CEO in May 1983. Glucksman introduced a number of changes that had the effect of increasing tensions, which when coupled with Glucksman’s management style and a downturn in the markets, resulted in a power struggle that ousted Peterson and left Glucksman as the sole CEO. 
Upset bankers, who had soured over the power struggle, left the company. Steve Schwarzman, chairman of the firm's M&A committee, recalled in a February 2003 interview with Private Equity International that "Lehman Brothers had an extremely competitive internal environment, which ultimately became dysfunctional." The company suffered under the disintegration, and Glucksman was pressured into selling the firm.
Shearson/American Express, an American Express-owned securities company focused on brokerage rather than investment

banking, acquired Lehman in 1984, for $360 million. On May 11, the combined firms became Shearson Lehman/American Express. In 1988, Shearson Lehman/American Express and E.F. Hutton & Co. merged as Shearson Lehman Hutton Inc. 
From 1983 to 1990, Peter A. Cohen was CEO and Chairman of Shearson Lehman Brothers, where he led the one billion dollar purchase of E.F. Hutton to form Shearson Lehman Hutton. During this period, Shearson Lehman was aggressive in building its leveraged finance business in the model of rival Drexel Burnham Lambert. In 1989, Shearson backed F. Ross Johnson's management team in its attempted management buyout of RJR Nabisco but were ultimately outbid by private equity firm Kohlberg Kravis Roberts, who were backed by Drexel.
In 1993, under newly appointed CEO, Harvey Golub, American Express began to divest itself of its banking and brokerage operations. It sold its retail brokerage and asset management operations to Primerica and in 1994 it spun off Lehman Brothers Kuhn Loeb in an initial public offering, as Lehman Brothers Holdings, Inc.
Despite rumors that it would be acquired again, Lehman performed quite well under Chairman and CEO Richard S. Fuld, Jr.. By 2008, Fuld had been with the company for 30 years, and would be the longest-tenured CEO on Wall Street. Fuld had steered Lehman through the 1997 Asian Financial Crisis, a period where the firm's share price dropped to $22 USD in 1998, but he was said to have underestimated the downturn in the US housing market and its effect on Lehman's mortgage

bond underwriting business. Fuld kept his job as the subprime mortgage crisis took hold, while CEOs of rivals like Bear Stearns, Merrill Lynch, and Citigroup were forced to resign. In addition, Lehman's board of directors, which includes retired CEOs like Vodafone's Christopher Gent and IBM's John Akers were reluctant to challenge Fuld as the firm's share price spiraled lower. 
Fuld had a succession of "number twos" under him, usually titled as President and Chief Operating Officer. Chris Pettit was Fuld's second-in-command for two decades until November 26, 1996, when he resigned as President and board member. Pettit lost a power struggle with his deputies (Tom Tucker, Steve Lessing, and Joseph M. Gregory) back on March 15 that year that caused him to relish its COO title, likely brought about after Pettit had a mistress which violated Fuld's unwritten rules on marriage and social etiquette. Bradley Jack and Joseph M. Gregory were appointed co-COOs in 2002; however Jack was demoted to the Office of the Chairman in May 2004 and departed in June 2005 with a severance package of $80 million, making Gregory the sole COO and President. Gregory was demoted on June 12, 2008 and replaced by Bart McDade, who would see Lehman through bankruptcy. 
In 2001, the firm acquired the private-client services, or "PCS", business of Cowen & Co. and later, in 2003, aggressively re-entered the asset-management business, which it had exited in 1989. Beginning with $2 billion in assets under management, the firm acquired the Crossroads

Group, the fixed-income division of Lincoln Capital Management and Neuberger Berman. These businesses, together with the PCS business and Lehman's private-equity business comprised the Investment Management Division, which generated approximately $3.1 billion in net revenue and almost $800 million in pre-tax income in 2007. Prior to going bankrupt, the firm had in excess of $275 billion in assets under management. Altogether, since going public in 1994, the firm had increased net revenues over 600% from $2.73 billion to $19.2 billion and had increased employee headcount over 230% from 8,500 to almost 28,600.
CAUSES OF ITS COLLAPSE
Subprime mortgage crisis
In August 2007, the firm closed its subprime lender, BNC Mortgage, eliminating 1,200 positions in 23 locations, and took an after-tax charge of $25 million and a $27 million reduction in goodwill. Lehman said that poor market conditions in the mortgage space "necessitated a substantial reduction in its resources and capacity in the subprime space".
In 2008, Lehman faced an unprecedented loss to the continuing subprime mortgage crisis. Lehman's loss was a result of having held on to large positions in subprime and other lower-rated mortgage tranches when securitizing the underlying mortgages; whether Lehman did this because it was simply unable to sell the lower-rated bonds, or made a conscious decision to hold them, is unclear. In any event, huge losses accrued in lower-rated mortgage-backed securities throughout 2008. In the second fiscal quarter, Lehman reported losses

of $2.8 billion and was forced to sell off $6 billion in assets. In the first half of 2008 alone, Lehman stock lost 73% of its value as the credit market continued to tighten.   In August 2008, Lehman reported that it intended to release 6% of its work force, 1,500 people, just ahead of its third-quarter-reporting deadline in September.
On August 22, 2008, shares in Lehman closed up 5% (16% for the week) on reports that the state-controlled Korea Development Bank was considering buying the bank. Most of those gains were quickly eroded as news came in that Korea Development Bank was "facing difficulties pleasing regulators and attracting partners for the deal." It culminated on September 9, when Lehman's shares plunged 45% to $7.79, after it was reported that the state-run South Korean firm had put talks on hold. 
On September 17, 2008 Swiss Re estimates its overall net exposure to Lehman Brothers as approximately CHF 50 million. 
Investor confidence continued to erode as Lehman's stock lost roughly half its value and pushed the S&P 500 down 3.4% on September 9. The Dow Jones lost 300 points the same day on investors' concerns about the security of the bank. The U.S. government did not announce any plans to assist with any possible financial crisis that emerged at Lehman. 
The next day, Lehman announced a loss of $3.9 billion and their intent to sell off a majority stake in their investment-management business, which includes Neuberger Berman. The stock slid seven percent that day. Lehman, after earlier rejecting questions

on the sale of the company, was reportedly searching for a buyer as its stock price dropped another 40 percent on September 11, 2008. 
Short-selling allegations
During hearings on the bankruptcy filing by Lehman Brothers and bailout of AIG before the House Committee on Oversight and Government Reform, former Lehman Brothers CEO Richard Fuld said a host of factors including a crisis of confidence and naked short-selling attacks followed by false rumors contributed to both the collapse of Bear Stearns and Lehman Brothers. House committee Chairman Henry Waxman said the committee received thousands of pages of internal documents from Lehman and these documents portray a company in which there was “no accountability for failure".
An article by journalist Matt Taibbi in Rolling Stone contended that naked short selling contributed to the demise of both Lehman and Bear Stearns. A study by finance researchers at the University Of Oklahoma Price College Of Business studied trading in financial stocks, including Lehman Brothers and Bear Stearns, and found "no evidence that stock price declines were caused by naked short selling.” 
Managerial misconduct
The executive committee of Lehman Brothers showed very bad judgment if not gross misconduct in there management of companies operations e.g.
Just before the collapse of Lehman Brothers, executives at Neuberger Berman sent e-mail memos suggesting, among other things, that the Lehman Brothers' top people forgo multi-million dollar bonuses to "send a strong message to both employees

and investors that management is not shirking accountability for recent performance.
Lehman Brothers Investment Management Director George Herbert Walker IV dismissed the proposal, going so far as to actually apologize to other members of the Lehman Brothers executive committee for the idea of bonus reduction having been suggested. He wrote, "Sorry team. I am not sure what's in the water at Neuberger Berman. I'm embarrassed and I apologize.”
A March 2010 report by the court-appointed examiner indicated that Lehman executives regularly used cosmetic accounting gimmicks at the end of each quarter to make its finances appear less shaky than they really were. This practice was a type of repurchase agreement that temporarily removed securities from the company's balance sheet. However, unlike typical repurchase agreements, these deals were described by Lehman as the outright sale of securities and created "a materially misleading picture of the firm’s financial condition in late 2007 and 2008." 
Eroded investor confidence
When then financial crisis hit Lehman Brothers, they needed reinvestment which would have provided them with the money needed to overcome it, but they lost the confidence of their investors and thus there stock prices plummeted. The break down of the Korea Development Bank deal to buy the firm dealt there prices a devastating blow. Thus without the money needed to weather the storm they couldn’t survive.
LESSONS LEARNT
After studying the history and the eventual collapse of Lehman Brothers, we may 

get to learn from some of their mistakes so as not to repeat these in the future.
Managerial Oversight and accountability
Lehman Brothers should have had a system to monitor the activities of its executive committee. This would have alerted them to the fact they we doctoring the books of accounts and thus have been in a position to assess the true position of the firm. This would have afforded them some time so as to come up with possible solution to their deteriorating financial position.
It is also clear that the management of Lehman Brother was not at all held accountable for there actions, as clearly illustrated by the memo to its executive committee by Lehman Brothers Investment Management Director George Herbert Walker IV, he went as far as apologizing for an earlier memo which suggested that there bonuses may be cut due to difficult financial times.
Diversification
When the subprime mortgages crisis hit Lehman Brothers had a huge stake in it. It was so huge that they made a loss of 2.8 billion dollars in the second quarter of the 2008 financial year. This huge loss may have been avoided or offset by other less risky securities if the firm had diversified its portfolio well. It is also unclear as to why the firm had held on to such huge amounts of risky securities but as it turned out this was a poor decision on their part.
RESULTS OF ITS COLLAPSE
On September 15, 2008, the firm filed for Chapter 11 bankruptcy protection following the massive exodus of most of its clients, drastic losses in its stock, and devaluation

of its assets by credit rating agencies. The filing marked the largest bankruptcy in U.S. history. The following day, Barclays announced its agreement to purchase, subject to regulatory approval, Lehman's North American investment-banking and trading divisions along with its New York headquarters building. On September 20, 2008, a revised version of that agreement was approved by U.S. Bankruptcy Judge James M. Peck. 
During the week of September 22, 2008, Nomura Holdings announced that it would acquire Lehman Brothers' franchise in the Asia Pacific region, including Japan, Hong Kong and Australia. as well as, Lehman Brothers' investment banking and equities businesses in Europe and the Middle East. The deal became effective on 13 October 2008. 
Lehman Brothers' investment management business, including Neuberger Berman, was sold to its management on December 3, 2008. Creditors of Lehman Brothers Holdings Inc. retain a 49% common equity interest in the firm, now known as Neuberger Berman Group LLC. 
Lehman's bankruptcy was the largest failure of an investment bank since Drexel Burnham Lambert collapsed amid fraud allegations 18 years prior. Immediately following the bankruptcy filing, an already distressed financial market began a period of extreme volatility, during which the Dow experienced its largest one day point loss, largest intra-day range (more than 1,000 points) and largest daily point gain. What followed was what many have called the “perfect storm” of economic distress factors and eventually a $700bn bailout

package (Troubled Asset Relief Program) prepared by Henry Paulson, Secretary of the Treasury, and approved by Congress. The Dow eventually closed at a new six-year low of 7,552.29 on November 20, followed by a further drop to 6626 by March of the next year.
The fall of Lehman also had a strong effect on small private investors such as bond holders and holders of so-called Minibonds. In Germany structured products, often based on an index, were sold mostly to private investors, elderly, retired persons, students and families. Most of those now worthless derivatives were sold by the German arm of Citigroup, the German Citibank now owned by Credit Mutual.
On March 11, 2010, Jenner & Block, a court-appointed examiner, published the results of its year-long investigation into the finances of Lehman Brothers. This report revealed that Lehman Brothers used an accounting procedure termed repo 105 to temporarily exchange $50 billion of assets into cash just before publishing its financial statements. The action could be seen to implicate both Ernst & Young, the bank's accountancy firm and Richard S. Fuld, Jr, the former CEO. This could potentially lead to Ernst & Young being found guilty of financial malpractice and Fuld facing time in prison. 
BANKRUPSY PREDICTION MODELS
Failure of a firm although infrequent is extremely costly to suppliers of capital since restructuring or liquidation may be extremely costly.
Beaver’s prediction model
In his pioneering work, Beaver (1966) used a dichotomous classification test

to identify financial ratios for corporate failure prediction. He used 30 financial ratios and 79 pairs of companies (failure/nonfailure). 
The best discriminant factor was the working capital/debt ratio, which correctly identified 90 percent of the firms one year prior to failure. The second best discriminant factor was the net income/total assets ratio, which had 88 percent accuracy. Subsequently, there have been relatively few studies using the univariate model or bankruptcy prediction, and researchers overwhelmingly used multivariate models instead.
No. of observation |         Year before failure |
| 5 | 4 | 3 | 2 | 1 |
  F* |   43 | 46 | 50 | 57 | 62 |
  F | 39 | 47 | 52 | 53 | 52 |
Total | 82 | 93 | 102 | 110 | 113 |
Empirical evidence shows that financial ratios may signify probability of business failure as early as 5 years prior to failure.
Beaver prediction model takes into account the following in predicting business failure
  i. Market prices of stock                                                                   
  ii. Financial ratios 
The measure of market price change selected for study is Rit where;
Rit = Dit+Pit-Pit-1Pit-1
Pit= price of security i at time t
Dit =cash dividend paid on security I between time t-1 and t
Pit -1=price for security I at time t-1 adjusted for capital changes 
Cross sectional Analysis
Failed firms would have a higher probability of failure over the time horizon than their no-failed counterparts. Each period investors would reassess

the solvency position of the form and adjust the market price of common stock such that the ex ante rate of return in future period would continue to be commensurate with higher risk.
If at any time a firm is at a solvency state worse than expected , there will be a downward adjustment of market prices and the ex post rate of return will be less than the ex ante or expected rate of return .
Firm failure Market price     then   Ex post < expected rate of return
Year before   failure | Medians | Inter quartile range |
| | F* | F |
| F* | F | difference | .25 | .75 | range | .25 | .75 | Range |
5 | .02 | .02 | +.00 | -.12 | .39 | .51 | -23 | .26 | .49 |
4 | .02 | -.03 | +.05 | -.10 | .32 | .42 | -22 | .45 | .67 |
3 | .11 | .00 | +.11 | -.08 | .48 | .56 | -30 | .35 | .65 |
2 | .12 | -.08 | +.20 | -.11 | .59 | .70 | -57 | .36 | .93 |
1 | .03 | -.26 | +.29 | -.20 | .26 | .46 | -54 | .26 | .80 |

NOTE
There is no unequivocal statement that can be made about the difference between ex post rate of return for failed and non-failed firms. The direction and magnitude of the difference will depend on size of unexpected deterioration in solvency position. 
If the magnitude of unexpected deterioration in solvency position is large then there will be downward adjustment in price of and may be sufficient to produce ex post rate of return for failed firms that are less than those for non-failed firms. ie 
Ex post rate of return for failed firms<

ex post rate of return for non failed firms.
If the magnitude of unexpected deterioration in solvency position is little then there will be downward adjustment in price of and may be sufficient to produce ex post rate of return for failed firms that are more than those for   those for non-failed firms. ie 
Ex post rate of return for failed firms>ex post rate of return for non failed firms.
Return Analysis – unadjusted for market wide   events
The media of the failed firm is below that of the non-failed firms and the difference increases as the year of failure approaches. The median of the failed firms drops over time with the largest price decline occurring in the final year.

Note;
Unexpected deterioration in solvency position is sufficiently large to induce lower ex post returns for failed firms. Investors appear to adjust to the new solvency position of the failed firm continuously over the five year period. The largest unexpected deterioration will occur the final year before failure. The implication is that investors are still surprised at the occurrence of failure, even in the final year before failure.
Cross sectional dispersion of failed firm’s returns is larger than the non-failed firms. This is in consistent with the belief that the failed firms are also riskier in terms of variability of returns as a default risk
Risk analysis- Adjusted for movement wide events
Each rate of return was adjusted for the average rate of return by common stock security.   The average return earned by common stock

is also referred to as the market index. 
Adjusting of the individual rate return is done by subtracting the fisher index from them and the difference was defined as the residual rate of return i.e. eit
Eit=Rit-Rmt
Rmt=     fisher index at time t-fisher index at time t-1fisher index at time t-1
Time series Analysis
The objective of time series is to determine how soon investors can forecast failure. Subsequent improvement in the rate of return does not necessarily imply an improvement in solvency position. Since financial ratios reflect actual solvency position an improvement in the ratio implies and improvement in solvency position. Compare the average length of time from the year of failure forecast to the date of failure. Most common ratios are;
CFTL     NITA           DEBTTA                   WCTA
From this investors forecast failure sooner than ratios is consistent with the contention that use the ratios in assessing the solvency position of the failed firms
Even stronger advocates for financial ratios would not contend that ratios are the only source of relevant data about the firm.   Nor is it likely that investors when using ratios look only at one ratio or only at its most recent value. Multi ratio model consisting of the most recent value of the cash flow ratio and the first differences of the previous values possess greater predictive power than any single ratio.
Assumptions of time series Analysis
  I) There’s one point in time at which there’s substantial deterioration in expected solvency position

of the failed firms.
  II) This point in time occurred no sooner than five years before failure.
If a change in solvency position is recognized as gradual process covering several year, the year in which failure was forecast has no meaning.
There’s no reason why the initial recognition of failure could not have occurred prior to five year before failure. Either situation would lead to a misspecification for which a failure forecast was never made.
A question arises regarding the interpretation of those instances where the ratio forecast failure before the return variables could investors have taken advantage of the ratio information by selling this securities short? The evidence must be regarded as inconclusive.
In case of the Net income ratio, there were 10 failed firms where the ratio forecast failure but the market does not (Table 5) However, there were instances where then ratios forecast failure for non-failed firms. Can investors extinguish ex ante between the two situations? If not then, one will suffer loss by selling non-failed securities short.
Shortcomings of the model
Beaver (1967)’s work was disadvantaged by four critical shortcomings.
  i. First, the model was based on a stringent assumption that the form of the relationship which existed between a measure (i.e. a ratio) and the failure status was linear. This linearity assumption does not hold in practice since many ratios display a non-linear relationship with the failure status (Keasey and Watson, 1991). 
  ii. Secondly, since only one

ratio can be used each one time an assessment is being done, the use of several ratios yield conflicting classification of the same firm (Altman, 1968; Zavgren, 1983). 
  iii. The third misshape is that the use of financial ratios in a Univariate model conceals the importance of any one variable in the model. This is a result of variables being highly correlated (Cybisnski, 1998), besides the model does not provide variable weighting. 
  iv. The fourth disadvantage is actually the very models own advantage i.e. its simplicity to use. The simplicity in the model presupposes a firm’s financial status as represented by the entire financial statements can simply be represented by a single ratio. This is contrary to current sophisticated, multidimensional financial statements of corporations. 
  v. Finally, Beaver’s model uses cut-off points which are chosen by trial and error using ex post data. This implies that the actual status of the companies in the sample is known. Hence cut off points are sample specific and this may misclassify other units outside the sample (Bilderbeek, 1973).
Summary of the lesson learned
  * Investors recognize and adjust to new solvency position of failing firms.
  * Price changes of common stock act as if investors rely upon ratios as a basis for their assessment and impound the ratio information into the mar

COPORATE BANKRUPSY FINANCIAL RATIO, DISCRIMINANT ANALYSIS AND PREDICTION OF BANKRUPTCY
  a. Assessment of the quality of ratio analysis as an analytical technique
  b. Employ

multiple discriminate statistical methodology to investigate bankruptcy prediction
TRADITIONAL RATIO ANALYSIS
The detection of company operating and financial difficulties are subject which has been particularly susceptible to financial ratio analysis. Prior to the development of quantitative measures of company performance, agencies were established to supply a qualitative type of information for assessing the credit worthiness of particular merchants. 
  a. At this time studies revealed that failing firms exhibited significantly different ratios measurements than continuing entities.
  b.   Another study concerned with ratios of large asset-size corporation that experienced difficulties in meeting their fixed indebtedness obligations. 
  c.   A recent study involved in analysis of financial ratios in bankruptcy prediction context. The latter work was to compare a list of ratios for failed firms and a matched sample of non-failed forms. Observed evidence for five years prior to failure was cited as conclusive that ratio analysis can be useful in the prediction of failure. Ratios were applicable as they measure such variables as profitability, liquidity and solvency which are the most significant indicators.
MULTIPLE DISCRIMINANT ANALYSIS
The previous section cited studies devote to the analysis devoted to the analysis of a firms condition prior to financial difficulties .although the work established important generalizations   regarding the performance and trends of particular measurements the adaptation of their

results for assessing bankruptcy potential if firms ,both theoretical and practically is questionable.

SHORTCOMINGS OF TRADITIONAL RATIO ANALYSIS
  a.   The method was essentially univariate in nature and emphasis was placed on individual signals of impending problems .Ratio analysis was susceptible to faulty interpretation and potentially confusing. For instance a firm with poor profitability may be regarded as potential bankrupt, however because of its above average liquidity, the situation may not be considered as serious. 
  b. There was potential ambiguity to relative performance of several firms
  c. There were difficulty in coming up with the most important ratios in detecting bankruptcy potential? What weights are to be attached to the selected ratios? How the ratios are to be objectively established?
After careful consideration of the nature of the problem a multi discriminate analysis (MDA) was chosen as the appropriate statistical technique.
The model is most successful to financial problems such as consumer credit evaluation and investment classification. The MDA is used primarily to classify and make prediction in problems where the dependent variable appears in qualitative form e.g. bankrupt or non-bankrupt. To come up with predictive model the following steps:
  a. Establish the explicit group classification which may be two or more. For example a potential of   successful and non-successful firm, possibility of bankruptcy and non-bankruptcy e.t.c
  b. Data is then collected for the objects in

the groups.
  c. MDA then attempts to derive a linear combination of these characteristics which best discriminate between the groups.
  d. MDA then determines a set of discriminate coefficients. When these coefficients are applied, to the actual ratios, they form a bases of classification into one mutually exclusive grouping exist.
ADVANTAGES OF MULTI DISCRIMINANT ANALYSIS (MDA)
  a. MDA technique considers an entire profile of characteristics common to the relevant firms as well as interaction of these properties, whereas univariate study will only consider the                       measurement used for grouping assignments one at a time.
  b. MDA reduces the analyst space dimensionality that is from the number of different independent variable to G-1 dimensions, where G equals the number of original a prior groups. Altman’s model is concerned with two groups, consisting of bankrupt firms on the one hand, and of non-bankrupt firms on the other. The analysis therefore transforms into one dimension discriminate function of the form   
  c. MDA deals with classification of problems by analyzing the entire variable profile of the object simultaneously rather than sequentially examining its individual characteristics. Combination of these ratios can be analyzed together in order to remove possible ambiguities and misclassifications observed in earlier traditional studies.MDA technique was selected as the most appropriate for bankruptcy studies.
  d. Combination of ratios can be analyzed together so as to remove the

possible   misclassifications observed in traditional studies
The discriminant function of the form Z = v1x1+v2x2+v3x3………….vnxn transforms individual variable values to a single discriminant score or z value which is then used to classify the object 
Where
v1, v2, v3…..xn = discriminant coefficient
x1, x2, x3….x4= independent variable
When utilizing a comprehensive list of financial ratios in assessing a firms bankruptcy potential there is reason to believe that some of the measurements will have a high degree of correlation or co linearity with each other. This predictive model has the advantage of yielding a model with relatively small number of selected measurement which has a potential of conveying a great deal of information.
DEVELOPMENT OF THE MODEL
  a. Sample selection
The initial sample is composed of sixty-six corporations with thirty three firms in each group. The bankrupt are manufactures that filled a bankruptcy petition, the mean asset size of these firms was $6.4m, with a range between $0.7m and $25.9m.The second group comprised of paired sample of manufacturing firms chosen on stratified random basis. The firms are stratified by industry and by size with the assets size range between $1m to $25m.Data was collected from these bankrupt firms one reporting period prior to bankruptcy.
An important issue is to determine the asset size group that is to be sampled, too small and too big firms is eliminated .This is due to the fact that incidences of bankruptcy in large-asset size firms are minimal while the

absence of comprehensive data negated the representation of small firms.
  b. Data collection
After the initial groups are defined and firms are selected ,balance sheet and income statement data are collected .A list of twenty two potentially helpful variables is compiled for evaluation and classified into 5 standard ratios categories   and included liquidity, profitability, leverage ,solvency and activity ratios.   
The ratios were chosen on the basis of
  a. Popularity in literature 
  b. Potential relevancy to the study
To arrive to the final list of variable the following procedure are utilized
  a. Observation of statistical significance of various alternative functions including determination of relative contributions of each independent variable
  b. Evaluation of inter-correlation between relevant variables
  c. Observation of the predictive accuracy of the various profiles
  d. Judgment of the analyst
The variable profile did contain the most significant variables, amongst the twenty two original ones, measured independently. Upon analyses they came up with the following final discriminate function.
Z=0.012x1 + 0.014x2 +0.033x3 + 0.006x4 + 0.999x5

Where
X1=Working capital/total assets
X2=Retained earnings/total assets
X3=Earnings before interest and tax/total assets
X4=Market value of equity/book value of liabilities
X5=Sales/total assets
X1- Working capital/total asset ratio is a measure of net liquidity asset of the firm relative to then total capitalization. Working capital is the difference

between current assets and current liabilities. Ordinarily a firm that experiencing consistent operating losses will have shrinking current assets in relation to total assets.   
X2 - Retained Earning /Total assets. This is a measure of cumulative profitability over time. For example relatively young firms will probability show a low RE/TA ratio, because it has no time to build up its cumulative profits. Therefore it may be argued that the young firm is somewhat discriminated against in this analysis and its chance of being classified as bankrupt is relatively high than another older firm.
X3-Earnings before interest and taxes/total assets. This ratio measures the true productivity of the firm’s assets, abstracting from any tax or leverage factors .Since a firms ultimate existence is based on the earning power of its assets especially when dealing with corporate failure.
X4-Market value of equity/Book value of total debt. Equity is measured by combination of market value of all shares of stock, preferred and common, while debt include both long term and short term debt, that is the proportion of assets financed by the owners and by outsiders. The measure shows how many the firms’ assets can decline in value before the liabilities exceed the assets and the firm becomes insolvent. 
X5-Sales/Total assets. The capital turnover ratio is standard financial ratio illustrating the sales generating ability of the firm’s assets .It is a measure of management’s capability in dealing with competitive conditions.
The model has

been found to be successful in predicting bankruptcy two years to occurrence with 70% accuracy. He derived the upper and lower limits from discriminant function above and came up with the following .A firm with a score of 2.99 and above was classified as a candidate for success and that with a score of 1.81 and below was classified as a candidate for failure.
The model has been used by many to predict the possibility of bankruptcy and has been found to be successful in predicting bankruptcy two years with 70% accuracy
TO TEST THE INDIVIDUAL DISCRIMINATING ABILITY OF THE VARIABLES
To test the individual discriminating ability an f-test is conducted and this test relates the difference between average values of the ratios in each group to the variability of the values of the values of ratios within each group one financial year prior to bankruptcy. The table below represents the f statistics
Variable | Bankrupt group mean n=33(%) | Non-bankrupt Group mean n =33(%) | F-ratio |
X1 | -6.1 | 41.4 | 32.60 |
X2 | -62.6 | 35.5 | 58.86 |
X3 | -31.8 | 15.3 | 26.56 |
X4 | 40.1 | 247.7 | 33.26 |
X5 | 150.0 | 190.0 | 2.84 |

Significant at the 0.001 level
F1, 60 (0.001) =12.00
F1, 60 (0.01) =700
F1, 60(0.05) =4.00
Variable x1 through x4 are all significant at the 0.001 level indicating extremely significant differences in these variables between groups 
One useful technique in arriving at the final variable profile is to determine the relative contribution of each variable to the total discriminating power of the 

function and the interaction between them. The relative statistic is observed as the scalar factor which is computed by multiplying corresponding elements by the square root of the diagonal elements of the variance covariance matrix. Since the actual variable measurement units are not all comparable to each other, simple, observation of the coefficient is misleading and the table below will enable us to evaluate each variables contribution on a relative basis.
Relative contribution of the variables
Variable | Scaled vector | Ranking |
X1 | 3.29 | 5 |
X2 | 6.04 | 4 |
X3 | 9.89 | 1 |
X4 | 7.42 | 3 |
X5 | 8.41 | 2 |

The scaled vector indicate that the large contributors of group separation of the discriminate function are
X3, X5, and X4 respectively. Profitability ratio contributes the most since we consider that the incidence of bankruptcy in such a firm is almost nil. The second highest contribution is x5 though it was insignificant in the univariate basis; the multivariate basis is responsible for illuminating the importance of the variable this is due to high negative correlation.
Cochran concluded that most correlations between variables in past studies were positive, by and large, negative correlations are more helpful than positive correlation in adding new information to the function. Then logic, behind this being as firms suffers losses and deteriorates also toward failure, the assets are not replaced as much as healthier times and also, the cumulative losses have further reduced the asset size through

the debits to retained earnings
One impotent aspect of the MDA is the ability to separate groups using multivariate measures. A test to determine the overall discriminating power of multivariate measures is the f-test whish is the ratio of the sum of squares between groups to the within group sum of the squares that is,
λ =   g=1G(Ўg-ў)g=1Gg=1G(Ypg-Ўg)
G=number of groups 
g=group g, g=1……G
Ng=number of firms in group g
Ypg=firm p in group g, p=1…… Ng
Ўg=groups mean (centroid)
ў=overall sample mean
when these ratio is maximized it has the effect of spreading the means   of the G group and simultaneously reducing dispersion of the individual points about their respective group means .the test is appropriate because one of the objectives of the MDA is to identify and   to utilize those variables which best discriminate between groups and   which are most similar within the group.
The group means of the original two group sample of the form
ўg= 1NgP=1NgYpg
Group 1=-0.29         F=20.7
Group 2=5.02 F5, 60(0.001) =3.34
Once the values of the discriminant coefficients are established, it is possible to calculate discriminant scores for each observation in the sample   or any firm and to assign the observation to ne of the group based on this score .the essence   is to compare the profile of an individual   firm with that of alternative grouping .the firm is assigned to the group it most closely resembles .the comparisons are measured using chi-square value and assignments are made based upon   the relative proximity of

the firms score to the various group centroid.
Limitations of Altman’s model
  a. Consider only the firms ratio. Does not consider other factors affecting the firm for example poor management, legal conditions E.T.C
  b. Ignores other ratios for example quick ratio that are important for the prediction.
  c. It is only applicable to quoted firms 
  d. There is a grey area/zone of ignorance which makes it impossible to classify firms within the limits.
DEALING WITH ZONE OF IGNORANCE
By observing those firms which have been misclassified ,by the discriminant model in the initial sample ,its concluded that all firms having a z-score greater than 2.99 clearly fall into the non-bankrupt sector, while those that fall below 1.81are all bankrupt. The areas between 1.81 and 2.99 will be defined as the zone of ignorance or grey area because of susceptibility to error classification

2.99

ZONE OF IGNORANCE
1.81

To establish a guideline for classifying firms within the grey area the following procedure is applied
Identify sample observations that fall within overlapping range as illustrated below:
Firms whose z-score falls within the grey area
FIRM NUMBERNON-BANKRUPT | Z-SCORE | FIRM NUMBERBANKRUPT |
2019 | 1.81 | |
| 1.98 | 1026 |
| 2.10 | 1014 |
| 2.67 | 1017 |
| 2.68 | |
2033 | 2.78 | |
2032 | 2.99 | 1025 |
The next step is to find range of values in minimum number of misclassifications is found. In the analysis z between (but not including) the indicated values produce the following misclassifications

as shown below
Number of classifications using score criterions
RANGE OF Z | NUMBER MISCLASSIFIED | FIRMS |
1.81-1.98 | 5 | 2019,1026,1014,1017,1025 |
1.98-2.10 | 4 | 2019,1014,1017,1025 |
2.10-2.67 | 3 | 2019,1017,1025 |
2.67-2.68 | 2 | 2019,1025 |
2.68-2.78 | 3 | 2019,1033.1025 |
2.78-2.99 | 4 | 2019,2033.1032,1025 |
The best critical values falls conveniently between 2.67 and 2.68 and therefore2.675, the midpoints of interval is chosen as the z value that discriminates best between the bankrupt and non-bankrupt firm.
ILLUSTRATION
The Altman’s prediction model for bankruptcy was used to predict the financial soundness of 4 listed companies with the following information.
Company | sales | Working capital | Retained earnings | EBIT | M.V of equity | Total assets | Liabilities |
A | 200 | 4 | 60 | 10 | 20 | 200 | 120 |
B | 120 | 2 | 20 | 0 | 5 | 100 | 80 |
C | 900 | 6 | 20 | (30) | 48 | 800 | 740 |
D | 2000 | 40 | 200 | 30 | 100 | 1800 | 1000 |

Compute the scores for each firm and comment on the possible reasons for selection of the variables.
Z=0.012X1+ 0.014X2 +0.033X3 + 0.0X406 + 0.999X5
Company | X1 | X2 | X3 | X4 | X5 | Z |
A | 0.02 | 0.3 | 0.05 | 0.167 | 1 | 1.709 |
B | 0.02 | 0.2 | 0 | 0.163 | 1.2 | 1.541 |
C | 0.008 | 0.025 | (0.38) | 0.065 | 1.25 | 1.084 |
D | 0.022 | 0.111 | 0.017 | 0.1 | 1.111 | 1.408 |

In each of the above z scores is less that 1.81, critical level and therefore all firms appear to be at the risk of bankruptcy unless intervention measures

are taken.
To take care of non-listed companies Altman further developed his model by looking at firms that are not listed. He cam e up with a revised model which can be applied to both publicly traded and non-publicly traded firms as below
Z=0.717X1 + 0.847 X3+0.42X4 + 0.998X5
Where
X4=Book value of equity/book value of liabilities
All the other variables remain as in the listed companies.
Using this prediction function, a firm with a z score of 1.20 is regarded as a candidate for bankruptcy while a z score of 2.9 is regarded as financially healthy
PRACTICAL APPLICABILITY OF ALTMANS MODEL
  a. Business loan evaluation
The evaluation of business loans is an important function if our society especially to commercial banks     and other lending institutions. A fast and efficient model in device for detecting unfavorable credit risk will enable the credit officer to avoid potentially disastrous decisions. The significance of MDA is that the model contains most of the variables common to business loan evaluation and discriminant analysis has been used for consumer loan evaluation. Therefore the potential presents itself for utilization in business sector
  b. Internal control consideration 
An extremely important but often very difficult, task of corporate management is to periodically assess honestly the firm’s present conditions. Important strengths and weaknesses may be recognized and changes in policy and actions will usually be in order. The suggestion is that discriminate model is used correctly and periodically,

has the ability to predict corporate problems early enough so as to enable management to realize the gravity of the situation in time to avoid failure. If failure is unavoidable, the firms’ creditors and stockholders may be better off if a merger with stronger enterprise is negotiated before bankruptcy.
  c. Investment Guidelines
The predictive model is useful in screening out undesirable investments. Since the model is basically predictive analyst can utilize these predictions to recommend appropriate investment policy. For example observations suggesting that investors are anticipating decline in operations results of selective firms, there is an overwhelming tendency to underestimate the financial plight of the companies which eventually go bankrupt.
CONCLUSION
The model sought to assess the analytical quality of ratio analysis, therefore making the traditional ratio analysis no longer important as an analytical technique. The model indicated that ratios if analysis at within multivariate framework, will take on greater statistical significance than the common technique of sequential ratio comparisons. The model is proved to extremely accurate in predicting bankruptcy correctly up to 70 % accurate two years prior to bankruptcy.
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INTRODUCTION
What is a business?
A business also known as company, enterprise, or firm is a legally recognized organization designed to provide goods, services, or both to consumers or tertiary business in exchange for money.
Businesses may be categorized into large corporations or small businesses.
  1. A large corporation is a formal business association with a publicly registered charter recognizing it as a separate legal entity having its own privileges, and liabilities distinct from those of its members.
  2. A small business is a business that is privately owned and operated, with a small number of employees and relatively low volume of sales
Definitions of Business Failure
Business failure is defined in various ways. These include:
  1. Business Failure is a situation in which a company or other business ceases operations because it is unable to generate sufficient revenue to cover its expenses. For example, if a company is unable to service debt it may file for bankruptcy and stop operating. Business failure is relatively common in the first year or so of operations because the owner is unable to compete for any number of reasons.
  2. Business failure refers to an organization that has gone bankrupt. Bankruptcy is the legal process in which a person or firm declares inability to pay debts. 
  3. Business failure refers to a business that has terminated operations with a loss to creditors. Firm that stops working due to lack of sales or profit, or retirement or death of its principal

  leaving liabilities is   classified as a failure.
|
  4. Business failure refers to a company ceasing its operations following its inability to make a profit or to bring in enough revenue to cover its expenses. 
  5. Business failure is defined as a situation in which firms cannot meet their liabilities and hence cannot conduct economic activities.
  6. The Banking Act formally defines bankruptcy as occurring when an individual voluntarily transfers his property or debts to a trustee in order to avoid paying a creditor, or if an individual files for bankruptcy with the court. However, bankruptcy can also be declared involuntarily, such as when an individual leaves Kenya for the purpose of avoiding paying debts, or if a debtor fails when attempting to collect a payment from a creditor at a previously specified time. The Act specifies that only Kenyan debtors may put Kenyans into bankruptcy.

When Does A Business Fail?
Berryman observes that a number of businesses continue to trade while earning low rate of return.   When viewed from rate-of-return perspective, a business is said to have “failed” if it meets any of the following criteria:
  1. Earnings Criterion
A firm has failed if its return on capital is significantly and consistently lower than that obtainable on similar investments.
  2. Solvency Criterion
A firm has failed if the owner, to avoid bankruptcy or loss to creditors after such actions such as execution, foreclosure or attachment, voluntarily withdraws leaving unpaid obligations.
  3. Bankruptcy

Criterion
A firm has failed if deemed to be legally bankrupt. Bankruptcy is normally accompanied by insolvency liquidation.
  4. Loss cutting criterion
A firm has failed if the owner disposes of the firm or its assets with losses, in order to avoid further losses.
Causes of Business Failure
1. You start your business for the wrong reasons.
Some people start businesses because they would like to make more money, to have more time with your family, or maybe that you wouldn't have to answer to anyone else. This may lead to business failure as one may not concentrate on the business objectives but his own personal objectives.
2. Poor Management
many reports on business failures cites poor management as the number one reason for failure. New business owners frequently lack relevant business and management expertise in areas such as finance, purchasing, selling, production, and hiring and managing employees. Unless they recognize what they don't do well, and seek help, business owners may soon face disaster. They must also be educated and alert to fraud, and put into place measures to avoid it. 
3. Inadequate funding 
Another common reason for small business failure is a lack of adequate funding, especially during the critical start-up period. Inadequate funding severely limits your capacity and threatens your ability to grow beyond the initial stage of life. If you have done your homework properly, you should know how much money it will take to launch your business. Resist the urge to start until you have obtained

all of the funding you know you need to do it right.
Business owners underestimate how much money is needed and they are forced to close before they even have had a fair chance to succeed. They also may have an unrealistic expectation of incoming revenues from sales. 
It is necessary to ascertain how much money your business will require; not only the costs of starting, but the costs of staying in business. It is important to take into consideration that many businesses take a year or two to get going. This means you will need enough funds to cover all costs until sales can eventually pay for these costs.
4. Location
Location is critical to the success of your business. Whereas a good location may enable a struggling business to ultimately survive and thrive, a bad location could spell disaster to even the best-managed enterprise. 
No matter how good a business idea is, a bad location leads to failure. After all, you are starting a business to make money; and you cannot make money if no one is buying from you. Your business should be located where potential customers are. 
5. Lack of Planning
Successful small businesses don't just happen. They are the result of intentional and well-executed business plans. Many entrepreneurs are so eager to get started that they neglect business planning and jump in headfirst with little more than a dream and an idea. That might cut it in some arenas, but not in small business. If you have already started your business and don't have a business plan, your first priority should be to

get one. 

6. Overexpansion
Overexpansion often happens when business owners confuse success with how fast they can expand their business. A focus on slow and steady growth is optimum. Many a time’s bankruptcy has been caused by rapidly expanding companies.
At the same time, you do not want to repress growth. Once you have an established solid customer base and a good cash flow, let your success help you set the right measured pace. Some indications that an expansion may be warranted include the inability to fill customer needs in a timely basis, and employees having difficulty keeping up with production demands.
  7. Wars 
War is a phenomenon of organized violent conflict, typified by extreme aggression, societal                 disruption and adaptation, and high mortality. Business failure may occur in cases of war since   many properties are destroyed. This will lead to financial distress hence business failure.
8. Recessions 
In economics, a recession is a business cycle contraction, a general slowdown in economic activity over a period of time longer than a few months. During recessions, many macroeconomic indicators vary in a similar way. Production, as measured by Gross Domestic Product (GDP), employment, investment spending, capacity utilization, household incomes, business profits and inflation all fall during recessions; while bankruptcies and the unemployment rate rise.
Recessions generally occur when there is a widespread drop in spending often following an adverse supply shock or the bursting of an economic

bubble.
9. Staffing imbalances
Labor is the biggest expense for most small businesses. Therefore, it only makes sense that it's worth your time to make sure that your company employs the right amount of people. Too many employees will force you to carry around dead weight. Too few employees and performance will suffer. Striking the perfect balance isn't easy, but the rewards are well worth the effort.

10. Excessive regulations
Many regulations demotivate employees and will not work well for the firm. This will lead to incompetency which eventually leads to the failure of the business.

11. Insufficient marketing
Poor marketing of the firm’s products will make the product unknown to the buyers. This leads to low sales which lead to failure of the business. It's possible to create a business that sells the best product at the best price and still fail because no one knows it exists. If you don't know anything about marketing, one should get help from someone who does. 
12.   Unreliable suppliers
You can't sell what you don't have. Your ability to maintain proper levels of inventory is directly proportional to the quality of your relationships with reliable suppliers. Developing effective supply channels can take a little time, but if you are having problems with your current supplier don't cross fingers and hope things will get better. Seek out new supplier relationships and make the switch as quickly as possible.

However since late 1960’s serious investigation into possibility of developing suitable business

failure prediction models to help avert enormous loss resulting from business bankruptcy commenced.
Many types of models and methods of predicting business failure have been developed with varying assumptions and computational complexities. Various studies were undertaken about business failure. These studies were carried out USA, and Uganda. Studies were also undertaken on various corporations such as Enron and WorldCom and also a study on the Lehman brothers. SMALL BUSINESS FAILURE IN UGANDA
A small scale business is defined as one which is independently owned and operated and not dominant in its field of operation.
Privatization in Uganda in the early 1990’s resized the public service by reducing the staff employed by the central government from 320,000 in 1990 to 191324 in march 2001(40.9% decrease).
As a result the retrenched civil servants joined the private sector as small business owners resulting into the emergence of small scale business enterprises.
The number of small scale businesses in Uganda grew from 800000 to 2000000 in the period between 1995 and 2002.
Majority of the small businesses in Uganda are characterized by;
  * Low working capital
  * Low levels of revenue
  * Low number of employees (mainly family members)
  * Labor intensive methods of production.
  * Low levels of technology
Major activities of small business in Uganda include farming, market vending, catering, second hand clothing, health/herbal services, transport services ,brick making, water vending, telephone operating,

carpentry, lodging and bars among others.
The enterprises engage In similar products and services thus reducing opportunities for business due high competition.
Ownership and management of these businesses is mainly family basis and as such has a small scale operation.
Reasons for starting up small businesses in Uganda
  * As means of survival 
  * Need for self employment
  * Due to public demand
  * Continuing the tradition 
  * Availability of the market
  * Success of   others 
  * Fighting poverty
  * Limited capital required
CAUSES OF BUSINESS FAILURE
  I. TAXATION
With the introduction of VAT in Uganda many small businesses have been hard-hit by the category of taxes they are in. the high taxes are borne by the consumers since they buy goods at higher prices. This may result to reduced sales volume of the business hence low return.
The local authorities also levy taxes inform of ground rates, security fees and trade licenses which are burdensome to the traders.
Smuggling of illegal goods which are not taxed mitigates chances for the success of genuine business since those goods are available at reduced prices.

  II. POWER SHORTAGES
The privatization of the Uganda Electricity Board resulted in relatively high rates being charged per unit of power consumed. Power cutoffs have contributed to failure of businesses dealing in highly perishable goods since they need preservation. Alternative sources of power like the use of generators are considered more expensive as the generator needs to be 

fueled.
  III. LACK OF CAPITAL
Most of the businesses are usually started with limited capital. The businesses lack collateral which can be deposited to get loans from commercial banks.
In case the businesses are issued with loans they are charged high rates of interest and short repayments period.
  IV. LACK OF PROPER STORAGE FOR AGRICULTURAL GOODS
Agricultural goods such as milk and meat require proper storage as they are highly perishable. Most of the small business does not provide such storage to the goods leading to losses in case the goods get spoiled.
  V. POOR MARKET
Most of the businesses lack the competence of challenging already existing businesses. Poor location leads to lack of sales and reduced profits which reduces the growth of the business.

IV. PRICING PROBLEMS
Owners lack the capacity to ascertain best prices and they tend to operate at high prices in relation to already existing businesses which operate at relatively lower prices.
  VI. POOR RECORD KEEPING
Most business owners lose track of their daily transaction and cannot account for their expenses and their profits at the end of the trading period
Proper record keeping enhances accuracy in information on which to base decisions such as projecting sales and purchases
  VII. LACK OF EFFECTIVE MANAGEMENT
Most of the owners tend to manage the businesses by themselves as a way reducing operational cost. The owner may lack proper managerial skills which may result to closure of the business as it may be running at a loss.
  VIII. COMPETITION
The

success of one business comes at the expense of another since new business faces stiff competition from the existing ones and other new businesses which are created.
This might result in resolving to advertise and reduction of prices in order to attract more customers which in turn reduce the profitability of the business.
  IX. HIGH RENTAL CHARGES 
Some rental payments are pegged to the US dollar which in most cases appreciates against the Uganda shillings .increased demand for business premises due to emergence of small businesses has lead to increased rental charges thus reducing the profits of small businesses
ACTIONS AGAINST BUSINESS FAILURE
  I. LACK OF CAPITAL
  * Source cheap loans from financial institutions
  * Borrow from friends
  * Negotiate advance payments from customers
  * Merge with others that have similar business
  * Re-invest the profits made
  * Join micro-finance institutions or savings and loan associations

  II. INCREASED TAXES

  * Tax assessment by local government in conjunction with the business owner
  * Business people should know the investment code and tax regulations
  * Pay tax in time to ease the burden

  III. LOW SALES/POOR MARKET
  * Proper location of the business
  * Improving customer care
  * Employing qualified personnel and motivating them
  * Carrying out market research and advertising
  * Optimization of peak periods

  IV. POOR MANAGEMENT
  * Financial management should be emphasized
  * Keeping records of workers

to help in evaluation
  * Attending refresher courses on business management skills
  * Networking with other people with similar business or at professional level

  V. POOR RECORD KEEPING
  * Employ qualified personnel 
  * Establish a record of books of accounts either daily,weekly,monthly or on annual basis
  * Financial records should be a priority since they aid planning

  VI. INADEQUATE CONTROL OF INVENTORY
Know and understand existing skills needed
Maintain control and take stock of the inventory regularly
  VII. LACK OF BUSINESS PLAN
  * Set specific targets
  * Prepare cash flow forecast and budgets
SMALL BUSINESS FAILURE IN U.S.A
Start up failure rates
By Scott Shane |
| From his book Illusions of Entrepreneurship: The Costly Myths that Entrepreneurs, Investors, and Policy Makers Live By. The data come from a special tabulation by the Bureau of the Census produced for the Office of Advocacy of the U.S. Small Business Administration |
| | |
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While these data look at the 1992 cohort of new single-establishment businesses, the failure rate percentages are almost identical for all the research which as been done. So, this is the trend for a ten year survival rates of new firms.
Proportion of New Businesses Founded in 1992 Still Alive By Year.

These are the averages. There are considerable differences across industry sectors in business failure rates.   
The Seven Pitfalls of Business Failure 
When starting a new business, the last thing you want to focus on is

failure. But if you address the common reasons for failure up front, you'll be much less likely to fall victim to them yourself. Here are the top 7 reasons why businesses fail and tips for avoiding them.
The latest statistics from the Small Business Administration (SBA) show that "two-thirds of new employer establishments survive at lease two years, and 44 percent survive at least four years." This is a far cry from the previous long-held belief that 50 percent of businesses fail in the first year and 95 percent fail within five years. Brian Head, Economist with the SBA Office of Advocacy, noted that the latest statistics are a much more accurate assessment of new business success rates, and that "as a general rule of thumb, new employer businesses have a 50/50 chance of surviving for five years or more."   
Better success rates notwithstanding, a significant percentage of new businesses do fail. Expert opinions abound about what a business owner should and shouldn't do to keep a new business afloat in the entrepreneurial sector. There are, however, key factors that if not avoided will be certain to weigh down a business and possibly sink it forevermore.
1. You start your business for the wrong reasons.
Would the sole reason you would be starting your own business be that you would want to make a lot of money? Do you think that if you had your own business that you'd have more time with your family? On the other hand, if you start your business for these reasons, you'll have a better chance at entrepreneurial success:

  * You have a passion and love for what you'll be doing, and strongly believe -- based on educated study and investigation,
  *   Your product or service would fulfill a real need in the marketplace. 
  * You are physically fit and possess the needed mental stamina to withstand potential challenges. Often overlooked, less-than-robust health has been responsible for more than a few bankruptcies. 
  * You have drive, determination, patience and a positive attitude. When others throw in the towel, you are more determined than ever. 
  * Failures don't defeat you. You learn from your mistakes, and use these lessons to succeed the next time around. Head, SBA economist, noted that studies of successful business owners showed they attributed much of their success to "building on earlier failures;" on using failures as a "learning process." 
  * You thrive on independence, and are skilled at taking charge when a creative or intelligent solution is needed. This is especially important when under strict time constraints. 
  * You like or love your fellow man, and show this in your honesty, integrity, and interactions with others. You get along with and can deal with all different types of individuals. 
2. Poor Management
Many reports on business failures cites poor management as the number one reason for failure. New business owners frequently lack relevant business and management expertise in areas such as finance, purchasing, selling, production, and hiring and managing employees. Unless they recognize what they don't

do well, and seek help, business owners may soon face disaster. They must also be educated and alert to fraud, and put into place measures to avoid it. Neglect of a business can also be its downfall. Care must be taken to regularly study, organize, plan and control all activities of its operations. This includes the continuing study of market research and customer data, an area which may be more prone to disregard once a business has been established.
A successful manager is also a good leader who creates a work climate that encourages productivity. He or she has a skill at hiring competent people, training them and is able to delegate. A good leader is also skilled at strategic thinking, able to make a vision a reality, and able to confront change, make transitions, and envision new possibilities for the future. 
3. Insufficient Capital
A common fatal mistake for many failed businesses is having insufficient operating funds. Business owners underestimate how much money is needed and they are forced to close before they even have had a fair chance to succeed. They also may have an unrealistic expectation of incoming revenues from sales. It is imperative to ascertain how much money your business will require; not only the costs of starting, but the costs of staying in business. It is important to take into consideration that many businesses take a year or two to get going. This means you will need enough funds to cover all costs until sales can eventually pay for these costs.
4. Location 
Location is critical to the success

of your business. Whereas a good location may enable a struggling business to ultimately survive and thrive, a bad location could spell disaster to even the best-managed enterprise. Some factors to consider when choosing a business location;
  * Where your customers are 
  * Traffic, accessibility, parking and lighting 
  * Location of competitors 
  * Condition and safety of business building 
  * Local incentive programs for business start-ups in specific targeted areas 
  * The history, community flavour and receptiveness to a new business at a prospective site 
5. Lack of Planning
It is critical for all businesses to have a business plan. Many small businesses fail because of fundamental shortcomings in their business planning. It must be realistic and based on accurate, current information and educated projections for the future. Components may include:
  * Description of the business, vision, goals, and keys to success 
  * Work force needs 
  * Potential problems and solutions 
  * Financial: capital equipment and supply list, balance sheet, income statement and cash flow analysis, sales and expense forecast 
  * Analysis of competition 
  * Marketing, advertising and promotional activities 
  * Budgeting and managing company growth 
In addition, most bankers request a business plan, if you are seeking to secure addition capital for your company.
6. Overexpansion
A leading cause of business failure, overexpansion often happens when business owners confuse success with how fast they 

can expand their business. A focus on slow and steady growth is optimum. Bankruptcy has been caused by rapidly expanding companies. At the same time, one may not want to repress growth. Once you have an established solid customer base and a good cash flow, let your success help you set the right measured pace.
Some indications that an expansion may be warranted include the inability to fill customer needs in a timely basis, and employees having difficulty keeping up with production demands. If expansion is warranted after careful review, research and analysis, identify what and who you need to add in order for your business to grow. Then with the right systems and people in place, you can focus on the growth of your business, not on doing everything in it yourself. 
7. No Website
simply put, if you have a business today, you need a website. In the U.S. alone, the number of internet users (about 70 percent of the population) and e-commerce sales (about 70 billion in 2004, according to the Census Bureau) continue to rise and are expected to increase with each passing year. In 2004, the U.S. led the world in internet usage.
At the very least, every business should have a professional looking and well-designed website that enables users to easily find out about their business and how to avail themselves of their products and services. Later, additional ways to generate revenue on the website can be added; i.e., selling ad space, drop-shipping products, or recommending affiliate products.
Remember, if you don't have a website,

you'll most likely be losing business to those that do. And make sure that website makes your business look good, not bad -- you want to increase revenues, not decrease them. When it comes to the success of any new business, the business owners are ultimately the "secret" to your success. For many successful business owners, failure was never an option. Armed with drive, determination, and a positive mindset, these individuals view any setback as only an opportunity to learn and grow. Most self-made millionaires possess average intelligence. What sets them apart is their openness to new knowledge and their willingness to learn whatever it takes to succeed. 
U.S. Bankruptcy Laws Encouraging Risk-Taking and Entrepreneurship
Nathalie Martin
Business failure in the United States, unlike in many other countries, is not regarded negatively. In fact, U.S. bankruptcy laws are structured so that those who fail in business are encouraged to continue entrepreneurial pursuits. “If a business in the United States fails, the individual can move on with his or her life without living in shame or total poverty,” the author writes. “The ability to start over is what makes some Americans willing to take risks in business, which can be good for the overall economy.” Nathalie Martin, Dickson Professor of Law at the University of New Mexico, recently served as the Robert M. Zinman Resident Scholar at the American Bankruptcy Institute. 
The United States relies heavily on the use of credit by both individuals and businesses to fuel its economy.

The country also has forgiving bankruptcy laws that protect individuals and businesses if they become financially insolvent. As such, these laws support capitalism and the growth of small businesses by encouraging people to take business risks.
For individuals, there are two main types of bankruptcy:
  1.   One type, known as Chapter 7, allows people in financial trouble to “discharge” be forgiven for most debts for which there is no collateral (security). This type of bankruptcy does not help a person become current with secured debts, where the borrower has pledged some form of collateral, such as property. 
  2.   The second type, known as Chapter 13, allows people in financial trouble to pay back a portion of their debts through a payment plan extending over three to five years. At the end of the period, assuming the debtor has contributed all of his or her disposable income to the payment plan, the remaining debts are forgiven. This type can be used to pay off past-due secured debt and thus keep the collateral. 
For businesses, the law is a bit different. Some can stay in business under Chapter 11 while they reorganize their debts. Thus, unlike most bankruptcy systems around the world, U.S. laws allow a bankrupt company to continue in operation, with the same management, while it tries to restructure its debts. In other words, typically, no trustee or custodian is appointed. Some people think this system, known as a debtor-in-possession system, promotes economic and job growth because more companies remain in

business and their assets are protected. Businesses can also simply liquidate their assets under Chapter 7 and use the sale proceeds to pay creditors.
THE UNDERLYING PHILOSOPHY
The American economy is extremely vibrant and active. The more activity in the economy, the stronger the economy will be. The U.S. regulatory structure has been developed to encourage people to create businesses, with the hope that they will succeed, hire employees, pay taxes, and otherwise improve the economy as a whole. We acknowledge that in the process, some businesses will fail. Thus, as a culture, we value a person’s willingness to risk his or her job and money (and borrowed money, too) for the chance to succeed. These ideas are not new. As a society, Americans have always encouraged economic activity through the extensive use of credit.
As early as the 1700s, when the U.S. economy was competing with much more developed European economies, it grew faster as anyone could have imagined and quickly became the world’s largest economy. The extensive use of credit in the early U.S. economy was unique in the world; with some people being paid for goods and supplies months and even years after the credit was granted. This allowed people to start businesses without much money in their pockets. The availability of credit caused economic activity to soar, and a strong credit-based economy was born. Having this much credit in the system had a downside as well. Some of the businesses failed. Even so, America was friendly to the capitalist spirit since its

goal was to encourage people to take risks in business in order to fuel its young economy. A legal culture of tolerance of non payment developed that encouraged people to continue entrepreneurial pursuits, even if they had failed before.
The relative lenience of American bankruptcy law, as compared to the law on the European continent, shocked some people, including French philosopher Alexis de Tocqueville, who, in the early 1800s, commented on the “strange indulgence” shown to bankrupt companies in the American union. He claimed that in this respect, “the Americans differ not only from the nations of Europe, but from all the commercial nations of our time.”
MODERN BANKRUPTCY LAWS IN PRACTICE
If a business in the United States fails, the individual undertaking it can move on with his or her life without living in shame or total poverty. This is more than just a nice theory. Many of America’s most successful businessmen failed in early business endeavors’, including ketchup magnate John Henry Heinz, Henry Ford of Ford Motor Company, and Phineas Barnum, who founded the American circus. All of these men eventually became very rich, in part because they were given a chance to try a business, fail, and start over.
Small businesses in the United States are the driving force behind the economy, employing more people than do huge, multinational companies. The credit system and its counterpart, the bankruptcy system, clearly support small businesses and entrepreneurship. Yet the sheer amount of credit available in the United States

is daunting by global standards, with many average Americans able to get credit of $50,000 or more from bank loans, credit cards, and other sources, even without posting collateral. Many new entrepreneurs start their businesses with money from these sources.
Many people outside the United States find the U.S. bankruptcy laws odd, in part because they are so different from the laws in their own countries. Debt is not easily forgiven in most parts of the world, and there often is a stigma associated with financial failure. In many parts of Europe, any business failure is viewed as an embarrassment, even if you work for someone else’s business and it fails. Someone associated with a business failure may even have trouble finding another job. In some parts of the world, such as Japan, my research has found that the stigma from financial failure is strong enough to lead people to commit suicide.
Nevertheless, other countries including Japan, Italy, France, the United Kingdom, and Germany are starting to make their own laws more forgiving in order to promote entrepreneurialism and to fuel more active economies. In some places, lawmakers believe that a more forgiving bankruptcy system will save assets and fuel economies that are not growing quickly. Deflationary Japan is one example of a country attempting to use more forgiving bankruptcy laws to create more borrowing and more economic activity. Since most of these laws are quite new, it is not yet clear whether these changes will help promote small-business development. Sometimes,

cultural factors might also keep people from availing themselves of these new, more forgiving laws.
There is much less stigma associated with a failed business in the United States. Some prospective employers might even consider an employee from a failed company to be more valuable because of the lessons learned at the prior job. Moreover, research shows that many U.S. owners who do well in business have failed in prior business ventures. The ability to start over is what makes some Americans willing to take risks in business, which can be good for the overall economy. The extensive availability of credit is also very helpful for the new entrepreneur.
THE ECONOMIC ROLE OF CONSUMER DEBT
In addition to the debt Americans take on to start businesses, they also use credit to buy consumer items such as homes, cars, furniture, and clothing. Americans use credit cards rather than cash more frequently than people in other parts of the world. As a group, they also buy more consumer goods, even more than people living in other rich countries such as Japan and Canada. Maintaining a high level of consumer spending is great for the American economy, particularly when business spending is down.
However, U.S. bankruptcy laws are not as forgiving as they are for business for those individual consumers who use credit extensively to buy consumer goods. As the accompanying chart shows, there is a strong correlation between consumer debt and financial failure, and bankruptcy resulting from consumer spending. Moreover, individuals who

overextend themselves financially on consumer goods will find it harder to discharge their debts. This is the result of a recent change in U.S. consumer bankruptcy laws designed to reign in consumer spending.
CONCLUSION
Fueling an active economy in the United States can be seen almost as a civic duty. Taking on credit risks to start a business can provide great financial rewards. If the business does well, the entrepreneur will flourish. If it fails, the person will get a second chance. Taking on extensive consumer debt carries the same risks with almost none of the rewards.

ENRON CORPORATION
Enron was a Houston-based energy in united states-trading and Utilities Company known for one of the biggest accounting frauds in history. 
The company filed for bankruptcy in 2001 and has since a symbol of corporate corruption.
Enron Corp brief history
Enron Corporation was one of the largest global energy, services and commodities company. Before it was filed bankruptcy under chapter 11, it sold natural gas and electricity, delivered energy and other commodities such as bandwidth internet connection, and provided risk management and financial services to the clients around the world. 
Enron was based in Houston, Texas, and was founded in July 1985 (though company with Enron name emerged still in 1930 (Swartz, Watkins, 2003)) by the merger of InterNorth of Omaha in Nebraska, and Houston Natural Gas. The Houston’s Natural Gas's CEO Kenneth Lay headed the merger of the two companies. Kenneth Lay, the former chief executive officer of

Houston Natural Gas, became CEO, and the next year won the post of chairman. Enron was originally solely involved with the distribution and transmission of electricity and gas in the United States. In the merger, Enron incurred a large amount of debt, and as a result of deregulation, no longer had exclusive rights to its pipelines. The company had to find a way to generate profits and cash flow. Kenneth Lay hired Jeffrey Skilling to work for Enron as an accountant. Skilling suggested the practice of buying gas from a network of suppliers and selling it to consumers at a fixed price with a contract. Enron was interested in the expansion, building, and operation of pipelines, power plants, and other infrastructure worldwide. After just a year of operation Enron merged with a company called Spectrum Seven, a company whose chairman and CEO is the former president of the United States, George W. Bush. In 1999, Enron tried to expand their company by creating the Azurixs Corporation, a water utility company. Overall the Azurix Corporation proved unsuccessful financially. The Azurix Corporation, due to their failure to make an entrance into the market, went under. By 2001, Enron announced plans to dissemble Azurix and liquidize the assets of the corporation.
Enron Company quickly developed from merely delivering energy to brokering energy futures contracts on deregulated energy markets. In 1994, the company started to sell electricity, and in 1995, it entered European energy market. By the middle 2001, Enron employed about

30,000 people globally.
Enron was to be listed as seventh largest United States Company and was expected to dominate the market which the company virtually invented in the communications, weather and power securities (Bryce, 2002). But instead the corporation became the largest corporate failure in the global history. Enron became wealthy due to its pioneering marketing and promotion of power and communications and risk management derivatives, including such innovative and exotic items as weather derivatives. 
In 1999, Enron launched an initiative of buying and selling access to high-speed Internet bandwidth, and also Enron Online was launched as a Web-based trading site, making Enron e-commerce Company. In 2000, the reported revenues of the company made $101 billion. It had stakes in almost 30,000 miles of gas pipelines; either owned or accessed 15,000 miles of fiber-optic network and had stakes in global operations on generating electricity (Thomas, 2002). 
In the result, for five years in a row, from 1996 to 2000, Enron was named "America's most innovative Company" by Fortune magazine, and headed the list of Fortune's "100 best companies to Work for in America" in 2000. Enron reputation was undermined by rumors on bribery and political pressure with the objective of securing contacts in South and Central America, Philippines and Africa. Enron faced many accusations of building links to political power. The company's connection to George W. Bush and Houston's local politics has received much attention in the recent past.

In 1986, Enron was involved with Bush's company in joint drilling for oil. There are reports that Kenneth Lay and George W. Bush even shared friendship. The Enron Corporation was the largest financial supporter of Bush's presidential campaign. Kenneth Lay has employed politicians who have worked under George W. Bush. Bush also signed off on a law that deregulated Texas's electrical markets, which coincidentally resulted in large profits for Enron.
The company also had political links that reached outside of the United States. Enron created a massive and highly expensive power plant in India, even though many Indian citizens and the World Bank strenuously objected. Allegedly protesters in India were beaten and arrested. The United States ambassador to India, who opposed the plant eventually, joined the board of Enron Oil and Gas.
The screws came loose in August 2001, when Jeffrey Skilling, the CEO resigned from office for unknown reasons. By October 2001, Enron experienced its first quarter where they did not report a profit. On November 8th, 2001 Enron told the SEC it was restating its earnings since 1997, reducing income by $586 million dollars. Chief financial officer Andrew Fastow was replaced, and the U.S. Securities and Exchange commission launched an investigation into investment partnerships led by Fastow. That investigation would later show that a complex web of partnerships was designed to hide Enron's debt. By late November, the company's stock was down to less than $1 US. Investors had lost billions of dollars

On Dec. 2, 2001, Enron filed for bankruptcy protection in the biggest case of bankruptcy in the United States up to that point. (WorldCom's collapse would later steal that dubious honour.) Roughly 5,600 Enron employees subsequently lost their jobs.
The next month, the U.S. Justice Department opened its investigation of the company's dealings, and Ken Lay quit as chairman and CEO.
In January 2004, Fastow agreed to a plea bargain and a 10-year sentence. He pleaded guilty to one count of conspiracy to commit wire fraud and one count of conspiracy to commit securities fraud. He also agreed to cooperate with federal prosecutors. 
In February, Skilling entered a plea of not guilty to 40 charges, including wire fraud, securities fraud, and conspiracy, insider trading and making false statements on financial reports. LayS was charged with fraud and making misleading statements in July. He pleaded not guilty to the 11 charges 
Since Enron was always considered a blue chip stock, the bankruptcy was a disastrous and unprecedented event in the global financial world. The final plan of Enron's bankruptcy included creation of three new businesses which would be spun off the company. The reorganization process started in 2003 with the creation of three companies - Cross Country Energy, Prisma Energy International, and Portland General Electric
CAUSES OF ENRONS DOWNFALL
These are some of the factors contributed to Enron's collapse.   
  1) Irregular accounting procedures and manipulations of stock prices. 
          The reason

which was driving the executives of Enron to do things which are now             associated with the failure of the company was “The desire to satisfy the profit and stock price expectations of the investing public, in an effort to fulfill the corporate objectives as stated in the financial management texts, to maximize the value of the firm to the shareholders. After a series of scandals involving irregular accounting procedures bordering on fraud, perpetrated throughout the 1990's, involving Enron and its accounting firm Arthur Andersen, it stood at the verge of undergoing the largest bankruptcy in history by mid-November 2001. On December 1, a proposal to declare bankruptcy was put before Enron's board and passed unanimously. Enron filed for Bankruptcy on December 2, 2001.
As the scandal was revealed in 2001, Enron shares dropped from over US$90.00 to US$0.30. This was an unprecedented and disastrous event in the financial world. Enron's plunge occurred after it was revealed that much of its profits and revenue were the result of deals with special purpose entities (limited partnerships which it controlled). The result was that many of Enron's debts and the losses that it suffered were not reported in its financial statements 
  2) Insider trading
Enron had trouble with insider trading dating back to the late 1980s. The first documented example occurred in 1988. Two auditors, David Woytek and John Beard, discovered bank records showing that millions of dollars had been moved from Enron into the personal accounts of Louis

Borget and Thomas Mastroeni.
If the Enron traders were indeed participating in insider trading during the 1980s, they apparently did not learn their lesson from nearly being caught by David Woytek and John Beard. To the auditors, it seemed that Enron would become caught up in the race for higher profits and would pursue them even if it meant using illegal practices. 
  3) Financial embezzlement 
The failure of Enron had many reasons, to start competition with each other and secrecy at the top management level, the complicated balance sheets prepared by accountants suggested a good financial position of Enron, due to which many investors kept on investing into Enron’s projects, and when the stock value of Enron started falling the cracks in Enron’s financial and profits started exposing. 
  4) Inefficient Management and leadership issues involved during the scandals. Bad decisions by the board of directors, management, employees were the causes of Enron’s failure (Michel, 2002). The governance of the company failed to.
  5) Some of the company's low-return and problematic international expansion efforts were inconsistent with market expectations based on Enron's growth projections. Enron's investments in dot-coms such as Rhythmconnections.com were unsuccessful. 
  6) Enron obscured liabilities (e.g. debt) in special-purpose entities. While this is a common practice by many companies, the trick is doing it correctly, which Enron did not. In addition, some of Enron's special-purpose entities were poorly structured,

forcing the company to restate earnings in October 2001. 
  7) A number of short-sellers looked at the complexity of Enron's balance sheet, announced problems, and saw an opportunity. Enron's market-to-market accounting of future gains from contracts was based on the company's own projections of contract value. However, there was no market outside Enron to mark against. 
  8) Enron had become pegged by many as a dot-com (Enron Online), so the company's stock price suffered when the dot-com bubble burst 
  9) Ultimately, Enron's lack of credibility lowered trading volume, which led, in part, to the company's bankruptcy and the subsequent fallout. 
The Effect or Implication of Enron’s Failure
Consequences of Enron failure
Fallout
The long-term trials and implications of Enron's collapse are somewhat unclear, but there is considerable political fallout both in the U.S. and in the UK relating to the money Enron gave to political figures (around US$6 million since 1990). Approximately three-fourths of American contributions went to the Republican Party, including heavy contributions to George W. Bush's presidential campaign.

Former Enron CFO Andrew Fastow, the mastermind behind Enron's complex network of offshore partnerships and questionable accounting practices, was indicted on November 1, 2002, by a federal grand jury in Houston on 78 counts including fraud, money laundering, and conspiracy.
Pensions
Thousands of Enron employees and investors lost their life savings, children's college funds, and pensions when

Enron collapsed. A lawsuit on the behalf of a group of Enron's shareholders has been filed against Enron executives and directors. This lawsuit accuses twenty-nine of these executives and directors of insider trading and misleading the public.

Arthur Andersen
on June 15, 2002, Andersen was convicted of obstruction of justice for shredding documents related to its audit of Enron. Since the U.S. Securities and Exchange Commission does not allow convicted felons to audit public companies, the firm agreed to surrender its licenses and its right to practice before the SEC on August 31. On May 31, 2005, the Supreme Court of the United States unanimously overturned Andersen's conviction due to flaws in the jury instructions. Despite this ruling, it is highly unlikely Andersen will ever return as a viable business. The firm lost nearly all of its clients when it was indicted, and there are over 100 civil suits pending against the firm related to its audits of Enron and other companies. It began winding down its American operations after the indictment. From a high of 28,000 employees in the U.S. and 85,000 worldwide, the firm is now down to around 200 based primarily in Chicago. Most of their attention is on handling the lawsuits.

Societal and legal impacts
Enron's collapse also contributed to the creation of the U.S. Sarbanes-Oxley Act (SOX), signed into law on July 30, 2002. It is considered the most significant change to federal securities laws since FDR's New Deal in the 1930s. Other countries have also adopted new corporate

governance legislations. This law provides stronger penalties for fraud and, among other things, requires public companies to avoid making loans to management, to report more information to the public, to maintain stronger independence from their auditors, and most controversially, to report on and have audited, their financial internal control procedures. Incorporated governance implies state (abusive) conduct under corporate pressure. The key question is: was Enron pressed by Exxon's corporate culture of global crime, the global complexions? [7]... as the efforts to watering down the SOX now indicate. Global energy fundamentals instated in 1963 with the world's first energy transition from coal to gas emerge after analyzing the European energy-agenda: Gasgate 1963 [8].
Precursor to the event:
"Ambition before ethics came only two years later, when Lay had to shut down an oil-trading unit because a rogue employee had made a huge bet which cost the company $85 million. The trader went to prison, with lay insisting that the incident was isolated."
Due to the lax reporting and poor internal controls of the company, this gave rise to SOX 404 that was supported by the likes of Mr. Alan Greenspan. Enron and WorldCom is just the tip of the ice berg as there are many companies whose reporting has difficulty with close scrutiny. 
The collapse of the Enron Corporation in late 2001 led to two broad concerns:

  i. There may be more ‘‘Enrons’’ out there, because many other firms share the characteristics that led to the Enron

collapse. This concern was re-enforced by the subsequent collapse of Global Crossing, World-Com, and some other large corporations and was reflected by the general weakness of the stock markets and the dollar, even though most of the subsequent economic news was better than expected.
  ii. The revelation of gross accounting violations by these and other firms and the continued weakness of the financial markets have undermined both popular and political support for free-market policies. This effect has already led to the increased regulation of accounting and auditing authorized by the Sarbanes-Oxley Act, proposals for even more regulation, and increased criticism of any proposal for privatization. Any number of critics have been quick to blame many of the problems of the modern world on the corporate culture, with a potential effect similar to that of the muckrakers in shaping and promoting the early progressive legislation.
This leads to the following actions to be taken by private organization 
  a. The Business Roundtable, composed of the chief executives of about 150 large firms, urged corporations to adopt a number of voluntary changes in corporate governance rules, including that a ‘‘substantial majority’’ of corporate boards be independent ‘‘both in fact and appearance.’’
  b. The New York Stock Exchange and the National Association of Securities Dealers approved major additions and changes in the rules for accounting, auditing, and corporate governance as necessary conditions for listing of a corporation’s

stock for trade on the exchange. The major continuing uncertainty is how the exchanges will monitor and enforce these rules.
  c. The International Corporate Governance Network, institutional investors that control about $10 trillion in assets, has approved a set of international standards for corporate governance that its members would use their voting power to promote.
  d. Merrill Lynch, the nation’s largest retail broker, signed an agreement with the New York State attorney General that its stock market analysts ‘‘will be compensated for only those activities and services intended to benefit Merrill Lynch investor clients,’’ as determined by their superiors in the research department. This agreement was designed to reduce any conflict of interest between the market analysis and investment banking activities of Merrill Lynch and is expected to be adopted by other major brokerage firms.
  e. Standard and Poor’s, one of the three major credit-rating agencies, has developed a new concept of ‘‘core earnings’’ as a measure of earnings from a company’s primary lines of business. Compared with earnings as defined by the generally accepted accounting principles (GAAP), for example, the S&P measure will exclude gains and losses from a variety of financial transactions. S&P plans to report this measure of earnings for all publicly held U.S. companies. Most important, the long bear market has changed the attitude of many corporate managers and directors. In good times, no one manages the store in firms that make an adequate

rate of return, even though other firms may have a significantly higher rate of return. Over the past two years, however, corporate managers have been quicker to reduce employment and close plants in response to weak demand, productivity growth has continued to be high as a consequence, and corporate boards appear to have been more cautious about approving new investments and increased executive compensation. The important test is whether the costly lessons of this period will survive a recovery of demand and another long bull market In the meantime, after much sound and fury; Congress approved the Sarbanes-Oxley Act by an overwhelming margin. As is too often the case, Congress responded to a new problem that it does not understand by creating a new bureau, in this case a Public Company Accounting Oversight Board to oversee public accountants. The act also authorized a 64 percent increase in the budget of the Securities and Exchange Commission, a strange reward for the failure of the SEC to uncover any of the major recent accounting violations. The act also makes some minor changes in audit rules and authorizes a substantial increase in criminal penalties for a broader array of white-collar crimes.
Lessons Learnt
The rules of corporate governance do not adequately protect the interests of the general shareholders against the increasingly divergent interests of corporate managers. In other words, ‘‘the agency problems’’ that result from the separation of ownership and control posed by Berle and Means in 1932 have not

yet been fully solved and may have recently increased. The rules of corporate governance—in effect the ‘‘constitution’’ of a corporation—are a complex combination of federal securities law, the conditions for listing on some stock exchange or for access to credit, the corporate regulations and court decisions of the state in which the firm is incorporated, and company-specific rules.
The most important policy lesson from the collapse of Enron is to repeal or reverse those laws, regulations, and court decisions that restrict successful tender offers. The probable results would be a reduction in executive compensation, less pressure to cook the books, an improved allocation of capital, and an increase in the rate of return to general shareholders
The policy lessons from the Enron collapse is that the current U.S. tax code increases the conditions that lead to bankruptcy. The corporate earnings subject to tax, for example, exclude interest payments but not dividends; this leads corporations to use more debt finance than would be the case if the tax treatment of interest and dividends were the same.

Operations management scope of functions
To understand the reasons of this bankruptcy and the level of managerial implication in the quality performance of the company particularly that of operations management, it is necessary to outline the main functions of operations management and impact it should have of functioning of the organization. 
The principal task of operations management is effective transformation of inputs

into "desired outputs" of the company (Shafer, 1997). The outputs are traditionally understood in manufacturing and profit-making context within the organizations. The survival of commercial company depends on ability of the organization to focus and shape its operational resources to meet the expectations of its stakeholders: customers, employees and shareholders, expressed in organizational strategy (Russell, 1995). Irrespective of economic sectors the company operates in, the ability of operations management of this company to fulfill those above-mentioned tasks depends on their understanding that it is necessary to make trade-offs. They cannot avoid the situation of working under constraints and have to understand their capabilities and constraints to provide significant inputs into strategic decision-making process involving further resources of the organization. 
Operations managers in the organizations are not empowered to make strategic decisions, but they play important role in shaping the organization's strategy and contribute to the strategic thinking (Pasternack, Viscio, 1998). Operations managers should be able to translate strategic aims and objectives into clear operational objectives and actions and to implement design and improve the products of the company themselves and the processes of their delivery. They have to know how changes incorporated to external factors influence the operation and how changes in one aspect of the operating system influence other aspects. 
Also, operations managers need to know

how technological changes impact organization's capability of delivery, and to incorporate their conclusions into strategic process (Peters, Waterman, 1982). Therefore, the heart of operations thinking includes the ability to think dynamically and systematically across time and space (Miller, 1998). Besides traditional tasks of operation management, new perspectives and objectives emerge connected with the emergence of new trends and developments of operations management, such as total quality management, shop floor control, global supply chain management, manufacturing planning software, and others. 
The implication of poor managerial performance for the collapse of Enron Corporation
Now it is necessary to find out and analyze whether operations management of Enron Corp performed all the functions mentioned above and what was the quality of their activity. 
The Enron did have operations management department, which, according to their official source, fulfilled the following functions: setup accounts and notify utilities, agency agreement from customer, verify the format of invoice, setup invoice data transfer, test algorithms of invoice and file transfer to the customer, determine the reporting requirements of the customer (Enron Energy Services, 2000). As it is seen from the source, the functions of very operations management department are very limited. There are other management departments which perform the functions of operations management stated above: operations facility management, commodity management, energy

asset management, financial operations, and capital management. Though, most of functions performed by these departments, according to the source, are purely executive and lack integration, systematic vision, responsibility, control and creative aspect. Besides limited scope of functions assigned to operations management in Enron Corporation, another important point concerns the quality of their performance and overall corporate culture and atmosphere created within corporation. As it was mentioned above, ideally, the functions of operations management include creating ethic values, integrity, competence and clear accountability within the organization. Enron's management failed to comply with these tasks. 
Therefore, it is evident that the problem which led to bankruptcy of Enron doesn't lie exclusively within the framework of accounting practices. On analyzing all internal processes within the company, one can come to conclusion that despite popular belief, accounting issue alone did not devastate Enron, its shareholders and employees. What should be considered as a serious reason for downfall are poor corporate performance management and operations management as well. According to Brewer (2002), expert in operation management, "The world thought it was an accounting issue, but it's just the symptom, not the cause. There was a lack of understanding whether the business model would support itself and they didn't know where their revenue was coming from. And that comes down to performance management." (Brewer, 2002). Corporate

performance management covers much broader scope than tracking performance levels of customer service agents. Brewer designates performance management as the activity within the enterprise which provides C-level executives with the ability to get a single picture about the truth across the enterprise and precise picture of the company's financial health. This provides the company with the possibility to be aware of business initiatives and take action on the basis of what is working and what is not within the company. 
Thus, it is evident that the collapse of Enron was caused by a list of interrelated reasons, and many of these reasons have a lot to do with poor functioning of operations and performance management. Being seemingly a strong company with powerful management and clear hierarchy, Enron's internal organization contains a lot of shortcomings. Thus, operations management in Enron obviously failed to provide and further advance positive control environment and did not contribute into shaping the company's ethical value, integrity, philosophy of management and strict accountability in the organization. 
Enron's global reputation was undermined by persistent rumours of bribery and political pressure to secure contracts in Central America, South America, Africa, and the Philippines. Especially controversial was its $3 billion contract with the Maharashtra State Electricity Board in India, where it is alleged that Enron officials used political connections within the Clinton and Bush administrations to exert pressure

on the board.
Recommendations for the Congress
It should 
● clarify that the criminal penalties in the Sarbanes-Oxley Act require proof of malign intent and personal responsibility for some illegal act,
● repeal the Williams Act of 1968,
● approve the deduction of one-half of dividend payments from the earnings subject to the corporate income tax, and
● eliminate the limit on salaries that may be deducted from the earnings subject to the corporate income tax.

Summary
The downfall of Enron Corporation is one of the most infamous and shocking events in financial world in the whole history of the mankind, and its reverberations were felt on global scale. Prior to its collapse in 2001, Enron was one of the US leading companies and frequently considered among top 10 admired corporations and most desired places to work, and its board was often recognized among the best five US companies in accordance with the Fortune magazine. Its revenues made up US $139($184) billion, assets equaled $62($82) billion, and the number of employees reached more than 30,000 people in 20 countries around the world. 
While Enron Corporation was so highly praised by the outside observers, internally it had highly decentralized financial control and decision-making structure, which made it practically impossible to get coherent and clear view on corporations' activities and operations. Of course, the problem was not exclusively due to poor managerial performance, all the departments of the corporation were involved in the ruining corporate

ethical values and principles, but executives and managers bear primary responsibility for the absence of corporate culture, clear accountability and transparence of the company. If operations management worked properly, in its full force, and if it was given possibility to work in such a way, there could be a chance of escaping the tragedy.
WORLD COM
World com was one of the world largest telecommunication companies, built by Mr. Ebber, worth $160 billion at its peak. He is accused of masterminding a record $11billion accounting fraud that toppled the company he created and left investors, employees to pick up the pieces. Bankruptcy measured Worlds com $107 billion in assets July 2002.
Mr. Ebber was convicted of conspiracy, securities, fraud, and filling of financial reports in a criminal case.
How fraud was achieved in world com!
Regarding financial reporting, WorldCom used a liberal interpretation of accounting rules when preparing financial statements. In an effort to make it appear that profits were increasing, World Com would write down in one quarter millions of dollars in assets it acquired while, at the same time, it "included in this charge against earnings the cost of company expenses expected in the future. The result was bigger losses in the current quarter but smaller ones in future quarters, so that its profit picture would seem to be improving." i.e. To keep earnings growing, the company would write off millions of dollars in losses it acquired in the current quarter and then have smaller losses going

forward to create the perception that the company was making more money than it really was. This gave WorldCom the ability to take small charges against its earnings every year and spread the large losses over decades. This worked great until the justice department denied the company's acquisition of Sprint in 2000, fearing that the combined companies would dominate the nation's telecommunications industry. This forced WorldCom to make the previous mergers work for them, and meant that it would only be a matter of time before all the losses that they were taking from other acquisitions would affect the company's growth. The acquisition of MCI gave WorldCom another accounting opportunity. While reducing the book value of some MCI assets by several billion dollars, the company increased the value of "good will," that is, intangible assets-a brand name, for example-by the same amount. This enabled WorldCom each year to charge a smaller amount against earnings by spreading these large expenses over decades rather than years. 
The net result was WorldCom's ability to cut annual expenses, acknowledge all MCI revenue and boost profits from the acquisition. 
WorldCom managers also tweaked their assumptions about accounts receivables, the amount of money customers owe the company. For a considerable time period, management chose to ignore credit department lists of customers who had not paid their bills and were unlikely to do so. In this area, managerial assumptions play two important roles in receivables accounting. In the first

place, they contribute to the amount of funds reserved to cover bad debts. The lower the assumption of non-collectable bills, the smaller the reserve fund required. The result is higher earnings. Secondly, if a company sells receivables to a third party, which WorldCom did, then the assumptions contributes to the amount or receivables available for sale. 
In summary the fraud was accomplished in two main ways:
First, WorldCom's accounting department underreported 'line costs' (interconnection expenses with other telecommunication companies) by capitalizing these costs on the balance sheet rather than properly expensing them. Second, the company inflated revenues with bogus accounting entries from 'corporate unallocated revenue accounts
The first discovery of possible illegal activity was by WorldCom's own internal audit department who uncovered approximately $3.8 billion of the fraud in June 2002. The company's audit committee and board of directors were notified of the fraud and acted swiftly: Sullivan was fired, Myers resigned, and the Securities and Exchange Commission (SEC) launched an investigation. By the end of 2003, it was estimated that the company's total assets had been inflated by around $11 billion (WorldCom, 2005). 
Mergers and Acquisitions
As the stock value of WorldCom went up, it was easier for WorldCom to use stock as the vehicle to continue to purchase additional companies. The acquisition of MFS Communications and MCI Communications were, perhaps, the most significant in the long list of WorldCom acquisitions.

With the acquisition of MFS Communications and its UUNet unit, "WorldCom suddenly had an investment story to offer about the value of combining long distance, local service and data communications." In late 1997, British Telecommunications Corporation made a $19 billion bid for MCI. Very quickly, Ebbers made a counter offer of $30 billion in WorldCom stock. In addition, Ebbers agreed to assume $5 billion in MCI debt, making the deal $35 billion or 1.8 times the value of the British Telecom offer. MCI took WorldCom's offer making WorldCom a truly significant global telecommunications company.
Managerial Problems
The mergers would be just another story of   a successful growth strategy if it weren't for one significant business reality--mergers and acquisitions, especially large ones, present significant managerial challenges in at least two areas. First, management must deal with the challenge of integrating new and old organizations into a single smoothly functioning business. This is a time-consuming process that involves thoughtful planning and considerable senior managerial attention if the acquisition process is to increase the value of the firm to both shareholders and stakeholders. With 65 acquisitions in six years and several of them large ones, WorldCom management had a great deal on their plate. The second challenge is the requirement to account for the financial aspects of the acquisition. The complete financial integration of the acquired company must be accomplished, including an accounting of assets,

debts, good will and a host of other financially important factors. This must be accomplished through the application of generally accepted accounting practices (GAAP). 
WorldCom's efforts to integrate MCI illustrate several areas senior management did not address well. In the first place, Ebbers appeared to be an indifferent executive who "paid scant attention to the details of operations." For example, customer service deteriorated. One business customer's service was discontinued incorrectly, and when the customer contacted customer service, he was told he was not a customer. Ultimately, the WorldCom representative told him that if he was a customer, he had called the wrong office because the office he called only handled MCI accounts. This poor customer stumbled "across a problem stemming from WorldCom's acquisition binge: For all its talent in buying competitors, the company was not up to the task of merging them. Dozens of conflicting computer systems remained, local systems were repetitive and failed to work together properly, and billing systems were not coordinated." 
Poor integration of acquired companies also resulted in numerous organizational problems.
Among them were: 
Senior management made little effort to develop a cooperative mindset among the various units of WorldCom. 
Inter-unit struggles were allowed to undermine the development of a unified service delivery network. 
WorldCom closed three important MCI technical service centers that contributed to network maintenance only to open twelve different

centers that, in the words of one engineer, were duplicate and inefficient. 
Competitive local exchange carriers (Clercs) were another managerial nightmare. WorldCom purchased a large number of these to provide local service. According to one executive, “the WorldCom model was a vast wasteland of Clercs, and all capacity was expensive and much underutilized. There was far too much redundancy, and we paid far too much to get it." 
Loans to Senior Executives
Bernie Ebbers' passion for his corporate creation loaded him up on common stock. Through generous stock options and purchases, Ebbers' WorldCom holdings grew and grew, and he typically financed these purchases with his existing holdings as collateral. This was not a problem until the value of WorldCom stock declined, and Bernie faced margin calls (a demand to put up more collateral for outstanding loans) on some of his purchases. At that point he faced a difficult dilemma. Because his personal assets were insufficient to meet the call, he could either sell some of his common shares to finance the margin calls or request a loan from the company to cover the calls. Yet, when the board learned of his problem, it refused to let him sell his shares on the grounds that it would depress the stock price and signal a lack of confidence about WorldCom's future. 
Had he pressed the matter and sold his stock, he would have escaped the bankruptcy financially whole, but Ebbers honestly thought WorldCom would recover. Thus, it was enthusiasm and not greed that trapped Mr. Ebbers. 

The executives associated with other corporate scandals sold at the top. In fact, other WorldCom executives did much, much better than Ebbers did. Bernie borrowed against his stock. That course of action makes sense if you believe the stock will go up, but it's the road to ruin if the stock goes down. Unlike the others, he intended to make himself rich taking the rest of the shareholders with him. In his entire career, Mr. Ebbers sold company shares only half a dozen times. Detractors may find him irascible and arrogant, but defenders describe him as a principled man. 
The policy of boards of directors authorizing loans for senior executives raises eyebrows. The sheer magnitude of the loans to Ebbers was breathtaking. The $341 million loan the board granted Mr. Ebbers is the largest amount any publicly traded company has lent to one of its officers in recent memory. Beyond that, some question whether such loans are ethical. "A large loan to a senior executive epitomizes concerns about conflict of interest and breach of fiduciary duty," said former SEC enforcement official Seth Taube. Nevertheless, 27 percent of major publicly traded companies had loans outstanding for executive officers in 2000 up from 17 percent in 1998 (most commonly for stock purchase but also home buying and relocation). Moreover, there is the claim that executive loans are commonly deals involving interest rates that constitute a poor return on company assets. World Com charged Ebbers slightly more than 2 percent interest, a rate considerably below that

available to "average" borrowers and also below the company's marginal rate of return. Considering such factors, one compensation analyst claims that such lending should not be part of the general pay scheme of perks for executives and it was just the wrong thing to do." 
What boosted world com?
World com owned UUNET technologies; the largest carrier of internet traffic at the time, Mr. Ebber would seem to have been in a better position than most to gauge the pace of internet connection.
The aspect of merging other organizations was another aspect.
World com was caught in ethical quandaries and predicaments:
Scharff (2005) posited that much of WorldCom's unethical behaviors may have been caused by groupthink. Groupthink is caused when concurrence seeking becomes paramount in team decision-making. Janis (1982) defined groupthink is a "mode of thinking that people engage hi when they are deeply involved in a cohesive in-group, when the members' strivings for unanimity override their motivation to realistically appraise alternative courses of action" . The characteristics of groupthink include a feeling of invulnerability, ability to rationalize events and decisions, moral superiority within the group, group pressure on dissenters, use of stereotypes, self-censorship within the group, and unanimity. While groupthink may have contributed to the number of people involved in the unethical behaviors as well as the length of time over which WorldCom's fraud occurred, groupthink does not resolve the ethical concerns with the senior

level executives or the board of directors responsible for creating the culture which led to these events. 
Business Ethics
Drucker (1981) questioned the meaning of business ethics because it assumes a difference between the ethical values and conduct in business environments and those found hi other situations. "'Business ethics' is not ethics at all, whatever else it may be. For it asserts that acts that are not unmoral or illegal if done by ordinary folk become unmoral or illegal if done by business". 
Carr (1968) disagreed with Drucker's (1981) assertion and posited that business ethics are completely separated from the generally accepted ethics in society. He argued that operating a business is more analogous to a poker game where bluffing (lying) is both accepted and expected. Carr (1968) quoted Henry Taylor by stating that "falsehood ceases to be falsehood when it is understood on all sides that the truth is not expected to be spoken" (p. 143). In this way Carr (1968) believed that ethics in business were far removed from those accepted in other parts of society. Whether business and societal ethics are different may be immaterial to some; nonetheless, even Carr (1968) agreed that some basic accepted definition of ethics is needed. 
According to Mendonca (2001), ethical behavior is that which is "morally good, and morally right, as opposed to legally or procedurally right". What is morally good and right; however, is subjective and may differ based on cultural, economic, or religious upbringing and traditions


Ethics at WorldCom
Hosmer (2003) identified an ethical dilemma in business as one where the economic and financial performance of the business is hi conflict with the organization's social obligations. He theorized that moral issues are best identified by researching four main components. These elements include who will gain benefit, who will be harmed, whose rights will be upheld, and will anyone's rights be infringed upon or wronged. By this definition it is clear that Ebbers and Sullivan faced a serious ethical dilemma. The historical financial performance WorldCom enjoyed had come to an end as well as the volume of mergers and acquisitions, which some have suggested tended to mask a number of WorldCom's core financial performance issues. 
During the late 1990s there was formidable pressure on WorldCom to preserve historic levels of cash flow and EBIDTA (earnings before interest, depreciation, taxes, and amortization) while new telecommunications orders were in decline as well as continued pressure on existing price points. 
It was during this period that WorldCom began many of the fraudulent accounting practices. It is unclear if WorldCom's executives could have perpetrated this fraud without at least partial assistance from their external auditor Arthur Anderson and continued positive investment advice from financial analysts like Citigroup's Salomon Smith Barney analyst Jack Grubman. During Ebbers' fraud trial both Sullivan and David Myers, WorldCom's ex-controller, testified that they kept Arthur Anderson in the

dark about their accounting practices (Chaffin, 2005; Wilner, 2005). Grubman, for his actions, has been fined $15 million for issuing fraudulent advice (Kellner, 2004). Citigroup, who reportedly earned $107 million from WorldCom from 1997 to 2002 (Backover, 2002), has settled a lawsuit by agreeing to pay WorldCom investors $2.65 billion (White, 2004). 
The sec Report (2003) on WorldCom identified fraudulent behavior in three main areas:
the unauthorized movement of line costs to capital resulting in decreased expenses,
the improper release of accruals reducing current expenses, 
Questionable revenue entries producing an increase to earnings. 
While these three areas highlight the seriousness of the activities, the sec Report (2003) indicated numerous other questionable activities by members of the executive team and the board of directors. 
Additionally, they did not adhere to any of the definition of ethical conduct identified by Mendonca (2001). Then- decisions were neither morally right, morally good, legally right, nor were they procedurally good. They appear to have taken an individualistic philosophy whereby they pursued then* own self-interests regardless of the cost to others or the future success of the company. 
Bass and Steidmeier (1999) called this behavior pseudo-transformational leadership. They theorized that pseudo-transformational leaders act to increase their own power and achievements while rationalizing that their actions are for the good of the organization. "They profess strong attachment to their

organization and its people but privately are ready to sacrifice them. Inauthentic CEOs downsize their organization, increase their own compensation, and weep crocodile tears for the employees who have lost their jobs".
Effect of world com failure to the economy, jurisdiction and other companies
More broadly, corporate America is coming to terms with life after WorldCom. The company's downfall led Congress to answer critics' calls for action by reviving stalled legislation that became the Sarbanes-Oxley Act of 2002, a sweeping piece of corporate reform legislation. Companies of all sorts are spending millions of dollars to comply with the law, which has increased accountability but, critics say, also stifles innovation. 

The Impact on Individuals
The WorldCom fiasco had a permanent effect on the lives of its key players as well. Cynthia Cooper, who spearheaded the uncovering of the fraud, went on to become one of Time Magazine's 2002 Persons of the Year. She also received a number of awards, including the 2003 Accounting Exemplar Award, given to an individual who has made notable contributions to professionalism and ethics in accounting practice or education. At present, she travels extensively, speaking to students and professionals about the importance of strong ethical and moral leadership in business (Nationwide Speakers Bureau, 2004). Even so, as Dennis Moberg points out, "After Ebbers and Sullivan left the company, "...Cooper was treated less positively than her virtuous acts warranted. In an interview with her

on 11 May 2005, she indicated that, for two years following their departure, her salary was frozen, her auditing position authority was circumscribed, and her budget was cut""(Moberg, 2006, 416).
As far as the protagonists are concerned, in April 2002, CEO Bernie Ebbers resigned and two months later, CFO Scott Sullivan was fired. Shortly thereafter, in August 2002, Sullivan and former Controller David Myers were arrested and charged with securities fraud. In November 2002, former Compaq chief Michael Capellas was named CEO of WorldCom and in April 2003, Robert Blakely was named the company's CFO. 
In March 2004, Sullivan pleaded guilty to criminal charges (McCafferty, 2004). At that time, too, Ebbers was formally charged with one count of conspiracy to commit securities fraud, one count of securities fraud, and seven counts of fraud related to false filings with the Security and Exchange Commission (United States District Court - Southern District of New York, 2004). Two months later, in May of 2004, Citigroup settled class action litigation for $1.64 billion after-tax brought on behalf of purchasers of WorldCom securities (Citigroup Inc., 2004). In like manner, JPMorgan Chase & Co., agreed to pay $2 billion to settle claims by investors that it should have known WorldCom's books were fraudulent when it helped sell $5 billion in company bonds (Rovella, 2005).

On March 15, 2005, Ebbers was found guilty of all charges and on July 13th of that year, sentenced to twenty-five years in prison, which was possibly a life

sentence for the 63-year-old. He was expected to report to a federal prison on October 12th, but remained free while his lawyers appealed his conviction (Pappalardo, 2005).
At the time of his conviction, Ebbers' lawyers claimed the judge in the case gave the jury inappropriate instructions about Ebbers' knowledge of WorldCom's accounting fraud (Pappalardo, 2005). By January of 2006, Reid Weingarten, Ebber's lawyer, was claiming that the previous trial was manipulated against Ebbers because three high level WorldCom executives were barred from testifying on Ebbers' behalf. At that time, too, Judge Jose Cabranes of the US Second Circuit Court of Appeals commented, "There are many violent criminals who don't get 25 years in prison. Twenty years does seem an awfully long time" (MacIntyre, 2006).
Weingarten went on to assert that the government "should have charged the three former WorldCom employees that could have helped exonerate Ebbers or let them go" (Reporter, 2006). He charged, too, that "the jury was wrongly instructed that it could convict Ebbers on the basis of so-called "conscious avoidance" of knowledge of the fraud at WorldCom" (Reporter, 2006). Perhaps most compellingly, Weingarten called into question the fairness of Ebbers' sentence that was five times as long as that given to ex-WorldCom financial chief Scott Sullivan (Reporter, 2006). 
Weingarten's claims are not without merit. In August 2005, former CFO Sullivan was sentenced to five years in prison for his role in engineering the $11 billion accounting fraud.

His relatively light sentence was part of a bargain wherein he agreed to plead guilty to the charges filed against him and to cooperate with prosecutors as they built a case against Ebbers. In doing so, Sullivan became the prosecution's main witness against Ebbers and the only person to testify that he discussed the WorldCom fraud directly with Ebbers (Ferranti, 2005). Others involved in the scandal were also treated less harshly than Ebbers. In September 2005, judgments were rendered approving settlement and dismissing action against David Myers and a number of others associated with WorldCom (United States District Court - Southern District of New York, Judgment Approving Settlement and Dismissing Action Against Buford Yates and David Myers, 2005, Judgment Approving Settlement and Dismissing Action Against James C. Allen, Judith Areen, Carl J. Aycock, Max E. Bobbitt, Clifford L. Alexander, Jr., Francesco Galesi, Stiles A. Kellett, Jr., Gordon S. Macklin, John A. Porter, Bert C. Roberts, Jr., The Estate of John W. Sidgmore, and Lawrence C. Tucker, 2005).
At the time of this update, Ebbers has been convicted by a court of law, but remains free on bail while he pursues an appeal. Although the extent of his punishment is under contention, one thing remains clear - that Ebbers and the other officers at WorldCom are guilty of presiding over what is to date, the largest corporate fraud in history.
To its competitor group:
No company became more ensnared in WorldCom's web than its larger rival, AT&T. In the late 90's, AT&T

laid off tens of thousands as it tried futilely to match WorldCom's phantom profits. In the name of growth, AT&T also made ill-timed investments, like the $11.3 billion deal to buy the cable operator TCI that in time sped the company's decline. 
"We were like a greyhound chasing a rabbit," said Dick Martin, an AT&T spokesman then and author of a recent book, "Tough Calls: AT&T and the Hard Lessons Learned from the Telecom Wars." 
"We spent a lot of time trying to figure how WorldCom could be so much more efficient than we were," he said, "so we went around slashing costs right and left." 
CONCLUSION
There are obvious differences in size and complexity between corporate financial statements (such as the balance sheet, income statement and cash flow statement) and your own personal financial statements. But these differences apart, there are a number of important lessons to be learned from some of the biggest bankruptcies in U.S. history that are applicable to our own personal finances.

Lesson learned

Lesson 1 – Excessive leverage is usually a high-risk strategy.
Financial leverage refers to the practice of utilizing borrowed money to invest in an asset. Leverage is often referred to as a double-edged sword, since it can amplify gains when asset prices are rising, but can also magnify losses when asset prices are tumbling.

Excessive leverage was a major contributing factor to the 2001-2006 U.S. housing bubble and the subsequent bust from 2007. The housing bubble was fueled by a huge increase 

in subprime lending, as borrowers with poor credit histories were lured into the housing market by low introductory interest rates and minimal down payments. Excessive leverage was also apparent on the banking side, as the five largest U.S. investment banks significantly increased their leverage between 2003 and 2007, borrowing vast sums to invest in mortgage-backed securities.

Lehman's demise is a case study in the dangers of excessive leverage. Lehman's big push into the subprime mortgage market initially provided stellar returns, as it reported record profits every year from 2005 to 2007. But by 2007, its leverage was reaching dangerously high levels. In that year, Lehman was the leading underwriter of mortgage-backed securities on Wall Street, accumulating an $85 billion portfolio. The ratio of total assets to shareholders equity was 31 in 2007, which meant that each dollar of assets on its balance sheet was backed by only three cents in equity.
Legions of real estate speculators and "condo-flippers" in the U.S. also resorted to excessive leverage during the housing bubble, with equity withdrawals from residences used to fund speculation in additional real estate. Similar to Lehman, their initial success encouraged progressively greater risk-taking, but eventually, they had little choice but to resort to distress sales as the crumbling housing market rapidly erased their minimal equity cushion.
It is safe to surmise that none of these parties – subprime borrowers, real estate speculators or the investment banks – saw

the crash coming. Their entire speculative strategy may have been predicated on being able to exit their investments while the going was good – in other words, cash out while still ahead. But market corrections can occur faster and run deeper than speculators generally expect, and excessive leverage gives borrowers very little flexibility at such times.
The lesson here is that, while a reasonable degree of leverage is not necessarily a bad thing, excessive leverage is generally too risky for most individuals. It is prudent to have an adequate amount of equity backing an asset purchase or investment, whether the asset in question is one's residence, a vacation property or a stock portfolio.
Lesson 2 – Adequate liquidity is always a good thing.
Washington Mutual was forced into bankruptcy because a "run on the bank" – amounting to 9% of its deposits – occurring over a 10-day period in September, 2008. The credit markets were virtually frozen at that time following the bankruptcy of Lehman Brothers, and the near-collapse of AIG, Fannie Mae and Freddie Mac. The mass and speed of deposit outflows from Washington Mutual Bank shortened the time available for them to find new capital, improve liquidity or find an equity partner.
The lesson from the WaMu debacle is that often cash is a drag in a bull market, but cash is king when times are tough. Therefore, it makes sense to have adequate liquidity at all times, in order to meet contingencies and unexpected expenses – for example, an unexpected job loss or a medical emergency.
According

to a September, 2009 survey by the American Payroll Association, 71% of Americans were living from paycheck to paycheck. Just over 28,000 of the nearly 40,000 respondents in the online survey said that they would find it somewhat difficult or very difficult to pay their bills if their paycheck was delayed by a week. 
A similar survey of 3,000 Canadians revealed that 59% would have trouble making ends meet if their paycheck was delayed by a week.
Given this reality, it would seem like a difficult task for most households to stash away enough cash to meet expenses for three months, as most financial planners recommend. But this does not preclude exploring other alternatives to build up a liquidity cushion, such as opening up a standby line of credit at your local financial institution or drawing up a plan to sell assets if required. (One way to start on the road to better finances is to examine your current budget; check out How Do Your Finances Stack Up? to learn more.)
Lesson 3 – Fraud never pays. 
With former WorldCom CEO Bernard Ebbers serving a 25-year jail sentence for fraud and conspiracy as a result of the company's fraudulent accounting and financial reporting, the lesson here is that fraud never pays.
WorldCom was by no means the only company to indulge in accounting fraud – other perpetrators to be caught in 2002 alone included Tyco, Enron and Adelphia Communications. There have also been numerous other forms of corporate fraud in recent years, from multi-billion Ponzi schemes run by Bernie Madoff and

Allen Stanford to insider trading and options-backdating scandals. Many of the executives who were involved in these frauds ended up serving time in jail and/or paying very stiff fines. In a few instances, top executives have been fired for providing false information about their educational qualifications on their resumes.
As far as an individual is concerned, fraudulent activities can range from perceived trivial ones such as resume falsification or embellishment to more serious offenses such as tax evasion. But if one is found guilty of fraud, the damage to that person's reputation, career and employability can be much greater than any monetary gain from such activities.
Lesson 4 – Update your product/service/skills to remain competitive (before your financial situation deteriorates).
General Motors was the world's largest automaker for 77 years. In 1979, it was also the largest private sector employer in the U.S., with over 618,000 employees. But it ultimately became a victim of its own success, as a bloated cost structure and poor management saw it rapidly lose market share to aggressive Japanese automakers such as Toyota and Honda, from the 1980s onward. As a result, GM's share of the U.S. market declined from 46% in 1980 to 20.3% by the first quarter of 2009. This very substantial erosion of market share, coupled with the company's huge overheads, resulted in GM's financial position deteriorating at an accelerated pace during the recession, with total losses of close to $70 billion in 2007 and 2008.

The moral 

of the GM story is that a company needs to update its product or service in order to counter competition, well before its financial situation deteriorates. GM was literally in the driver's seat for decades, but squandered its lead by virtue of being unresponsive to its customers' requirements. As a result, its gas-guzzlers steadily lost mindshare and market share to the more fuel-efficient Accords and Camrys.
Likewise, an individual also needs to keep skills current in order to remain competitive in the workforce. This assumes greater urgency at times when the unemployment rate is high and household balance sheets is under a great deal of pressure, such as in the second half of 2009, when the jobless rate approached 10%.

Lesson 5 – If you can't understand it, don't invest in it. 
One of Warren Buffett's maxims is, "Never invest in a business you cannot understand." This is the key lesson that the Enron bankruptcy holds for the investor. 
Enron succeeded in deceiving the "smart money," such as pension funds and other institutional investors for years, before the company's lack of transparency and policy of obfuscation, which was in turn prompted by its accounting gimmickry, caught up with it.
Enron was founded in 1985 through the merger of two natural gas pipeline companies. But by 2001, it had become a conglomerate that owned and operated gas pipelines, electricity plants, water plants and broadband assets, and also traded in financial markets for similar products. As a result, Enron's business model was very complex,

and its financial statements were difficult to understand because of the complexity of its financing structures involving hundreds of special purpose entities and off-balance sheet vehicles. 
The lesson here is that a company that is not being fully transparent or that is using creative accounting might be masking its true performance and financial position. So why bother investing in a business that is hard to understand, when there are numerous investment alternatives in the marketplace?
Lehman Brothers Holdings Inc.
History
In 1844, 23-year-old Henry Lehman, the son of a cattle merchant, immigrated to the United States from Rimpar, Bavaria. He settled in Montgomery, Alabama, where he opened a dry-goods store, "H. Lehman”. In 1847, following the arrival of his brother Emanuel Lehman, the firm became "H. Lehman and Bro." With the arrival of their youngest brother, Mayer Lehman, in 1850, the firm changed its name again and "Lehman Brothers" was founded.
During the 1850s, cotton was one of the most important crops in the United States. Capitalizing on cotton's high market value, the three brothers began to routinely accept raw cotton from customers as payment for merchandise, eventually beginning a second business trading in cotton. Within a few years this business grew to become the most significant part of their operation. Following Henry's death from yellow fever in 1855, the remaining brothers continued to focus on their commodities-trading/brokerage operations.
By 1858, the center of cotton trading had shifted from

the South to New York City, where factors and commission houses were based. Lehman opened its first branch office in New York City's Manhattan borough at 119 Liberty Street, and 32-year-old Emanuel relocated there to run the office. In 1862, facing difficulties as a result of the Civil War, the firm teamed up with cotton merchant named John Durr to form Lehman, Durr & Co. Following the war the company helped finance Alabama's reconstruction. The firm's headquarters were eventually moved to New York City, where it helped found the New York Cotton Exchange in 1870; Emanuel sat on the Board of Governors until 1884. The firm also dealt in the emerging market for railroad bonds and entered the financial-advisory business.
Lehman became a member of the Coffee Exchange as early as 1883 and finally the New York Stock Exchange in 1887. In 1899, it underwrote its first public offering, the preferred and common stock of the International Steam Pump Company.
Despite the offering of International Steam, the firm's real shift from being a commodities house to a house of issue did not begin until 1906. In that year, under Philip Lehman, the firm partnered with Goldman, Sachs & Co., to bring the General Cigar Co. to market, followed closely by Sears, Roebuck and Company. During the following two decades, almost one hundred new issues were underwritten by Lehman, many times in conjunction with Goldman, Sachs. Among these were F.W. Woolworth Company, May Department Stores Company, Gimbel Brothers, Inc., R.H. Macy & Company The

Studebaker Corporation, the B.F. Goodrich Co. and Endicott Johnson Corporation.
Following Philip Lehman's retirement in 1925, his son Robert "Bobbie" Lehman took over as head of the firm. During Bobbie's tenure, the company weathered the capital crisis of the Great Depression by focusing on venture capital while the equities market recovered.
Traditionally, a family-only partnership, in 1924 John M. Hancock became the first non-family member to join the firm, followed by Monroe C. Gutman and Paul Mazur in 1927. By 1928, the firm moved to its now famous One William Street location.
In the 1950s, Lehman underwrote the IPO of Digital Equipment Corporation.
In the 1930s, Lehman underwrote the initial public offering of the first television manufacturer, Dumont, and helped fund the Radio Corporation of America (RCA). It also helped finance the rapidly growing oil industry, including the companies Halliburton and Kerr-McGee. Later, it arranged the acquisition of Digital by Compaq.
Robert Lehman died in 1969 after forty-four years as the patriarch of the firm, leaving no member of the Lehman family actively involved with the partnership. Robert's death, coupled with a lack of a clear successor from within the Lehman family left a void in the company. At the same time, Lehman was facing strong headwinds amidst the difficult economic environment of the early 1970s. By 1972, the firm was facing hard times and in 1973, Pete Peterson, Chairman and Chief Executive Officer of the Bell & Howell Corporation, was brought in to save

the firm. 
Under Peterson's leadership as Chairman and CEO, the firm acquired Abraham & Co. in 1975, and two years later merged with the venerable, but struggling, Kuhn, Loeb & Co., to form Lehman Brothers, Kuhn, Loeb Inc., the country's fourth-largest investment bank, behind Salomon Brothers, Goldman Sachs and First Boston. Peterson led the firm from significant operating losses to five consecutive years of record profits with a return on equity among the highest in the investment-banking industry.
By the early 1980s, hostilities between the firm's investment bankers and traders (who were driving most of the firm's profits) prompted Peterson to promote Lewis Glucksman, the firm's President, COO and former trader, to be his co-CEO in May 1983. Glucksman introduced a number of changes that had the effect of increasing tensions, which when coupled with Glucksman’s management style and a downturn in the markets, resulted in a power struggle that ousted Peterson and left Glucksman as the sole CEO. 
Upset bankers, who had soured over the power struggle, left the company. Steve Schwarzman, chairman of the firm's M&A committee, recalled in a February 2003 interview with Private Equity International that "Lehman Brothers had an extremely competitive internal environment, which ultimately became dysfunctional." The company suffered under the disintegration, and Glucksman was pressured into selling the firm.
Shearson/American Express, an American Express-owned securities company focused on brokerage rather than investment

banking, acquired Lehman in 1984, for $360 million. On May 11, the combined firms became Shearson Lehman/American Express. In 1988, Shearson Lehman/American Express and E.F. Hutton & Co. merged as Shearson Lehman Hutton Inc. 
From 1983 to 1990, Peter A. Cohen was CEO and Chairman of Shearson Lehman Brothers, where he led the one billion dollar purchase of E.F. Hutton to form Shearson Lehman Hutton. During this period, Shearson Lehman was aggressive in building its leveraged finance business in the model of rival Drexel Burnham Lambert. In 1989, Shearson backed F. Ross Johnson's management team in its attempted management buyout of RJR Nabisco but were ultimately outbid by private equity firm Kohlberg Kravis Roberts, who were backed by Drexel.
In 1993, under newly appointed CEO, Harvey Golub, American Express began to divest itself of its banking and brokerage operations. It sold its retail brokerage and asset management operations to Primerica and in 1994 it spun off Lehman Brothers Kuhn Loeb in an initial public offering, as Lehman Brothers Holdings, Inc.
Despite rumors that it would be acquired again, Lehman performed quite well under Chairman and CEO Richard S. Fuld, Jr.. By 2008, Fuld had been with the company for 30 years, and would be the longest-tenured CEO on Wall Street. Fuld had steered Lehman through the 1997 Asian Financial Crisis, a period where the firm's share price dropped to $22 USD in 1998, but he was said to have underestimated the downturn in the US housing market and its effect on Lehman's mortgage

bond underwriting business. Fuld kept his job as the subprime mortgage crisis took hold, while CEOs of rivals like Bear Stearns, Merrill Lynch, and Citigroup were forced to resign. In addition, Lehman's board of directors, which includes retired CEOs like Vodafone's Christopher Gent and IBM's John Akers were reluctant to challenge Fuld as the firm's share price spiraled lower. 
Fuld had a succession of "number twos" under him, usually titled as President and Chief Operating Officer. Chris Pettit was Fuld's second-in-command for two decades until November 26, 1996, when he resigned as President and board member. Pettit lost a power struggle with his deputies (Tom Tucker, Steve Lessing, and Joseph M. Gregory) back on March 15 that year that caused him to relish its COO title, likely brought about after Pettit had a mistress which violated Fuld's unwritten rules on marriage and social etiquette. Bradley Jack and Joseph M. Gregory were appointed co-COOs in 2002; however Jack was demoted to the Office of the Chairman in May 2004 and departed in June 2005 with a severance package of $80 million, making Gregory the sole COO and President. Gregory was demoted on June 12, 2008 and replaced by Bart McDade, who would see Lehman through bankruptcy. 
In 2001, the firm acquired the private-client services, or "PCS", business of Cowen & Co. and later, in 2003, aggressively re-entered the asset-management business, which it had exited in 1989. Beginning with $2 billion in assets under management, the firm acquired the Crossroads

Group, the fixed-income division of Lincoln Capital Management and Neuberger Berman. These businesses, together with the PCS business and Lehman's private-equity business comprised the Investment Management Division, which generated approximately $3.1 billion in net revenue and almost $800 million in pre-tax income in 2007. Prior to going bankrupt, the firm had in excess of $275 billion in assets under management. Altogether, since going public in 1994, the firm had increased net revenues over 600% from $2.73 billion to $19.2 billion and had increased employee headcount over 230% from 8,500 to almost 28,600.
CAUSES OF ITS COLLAPSE
Subprime mortgage crisis
In August 2007, the firm closed its subprime lender, BNC Mortgage, eliminating 1,200 positions in 23 locations, and took an after-tax charge of $25 million and a $27 million reduction in goodwill. Lehman said that poor market conditions in the mortgage space "necessitated a substantial reduction in its resources and capacity in the subprime space".
In 2008, Lehman faced an unprecedented loss to the continuing subprime mortgage crisis. Lehman's loss was a result of having held on to large positions in subprime and other lower-rated mortgage tranches when securitizing the underlying mortgages; whether Lehman did this because it was simply unable to sell the lower-rated bonds, or made a conscious decision to hold them, is unclear. In any event, huge losses accrued in lower-rated mortgage-backed securities throughout 2008. In the second fiscal quarter, Lehman reported losses

of $2.8 billion and was forced to sell off $6 billion in assets. In the first half of 2008 alone, Lehman stock lost 73% of its value as the credit market continued to tighten.   In August 2008, Lehman reported that it intended to release 6% of its work force, 1,500 people, just ahead of its third-quarter-reporting deadline in September.
On August 22, 2008, shares in Lehman closed up 5% (16% for the week) on reports that the state-controlled Korea Development Bank was considering buying the bank. Most of those gains were quickly eroded as news came in that Korea Development Bank was "facing difficulties pleasing regulators and attracting partners for the deal." It culminated on September 9, when Lehman's shares plunged 45% to $7.79, after it was reported that the state-run South Korean firm had put talks on hold. 
On September 17, 2008 Swiss Re estimates its overall net exposure to Lehman Brothers as approximately CHF 50 million. 
Investor confidence continued to erode as Lehman's stock lost roughly half its value and pushed the S&P 500 down 3.4% on September 9. The Dow Jones lost 300 points the same day on investors' concerns about the security of the bank. The U.S. government did not announce any plans to assist with any possible financial crisis that emerged at Lehman. 
The next day, Lehman announced a loss of $3.9 billion and their intent to sell off a majority stake in their investment-management business, which includes Neuberger Berman. The stock slid seven percent that day. Lehman, after earlier rejecting questions

on the sale of the company, was reportedly searching for a buyer as its stock price dropped another 40 percent on September 11, 2008. 
Short-selling allegations
During hearings on the bankruptcy filing by Lehman Brothers and bailout of AIG before the House Committee on Oversight and Government Reform, former Lehman Brothers CEO Richard Fuld said a host of factors including a crisis of confidence and naked short-selling attacks followed by false rumors contributed to both the collapse of Bear Stearns and Lehman Brothers. House committee Chairman Henry Waxman said the committee received thousands of pages of internal documents from Lehman and these documents portray a company in which there was “no accountability for failure".
An article by journalist Matt Taibbi in Rolling Stone contended that naked short selling contributed to the demise of both Lehman and Bear Stearns. A study by finance researchers at the University Of Oklahoma Price College Of Business studied trading in financial stocks, including Lehman Brothers and Bear Stearns, and found "no evidence that stock price declines were caused by naked short selling.” 
Managerial misconduct
The executive committee of Lehman Brothers showed very bad judgment if not gross misconduct in there management of companies operations e.g.
Just before the collapse of Lehman Brothers, executives at Neuberger Berman sent e-mail memos suggesting, among other things, that the Lehman Brothers' top people forgo multi-million dollar bonuses to "send a strong message to both employees

and investors that management is not shirking accountability for recent performance.
Lehman Brothers Investment Management Director George Herbert Walker IV dismissed the proposal, going so far as to actually apologize to other members of the Lehman Brothers executive committee for the idea of bonus reduction having been suggested. He wrote, "Sorry team. I am not sure what's in the water at Neuberger Berman. I'm embarrassed and I apologize.”
A March 2010 report by the court-appointed examiner indicated that Lehman executives regularly used cosmetic accounting gimmicks at the end of each quarter to make its finances appear less shaky than they really were. This practice was a type of repurchase agreement that temporarily removed securities from the company's balance sheet. However, unlike typical repurchase agreements, these deals were described by Lehman as the outright sale of securities and created "a materially misleading picture of the firm’s financial condition in late 2007 and 2008." 
Eroded investor confidence
When then financial crisis hit Lehman Brothers, they needed reinvestment which would have provided them with the money needed to overcome it, but they lost the confidence of their investors and thus there stock prices plummeted. The break down of the Korea Development Bank deal to buy the firm dealt there prices a devastating blow. Thus without the money needed to weather the storm they couldn’t survive.
LESSONS LEARNT
After studying the history and the eventual collapse of Lehman Brothers, we may 

get to learn from some of their mistakes so as not to repeat these in the future.
Managerial Oversight and accountability
Lehman Brothers should have had a system to monitor the activities of its executive committee. This would have alerted them to the fact they we doctoring the books of accounts and thus have been in a position to assess the true position of the firm. This would have afforded them some time so as to come up with possible solution to their deteriorating financial position.
It is also clear that the management of Lehman Brother was not at all held accountable for there actions, as clearly illustrated by the memo to its executive committee by Lehman Brothers Investment Management Director George Herbert Walker IV, he went as far as apologizing for an earlier memo which suggested that there bonuses may be cut due to difficult financial times.
Diversification
When the subprime mortgages crisis hit Lehman Brothers had a huge stake in it. It was so huge that they made a loss of 2.8 billion dollars in the second quarter of the 2008 financial year. This huge loss may have been avoided or offset by other less risky securities if the firm had diversified its portfolio well. It is also unclear as to why the firm had held on to such huge amounts of risky securities but as it turned out this was a poor decision on their part.
RESULTS OF ITS COLLAPSE
On September 15, 2008, the firm filed for Chapter 11 bankruptcy protection following the massive exodus of most of its clients, drastic losses in its stock, and devaluation

of its assets by credit rating agencies. The filing marked the largest bankruptcy in U.S. history. The following day, Barclays announced its agreement to purchase, subject to regulatory approval, Lehman's North American investment-banking and trading divisions along with its New York headquarters building. On September 20, 2008, a revised version of that agreement was approved by U.S. Bankruptcy Judge James M. Peck. 
During the week of September 22, 2008, Nomura Holdings announced that it would acquire Lehman Brothers' franchise in the Asia Pacific region, including Japan, Hong Kong and Australia. as well as, Lehman Brothers' investment banking and equities businesses in Europe and the Middle East. The deal became effective on 13 October 2008. 
Lehman Brothers' investment management business, including Neuberger Berman, was sold to its management on December 3, 2008. Creditors of Lehman Brothers Holdings Inc. retain a 49% common equity interest in the firm, now known as Neuberger Berman Group LLC. 
Lehman's bankruptcy was the largest failure of an investment bank since Drexel Burnham Lambert collapsed amid fraud allegations 18 years prior. Immediately following the bankruptcy filing, an already distressed financial market began a period of extreme volatility, during which the Dow experienced its largest one day point loss, largest intra-day range (more than 1,000 points) and largest daily point gain. What followed was what many have called the “perfect storm” of economic distress factors and eventually a $700bn bailout

package (Troubled Asset Relief Program) prepared by Henry Paulson, Secretary of the Treasury, and approved by Congress. The Dow eventually closed at a new six-year low of 7,552.29 on November 20, followed by a further drop to 6626 by March of the next year.
The fall of Lehman also had a strong effect on small private investors such as bond holders and holders of so-called Minibonds. In Germany structured products, often based on an index, were sold mostly to private investors, elderly, retired persons, students and families. Most of those now worthless derivatives were sold by the German arm of Citigroup, the German Citibank now owned by Credit Mutual.
On March 11, 2010, Jenner & Block, a court-appointed examiner, published the results of its year-long investigation into the finances of Lehman Brothers. This report revealed that Lehman Brothers used an accounting procedure termed repo 105 to temporarily exchange $50 billion of assets into cash just before publishing its financial statements. The action could be seen to implicate both Ernst & Young, the bank's accountancy firm and Richard S. Fuld, Jr, the former CEO. This could potentially lead to Ernst & Young being found guilty of financial malpractice and Fuld facing time in prison. 
BANKRUPSY PREDICTION MODELS
Failure of a firm although infrequent is extremely costly to suppliers of capital since restructuring or liquidation may be extremely costly.
Beaver’s prediction model
In his pioneering work, Beaver (1966) used a dichotomous classification test

to identify financial ratios for corporate failure prediction. He used 30 financial ratios and 79 pairs of companies (failure/nonfailure). 
The best discriminant factor was the working capital/debt ratio, which correctly identified 90 percent of the firms one year prior to failure. The second best discriminant factor was the net income/total assets ratio, which had 88 percent accuracy. Subsequently, there have been relatively few studies using the univariate model or bankruptcy prediction, and researchers overwhelmingly used multivariate models instead.
No. of observation |         Year before failure |
| 5 | 4 | 3 | 2 | 1 |
  F* |   43 | 46 | 50 | 57 | 62 |
  F | 39 | 47 | 52 | 53 | 52 |
Total | 82 | 93 | 102 | 110 | 113 |
Empirical evidence shows that financial ratios may signify probability of business failure as early as 5 years prior to failure.
Beaver prediction model takes into account the following in predicting business failure
  i. Market prices of stock                                                                   
  ii. Financial ratios 
The measure of market price change selected for study is Rit where;
Rit = Dit+Pit-Pit-1Pit-1
Pit= price of security i at time t
Dit =cash dividend paid on security I between time t-1 and t
Pit -1=price for security I at time t-1 adjusted for capital changes 
Cross sectional Analysis
Failed firms would have a higher probability of failure over the time horizon than their no-failed counterparts. Each period investors would reassess

the solvency position of the form and adjust the market price of common stock such that the ex ante rate of return in future period would continue to be commensurate with higher risk.
If at any time a firm is at a solvency state worse than expected , there will be a downward adjustment of market prices and the ex post rate of return will be less than the ex ante or expected rate of return .
Firm failure Market price     then   Ex post < expected rate of return
Year before   failure | Medians | Inter quartile range |
| | F* | F |
| F* | F | difference | .25 | .75 | range | .25 | .75 | Range |
5 | .02 | .02 | +.00 | -.12 | .39 | .51 | -23 | .26 | .49 |
4 | .02 | -.03 | +.05 | -.10 | .32 | .42 | -22 | .45 | .67 |
3 | .11 | .00 | +.11 | -.08 | .48 | .56 | -30 | .35 | .65 |
2 | .12 | -.08 | +.20 | -.11 | .59 | .70 | -57 | .36 | .93 |
1 | .03 | -.26 | +.29 | -.20 | .26 | .46 | -54 | .26 | .80 |

NOTE
There is no unequivocal statement that can be made about the difference between ex post rate of return for failed and non-failed firms. The direction and magnitude of the difference will depend on size of unexpected deterioration in solvency position. 
If the magnitude of unexpected deterioration in solvency position is large then there will be downward adjustment in price of and may be sufficient to produce ex post rate of return for failed firms that are less than those for non-failed firms. ie 
Ex post rate of return for failed firms<

ex post rate of return for non failed firms.
If the magnitude of unexpected deterioration in solvency position is little then there will be downward adjustment in price of and may be sufficient to produce ex post rate of return for failed firms that are more than those for   those for non-failed firms. ie 
Ex post rate of return for failed firms>ex post rate of return for non failed firms.
Return Analysis – unadjusted for market wide   events
The media of the failed firm is below that of the non-failed firms and the difference increases as the year of failure approaches. The median of the failed firms drops over time with the largest price decline occurring in the final year.

Note;
Unexpected deterioration in solvency position is sufficiently large to induce lower ex post returns for failed firms. Investors appear to adjust to the new solvency position of the failed firm continuously over the five year period. The largest unexpected deterioration will occur the final year before failure. The implication is that investors are still surprised at the occurrence of failure, even in the final year before failure.
Cross sectional dispersion of failed firm’s returns is larger than the non-failed firms. This is in consistent with the belief that the failed firms are also riskier in terms of variability of returns as a default risk
Risk analysis- Adjusted for movement wide events
Each rate of return was adjusted for the average rate of return by common stock security.   The average return earned by common stock

is also referred to as the market index. 
Adjusting of the individual rate return is done by subtracting the fisher index from them and the difference was defined as the residual rate of return i.e. eit
Eit=Rit-Rmt
Rmt=     fisher index at time t-fisher index at time t-1fisher index at time t-1
Time series Analysis
The objective of time series is to determine how soon investors can forecast failure. Subsequent improvement in the rate of return does not necessarily imply an improvement in solvency position. Since financial ratios reflect actual solvency position an improvement in the ratio implies and improvement in solvency position. Compare the average length of time from the year of failure forecast to the date of failure. Most common ratios are;
CFTL     NITA           DEBTTA                   WCTA
From this investors forecast failure sooner than ratios is consistent with the contention that use the ratios in assessing the solvency position of the failed firms
Even stronger advocates for financial ratios would not contend that ratios are the only source of relevant data about the firm.   Nor is it likely that investors when using ratios look only at one ratio or only at its most recent value. Multi ratio model consisting of the most recent value of the cash flow ratio and the first differences of the previous values possess greater predictive power than any single ratio.
Assumptions of time series Analysis
  I) There’s one point in time at which there’s substantial deterioration in expected solvency position

of the failed firms.
  II) This point in time occurred no sooner than five years before failure.
If a change in solvency position is recognized as gradual process covering several year, the year in which failure was forecast has no meaning.
There’s no reason why the initial recognition of failure could not have occurred prior to five year before failure. Either situation would lead to a misspecification for which a failure forecast was never made.
A question arises regarding the interpretation of those instances where the ratio forecast failure before the return variables could investors have taken advantage of the ratio information by selling this securities short? The evidence must be regarded as inconclusive.
In case of the Net income ratio, there were 10 failed firms where the ratio forecast failure but the market does not (Table 5) However, there were instances where then ratios forecast failure for non-failed firms. Can investors extinguish ex ante between the two situations? If not then, one will suffer loss by selling non-failed securities short.
Shortcomings of the model
Beaver (1967)’s work was disadvantaged by four critical shortcomings.
  i. First, the model was based on a stringent assumption that the form of the relationship which existed between a measure (i.e. a ratio) and the failure status was linear. This linearity assumption does not hold in practice since many ratios display a non-linear relationship with the failure status (Keasey and Watson, 1991). 
  ii. Secondly, since only one

ratio can be used each one time an assessment is being done, the use of several ratios yield conflicting classification of the same firm (Altman, 1968; Zavgren, 1983). 
  iii. The third misshape is that the use of financial ratios in a Univariate model conceals the importance of any one variable in the model. This is a result of variables being highly correlated (Cybisnski, 1998), besides the model does not provide variable weighting. 
  iv. The fourth disadvantage is actually the very models own advantage i.e. its simplicity to use. The simplicity in the model presupposes a firm’s financial status as represented by the entire financial statements can simply be represented by a single ratio. This is contrary to current sophisticated, multidimensional financial statements of corporations. 
  v. Finally, Beaver’s model uses cut-off points which are chosen by trial and error using ex post data. This implies that the actual status of the companies in the sample is known. Hence cut off points are sample specific and this may misclassify other units outside the sample (Bilderbeek, 1973).
Summary of the lesson learned
  * Investors recognize and adjust to new solvency position of failing firms.
  * Price changes of common stock act as if investors rely upon ratios as a basis for their assessment and impound the ratio information into the mar

COPORATE BANKRUPSY FINANCIAL RATIO, DISCRIMINANT ANALYSIS AND PREDICTION OF BANKRUPTCY
  a. Assessment of the quality of ratio analysis as an analytical technique
  b. Employ

multiple discriminate statistical methodology to investigate bankruptcy prediction
TRADITIONAL RATIO ANALYSIS
The detection of company operating and financial difficulties are subject which has been particularly susceptible to financial ratio analysis. Prior to the development of quantitative measures of company performance, agencies were established to supply a qualitative type of information for assessing the credit worthiness of particular merchants. 
  a. At this time studies revealed that failing firms exhibited significantly different ratios measurements than continuing entities.
  b.   Another study concerned with ratios of large asset-size corporation that experienced difficulties in meeting their fixed indebtedness obligations. 
  c.   A recent study involved in analysis of financial ratios in bankruptcy prediction context. The latter work was to compare a list of ratios for failed firms and a matched sample of non-failed forms. Observed evidence for five years prior to failure was cited as conclusive that ratio analysis can be useful in the prediction of failure. Ratios were applicable as they measure such variables as profitability, liquidity and solvency which are the most significant indicators.
MULTIPLE DISCRIMINANT ANALYSIS
The previous section cited studies devote to the analysis devoted to the analysis of a firms condition prior to financial difficulties .although the work established important generalizations   regarding the performance and trends of particular measurements the adaptation of their

results for assessing bankruptcy potential if firms ,both theoretical and practically is questionable.

SHORTCOMINGS OF TRADITIONAL RATIO ANALYSIS
  a.   The method was essentially univariate in nature and emphasis was placed on individual signals of impending problems .Ratio analysis was susceptible to faulty interpretation and potentially confusing. For instance a firm with poor profitability may be regarded as potential bankrupt, however because of its above average liquidity, the situation may not be considered as serious. 
  b. There was potential ambiguity to relative performance of several firms
  c. There were difficulty in coming up with the most important ratios in detecting bankruptcy potential? What weights are to be attached to the selected ratios? How the ratios are to be objectively established?
After careful consideration of the nature of the problem a multi discriminate analysis (MDA) was chosen as the appropriate statistical technique.
The model is most successful to financial problems such as consumer credit evaluation and investment classification. The MDA is used primarily to classify and make prediction in problems where the dependent variable appears in qualitative form e.g. bankrupt or non-bankrupt. To come up with predictive model the following steps:
  a. Establish the explicit group classification which may be two or more. For example a potential of   successful and non-successful firm, possibility of bankruptcy and non-bankruptcy e.t.c
  b. Data is then collected for the objects in

the groups.
  c. MDA then attempts to derive a linear combination of these characteristics which best discriminate between the groups.
  d. MDA then determines a set of discriminate coefficients. When these coefficients are applied, to the actual ratios, they form a bases of classification into one mutually exclusive grouping exist.
ADVANTAGES OF MULTI DISCRIMINANT ANALYSIS (MDA)
  a. MDA technique considers an entire profile of characteristics common to the relevant firms as well as interaction of these properties, whereas univariate study will only consider the                       measurement used for grouping assignments one at a time.
  b. MDA reduces the analyst space dimensionality that is from the number of different independent variable to G-1 dimensions, where G equals the number of original a prior groups. Altman’s model is concerned with two groups, consisting of bankrupt firms on the one hand, and of non-bankrupt firms on the other. The analysis therefore transforms into one dimension discriminate function of the form   
  c. MDA deals with classification of problems by analyzing the entire variable profile of the object simultaneously rather than sequentially examining its individual characteristics. Combination of these ratios can be analyzed together in order to remove possible ambiguities and misclassifications observed in earlier traditional studies.MDA technique was selected as the most appropriate for bankruptcy studies.
  d. Combination of ratios can be analyzed together so as to remove the

possible   misclassifications observed in traditional studies
The discriminant function of the form Z = v1x1+v2x2+v3x3………….vnxn transforms individual variable values to a single discriminant score or z value which is then used to classify the object 
Where
v1, v2, v3…..xn = discriminant coefficient
x1, x2, x3….x4= independent variable
When utilizing a comprehensive list of financial ratios in assessing a firms bankruptcy potential there is reason to believe that some of the measurements will have a high degree of correlation or co linearity with each other. This predictive model has the advantage of yielding a model with relatively small number of selected measurement which has a potential of conveying a great deal of information.
DEVELOPMENT OF THE MODEL
  a. Sample selection
The initial sample is composed of sixty-six corporations with thirty three firms in each group. The bankrupt are manufactures that filled a bankruptcy petition, the mean asset size of these firms was $6.4m, with a range between $0.7m and $25.9m.The second group comprised of paired sample of manufacturing firms chosen on stratified random basis. The firms are stratified by industry and by size with the assets size range between $1m to $25m.Data was collected from these bankrupt firms one reporting period prior to bankruptcy.
An important issue is to determine the asset size group that is to be sampled, too small and too big firms is eliminated .This is due to the fact that incidences of bankruptcy in large-asset size firms are minimal while the

absence of comprehensive data negated the representation of small firms.
  b. Data collection
After the initial groups are defined and firms are selected ,balance sheet and income statement data are collected .A list of twenty two potentially helpful variables is compiled for evaluation and classified into 5 standard ratios categories   and included liquidity, profitability, leverage ,solvency and activity ratios.   
The ratios were chosen on the basis of
  a. Popularity in literature 
  b. Potential relevancy to the study
To arrive to the final list of variable the following procedure are utilized
  a. Observation of statistical significance of various alternative functions including determination of relative contributions of each independent variable
  b. Evaluation of inter-correlation between relevant variables
  c. Observation of the predictive accuracy of the various profiles
  d. Judgment of the analyst
The variable profile did contain the most significant variables, amongst the twenty two original ones, measured independently. Upon analyses they came up with the following final discriminate function.
Z=0.012x1 + 0.014x2 +0.033x3 + 0.006x4 + 0.999x5

Where
X1=Working capital/total assets
X2=Retained earnings/total assets
X3=Earnings before interest and tax/total assets
X4=Market value of equity/book value of liabilities
X5=Sales/total assets
X1- Working capital/total asset ratio is a measure of net liquidity asset of the firm relative to then total capitalization. Working capital is the difference

between current assets and current liabilities. Ordinarily a firm that experiencing consistent operating losses will have shrinking current assets in relation to total assets.   
X2 - Retained Earning /Total assets. This is a measure of cumulative profitability over time. For example relatively young firms will probability show a low RE/TA ratio, because it has no time to build up its cumulative profits. Therefore it may be argued that the young firm is somewhat discriminated against in this analysis and its chance of being classified as bankrupt is relatively high than another older firm.
X3-Earnings before interest and taxes/total assets. This ratio measures the true productivity of the firm’s assets, abstracting from any tax or leverage factors .Since a firms ultimate existence is based on the earning power of its assets especially when dealing with corporate failure.
X4-Market value of equity/Book value of total debt. Equity is measured by combination of market value of all shares of stock, preferred and common, while debt include both long term and short term debt, that is the proportion of assets financed by the owners and by outsiders. The measure shows how many the firms’ assets can decline in value before the liabilities exceed the assets and the firm becomes insolvent. 
X5-Sales/Total assets. The capital turnover ratio is standard financial ratio illustrating the sales generating ability of the firm’s assets .It is a measure of management’s capability in dealing with competitive conditions.
The model has

been found to be successful in predicting bankruptcy two years to occurrence with 70% accuracy. He derived the upper and lower limits from discriminant function above and came up with the following .A firm with a score of 2.99 and above was classified as a candidate for success and that with a score of 1.81 and below was classified as a candidate for failure.
The model has been used by many to predict the possibility of bankruptcy and has been found to be successful in predicting bankruptcy two years with 70% accuracy
TO TEST THE INDIVIDUAL DISCRIMINATING ABILITY OF THE VARIABLES
To test the individual discriminating ability an f-test is conducted and this test relates the difference between average values of the ratios in each group to the variability of the values of the values of ratios within each group one financial year prior to bankruptcy. The table below represents the f statistics
Variable | Bankrupt group mean n=33(%) | Non-bankrupt Group mean n =33(%) | F-ratio |
X1 | -6.1 | 41.4 | 32.60 |
X2 | -62.6 | 35.5 | 58.86 |
X3 | -31.8 | 15.3 | 26.56 |
X4 | 40.1 | 247.7 | 33.26 |
X5 | 150.0 | 190.0 | 2.84 |

Significant at the 0.001 level
F1, 60 (0.001) =12.00
F1, 60 (0.01) =700
F1, 60(0.05) =4.00
Variable x1 through x4 are all significant at the 0.001 level indicating extremely significant differences in these variables between groups 
One useful technique in arriving at the final variable profile is to determine the relative contribution of each variable to the total discriminating power of the 

function and the interaction between them. The relative statistic is observed as the scalar factor which is computed by multiplying corresponding elements by the square root of the diagonal elements of the variance covariance matrix. Since the actual variable measurement units are not all comparable to each other, simple, observation of the coefficient is misleading and the table below will enable us to evaluate each variables contribution on a relative basis.
Relative contribution of the variables
Variable | Scaled vector | Ranking |
X1 | 3.29 | 5 |
X2 | 6.04 | 4 |
X3 | 9.89 | 1 |
X4 | 7.42 | 3 |
X5 | 8.41 | 2 |

The scaled vector indicate that the large contributors of group separation of the discriminate function are
X3, X5, and X4 respectively. Profitability ratio contributes the most since we consider that the incidence of bankruptcy in such a firm is almost nil. The second highest contribution is x5 though it was insignificant in the univariate basis; the multivariate basis is responsible for illuminating the importance of the variable this is due to high negative correlation.
Cochran concluded that most correlations between variables in past studies were positive, by and large, negative correlations are more helpful than positive correlation in adding new information to the function. Then logic, behind this being as firms suffers losses and deteriorates also toward failure, the assets are not replaced as much as healthier times and also, the cumulative losses have further reduced the asset size through

the debits to retained earnings
One impotent aspect of the MDA is the ability to separate groups using multivariate measures. A test to determine the overall discriminating power of multivariate measures is the f-test whish is the ratio of the sum of squares between groups to the within group sum of the squares that is,
λ =   g=1G(Ўg-ў)g=1Gg=1G(Ypg-Ўg)
G=number of groups 
g=group g, g=1……G
Ng=number of firms in group g
Ypg=firm p in group g, p=1…… Ng
Ўg=groups mean (centroid)
ў=overall sample mean
when these ratio is maximized it has the effect of spreading the means   of the G group and simultaneously reducing dispersion of the individual points about their respective group means .the test is appropriate because one of the objectives of the MDA is to identify and   to utilize those variables which best discriminate between groups and   which are most similar within the group.
The group means of the original two group sample of the form
ўg= 1NgP=1NgYpg
Group 1=-0.29         F=20.7
Group 2=5.02 F5, 60(0.001) =3.34
Once the values of the discriminant coefficients are established, it is possible to calculate discriminant scores for each observation in the sample   or any firm and to assign the observation to ne of the group based on this score .the essence   is to compare the profile of an individual   firm with that of alternative grouping .the firm is assigned to the group it most closely resembles .the comparisons are measured using chi-square value and assignments are made based upon   the relative proximity of

the firms score to the various group centroid.
Limitations of Altman’s model
  a. Consider only the firms ratio. Does not consider other factors affecting the firm for example poor management, legal conditions E.T.C
  b. Ignores other ratios for example quick ratio that are important for the prediction.
  c. It is only applicable to quoted firms 
  d. There is a grey area/zone of ignorance which makes it impossible to classify firms within the limits.
DEALING WITH ZONE OF IGNORANCE
By observing those firms which have been misclassified ,by the discriminant model in the initial sample ,its concluded that all firms having a z-score greater than 2.99 clearly fall into the non-bankrupt sector, while those that fall below 1.81are all bankrupt. The areas between 1.81 and 2.99 will be defined as the zone of ignorance or grey area because of susceptibility to error classification

2.99

ZONE OF IGNORANCE
1.81

To establish a guideline for classifying firms within the grey area the following procedure is applied
Identify sample observations that fall within overlapping range as illustrated below:
Firms whose z-score falls within the grey area
FIRM NUMBERNON-BANKRUPT | Z-SCORE | FIRM NUMBERBANKRUPT |
2019 | 1.81 | |
| 1.98 | 1026 |
| 2.10 | 1014 |
| 2.67 | 1017 |
| 2.68 | |
2033 | 2.78 | |
2032 | 2.99 | 1025 |
The next step is to find range of values in minimum number of misclassifications is found. In the analysis z between (but not including) the indicated values produce the following misclassifications

as shown below
Number of classifications using score criterions
RANGE OF Z | NUMBER MISCLASSIFIED | FIRMS |
1.81-1.98 | 5 | 2019,1026,1014,1017,1025 |
1.98-2.10 | 4 | 2019,1014,1017,1025 |
2.10-2.67 | 3 | 2019,1017,1025 |
2.67-2.68 | 2 | 2019,1025 |
2.68-2.78 | 3 | 2019,1033.1025 |
2.78-2.99 | 4 | 2019,2033.1032,1025 |
The best critical values falls conveniently between 2.67 and 2.68 and therefore2.675, the midpoints of interval is chosen as the z value that discriminates best between the bankrupt and non-bankrupt firm.
ILLUSTRATION
The Altman’s prediction model for bankruptcy was used to predict the financial soundness of 4 listed companies with the following information.
Company | sales | Working capital | Retained earnings | EBIT | M.V of equity | Total assets | Liabilities |
A | 200 | 4 | 60 | 10 | 20 | 200 | 120 |
B | 120 | 2 | 20 | 0 | 5 | 100 | 80 |
C | 900 | 6 | 20 | (30) | 48 | 800 | 740 |
D | 2000 | 40 | 200 | 30 | 100 | 1800 | 1000 |

Compute the scores for each firm and comment on the possible reasons for selection of the variables.
Z=0.012X1+ 0.014X2 +0.033X3 + 0.0X406 + 0.999X5
Company | X1 | X2 | X3 | X4 | X5 | Z |
A | 0.02 | 0.3 | 0.05 | 0.167 | 1 | 1.709 |
B | 0.02 | 0.2 | 0 | 0.163 | 1.2 | 1.541 |
C | 0.008 | 0.025 | (0.38) | 0.065 | 1.25 | 1.084 |
D | 0.022 | 0.111 | 0.017 | 0.1 | 1.111 | 1.408 |

In each of the above z scores is less that 1.81, critical level and therefore all firms appear to be at the risk of bankruptcy unless intervention measures

are taken.
To take care of non-listed companies Altman further developed his model by looking at firms that are not listed. He cam e up with a revised model which can be applied to both publicly traded and non-publicly traded firms as below
Z=0.717X1 + 0.847 X3+0.42X4 + 0.998X5
Where
X4=Book value of equity/book value of liabilities
All the other variables remain as in the listed companies.
Using this prediction function, a firm with a z score of 1.20 is regarded as a candidate for bankruptcy while a z score of 2.9 is regarded as financially healthy
PRACTICAL APPLICABILITY OF ALTMANS MODEL
  a. Business loan evaluation
The evaluation of business loans is an important function if our society especially to commercial banks     and other lending institutions. A fast and efficient model in device for detecting unfavorable credit risk will enable the credit officer to avoid potentially disastrous decisions. The significance of MDA is that the model contains most of the variables common to business loan evaluation and discriminant analysis has been used for consumer loan evaluation. Therefore the potential presents itself for utilization in business sector
  b. Internal control consideration 
An extremely important but often very difficult, task of corporate management is to periodically assess honestly the firm’s present conditions. Important strengths and weaknesses may be recognized and changes in policy and actions will usually be in order. The suggestion is that discriminate model is used correctly and periodically,

has the ability to predict corporate problems early enough so as to enable management to realize the gravity of the situation in time to avoid failure. If failure is unavoidable, the firms’ creditors and stockholders may be better off if a merger with stronger enterprise is negotiated before bankruptcy.
  c. Investment Guidelines
The predictive model is useful in screening out undesirable investments. Since the model is basically predictive analyst can utilize these predictions to recommend appropriate investment policy. For example observations suggesting that investors are anticipating decline in operations results of selective firms, there is an overwhelming tendency to underestimate the financial plight of the companies which eventually go bankrupt.
CONCLUSION
The model sought to assess the analytical quality of ratio analysis, therefore making the traditional ratio analysis no longer important as an analytical technique. The model indicated that ratios if analysis at within multivariate framework, will take on greater statistical significance than the common technique of sequential ratio comparisons. The model is proved to extremely accurate in predicting bankruptcy correctly up to 70 % accurate two years prior to bankruptcy.
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