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Economic Trends

100.1 From the 1980s to the early 2000s, dramatic economic and financial changes occurred that affected the 

financial health of many American businesses. The early to mid-1980s were characterized by economic 

expansion and frenetic financial activity, including mergers, takeovers, leveraged buyouts, real estate 

syndications, and so on. Levels of corporate debt to finance this and other business activity reached new highs. 

These activities may have predominated among large public companies, but the use of debt increased among 

companies of all sizes, both large and small. For instance, during one three-year period, the increase in corporate 

debt was twice the decrease in corporate equity. In another five-year period, the amount of commercial bank real 

estate loans doubled. During the decade, the percentage of nonfinancial corporate pretax income spent on 

interest payments almost doubled. The symbol of this debt-laden era came to be the junk bond. 

100.2 In contrast, the latter part of the 1980s and the early 1990s brought collapses in the oil and real estate 

industries; the crises in the savings and loan, banking, and insurance industries and the related “credit crunch” 

attributable to tightened credit regulations and capital requirements for these institutions; a recession and only 

halting recovery; increased foreign competition; corporate “restructuring,” “deleveraging,” and “downsizing” with 

attendant massive layoffs; stubbornly high unemployment; and low consumer confidence and spending. Apropos

symbols of this new financial sobriety were the collapse of the junk bond market and the bankruptcy of the 

investment banking firm that pioneered its use. 

100.3 By the mid-1990s, these and other factors had resulted in lower debt levels and interest rates, an end to 

the recession, increased business efficiency and productivity, increasing employment, and an easing of the credit 

crunch. However, until 1993, these factors also had resulted in record numbers of business failures and 

bankruptcies by companies unable to service their debt when business slackened. Although the U.S. economy 

had become very strong, there was concern that an Asian financial crisis and global recession eventually would 

affect the U.S. economy. The “old economy” was struggling during the latter half of the 1990s. It mainly was 

made up of traditional manufacturers (such as steel and heavy equipment) and retailers that had large 

investments in inventory, plant and equipment (“bricks and mortar”). In 1998, plant closings, layoffs, and forced 

early retirements (mainly in the steel, heavy equipment, and manufacturing sectors, and often attributed to global 

competition) rose to the highest level since 1993. Also, junk bond debt had surged to an amount that was 71% 

higher than the old record amount in 1993. 
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100.4 At the same time, however, the “new economy” was surging. The symbols of the “new economy” were the 

“dot-com” companies, which typically had few hard assets. Instead, their “business models” focused on 

intellectual capital; stock option compensation; and sales of goods, services, news, and entertainment made over 

the Internet (“clicks” rather than “bricks”). They became the darlings of Wall Street, which emphasized their 

revenue growth and gave them massive capitalizations in initial public offerings, even if they had little or no 

profits. Computer software, wireless telecommunications, energy, and other high-tech companies also recorded 

high growth and profits, often through numerous mergers and acquisitions involving the issuance of stock or 

incurrence of large amounts of debt. These companies also favored stock option compensation. 

100.5 The U.S. saw the longest uninterrupted period of economic expansion in its history as it enjoyed a record 

number of years without a recession. Employment, productivity, and growth rates were high while inflation was 

low. The stock market boomed. “Day traders” quit their jobs to trade stocks over the Internet full time. Portfolios 

were laden with high-tech stocks. Warnings of unsustainable levels of stock prices and “irrational exuberance” 

went unheeded by investors. 

100.6 In 2000, the bubble burst. First, the dot-com companies failed—some 225 in 2000 and more than 500 in 

2001. It turned out that inventory and warehouses were necessary after all. Yet, capital for investments in those 

assets dried up as investors became impatient for profits. Other high-tech companies faltered as the economy 

slowed and slipped into a recession. There were layoffs and debt defaults in those and other industries. Stock 

prices plummeted by 25%, 40%, 60%, and more. And, questionable trading practices, massive financial 

statement frauds, and other malfeasance were discovered in companies under pressure to prop up their 

revenues or stock prices. 

100.7 These factors led to a record number and size of public company bankruptcies through 2002. In 2000, 176 

public companies with total assets of $94.8 billion, filed for bankruptcy. In 2001, 257 public companies with $256 

billion of assets filed. These were more than twice the 113 average annual number of public filings during the 

period from 1986 to 2000, and twice the number of filings in the 1991 and 1992 recession years. In 2002, 7 of the 

15 largest ever bankruptcy filings occurred, including those of Adelphia Communications, Budget Group, 

Conseco, Global Crossing, Kmart Corp., UAL, U.S. Airways, and World Com. Since 2002, however, the number 

of large company filings has decreased. There were 186 public company filings in 2002, 76 in the first half of 

2003, and an estimate of about 160 for all of 2003. By the end of 2004, the large energy, steel, textile, and retail 

company bankruptcies had occurred, and the improved economy and its attendant high consumer spending 

meant fewer filings. 

100.8 In addition to the 257 public company bankruptcies in 2001 and 186 in 2002, about 10,000 private 

companies filed for bankruptcy in 2001, and more than 10,500 private companies were expected to file in 2002. 

Businesses, particularly small ones, have always faced problems that threaten their survival. Problems include 

inadequate start-up planning and capital; inexperienced or overstretched operational or financial management; 

overspending on acquisitions, perks, or overhead; overexpansion; eroding product acceptance or market share; 

poor financial and budgetary reporting that does not reveal problems soon enough; loss of key customers or 

management personnel; severe disputes among managers or owners; etc. Management inexperience or 

incompetence is a particularly prevalent threat. These factors existed in small companies and caused business 

failures and bankruptcies during the good years of the 1980s and second half of the 1990s, and probably caused 

even more failures during the subsequent bad years. 
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Business Failures and Bankruptcies

100.9  Definitions

What are business failures, and how do they relate to bankruptcies? For its Business Failure Records, Dun & 

Bradstreet defines a business failure as including a business that ceased operations following an assignment, 

attachment, foreclosure, or bankruptcy, with debts remaining unpaid and losses to creditors; a business that 

voluntarily compromised with creditors; or one that was involved in a reorganization under Chapter 11 of the 

Bankruptcy Code. A bankrupt company is one that is unable to pay its debt when due and that has filed a petition 

for bankruptcy under the Bankruptcy Code. The company may either reorganize or liquidate under the bankruptcy 

proceeding. A troubled company is one that faces severe financial difficulties, including acute cash shortage, that 

could result in failure or bankruptcy. 

100.10  Statistics

Exhibit 1-1 shows the total number of bankruptcy filings during the calendar years from 1997 through 2004, and 

for the first three months of 2005. The statistics show that the total number of filings has almost doubled in the 

last ten years. However, the increase has been among nonbusiness filings, and the number of business filings 

has decreased. 

Exhibit 1-1

Business and Nonbusiness Bankruptcy Filings by Year

Year 
Total 

Filings 
Business % of Total Nonbusiness % of Total 

2005 (to 3/31) 401,149 8,063 2.0% 393,086 98.0%

2004 1,597,462 34,317 2.1% 1,563,145 97.9%

2003 1,660,245 35,037 2.1% 1,625,208 97.9%

2002 1,577,651 38,540 2.4% 1,539,111 97.6%

2001 1,492,129 40,099 2.7% 1,452,030 97.3%

2000 1,253,444 35,472 2.8% 1,217,972 97.2%

1999 1,319,465 37,884 2.9% 1,281,581 97.1%

1998 1,442,549 44,367 3.1% 1,398,182 96.9%

1997 1,404,145 54,027 3.8% 1,350,118 96.2%

1996 1,178,555 53,549 4.5% 1,125,006 95.5%

1995 926,601 51,959 5.6% 874,642 94.4%

1994 832,829 52,374 6.3% 780,455 93.7%
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Year 
Total 

Filings 
Business % of Total Nonbusiness % of Total 

1993 875,202 62,304 7.1% 812,898 92.9%

1992 971,517 70,643 7.3% 900,874 92.7%

SOURCE: Administrative Office of the U.S. Courts 

(www.uscourts.gov/Press_Releases/index.html)           

____________________

100.11 Exhibit 1-1 also shows that nonbusiness bankruptcies consistently account for the overwhelming 

percentage (more than 92%) of total bankruptcies. Since 1998, business bankruptcies have made up only a little 

more than 2% or 3% of the total. Exhibit 1-2 shows that of the total business bankruptcies filings for Chapter 7 

liquidations consistently outnumber Chapter 11 reorganizations by more than two to one (over 50% for Chapter 7 

versus 26% or less for Chapter 11). Chapter 12 relates to the Adjustment of Debts of a Family Farmer or 

Fisherman with Regular Annual Income. Note that Chapter 13 bankruptcies (Adjustment of Debts of an Individual 

with Regular Income), which average about 14% of total business bankruptcies, are not available to corporations 

or partnerships but only to individuals. Thus, a Chapter 13 business filing involves a sole proprietorship. As 

discussed in section 300, the 2005 Bankruptcy Act will force more individual debtors to file under Chapter 7 rather 

than Chapter 13. Thus, the proportion of personal Chapter 7 filings should increase in the future and the 

proportion of Chapter 13 filings decrease. 

Exhibit 1-2

Business Bankruptcies by Chapter

Year Ch. 7 % 
Ch. 

11 
% 

Ch. 

12 
% 

Ch. 

13 
% Unclassified % Total 

2005 (to 

3/31)

5,281 65.5% 1,512 18.8% 99 1.2% 1,150 14.3% 21 0.2% 8,063

2004 20,317 59.2% 9,186 26.8% 108 0.3% 4,701 13.7% 5 0.0% 34,317

2003 20,631 58.9% 8,474 24.2% 712 2.0% 5,138 14.7% 82 0.2% 35,037

2002 22,321 53.3% 10,286 26.9% 485 0.8% 5,361 13.7% 87 5.4% 38,540

2001 23,482 58.6% 10,641 26.5% 383 1.0% 5,542 13.8% 51 0.1% 40,099

2000 20,335 56.7% 9,197 25.6% 407 1.1% 5,494 15.3% 461 1.3% 35,894

1999 22,510 59.4% 8,609 22.7% 834 2.2% 5,903 15.6% 28 0.1% 37,884

1998 27,774 62.6% 7,524 17.0% 807 1.8% 8,221 18.5% 41 0.1% 44,367
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Year Ch. 7 % 
Ch. 

11 
% 

Ch. 

12 
% 

Ch. 

13 
% Unclassified % Total 

1997 32,255 59.7% 9,694 17.9% 949 1.8% 11,095 20.5% 34 0.1% 54,027

SOURCE: Administrative Office of the U.S. Courts 

(www.uscourts.gov/Press_Releases/index.html)           

____________________

100.12 Exhibit 1-3 shows nonbusiness bankruptcies by chapter. It shows that of the total nonbusiness filings, 

about 70% consistently are Chapter 7 liquidations, about 30% are Chapter 13 filings, and less than 1% are 

Chapter 11 reorganizations. As discussed in section 300, the 2005 Bankruptcy Act will force more individual 

debtors to file under Chapter 7 rather than Chapter 13. Thus, the proportion of personal Chapter 7 filings should 

increase in the future and the proportion of Chapter 13 filings decrease. 

Exhibit 1-3

Nonbusiness Bankruptcies by Chapter

Year Ch. 7 % Ch. 11 % Ch. 13 % Unclassified % Total 

2005 (to 

3/31)

289,239 73.6% 201 0.0% 103,646 26.4% 0 0.0% 393,086

2004 1,117,766 71.5% 946 0.1% 444,428 28.4% 5 0.1% 1,563,145

2003 1,156,274 71.1% 930 0.1% 467,999 28.8% 5 0.0% 1,625,208

2002 1,087,602 71.1% 984 0.1% 450,516 28.9% 9 0.0% 1,539,111

2001 1,031,493 71.0% 783 0.1% 419,750 28.9% 4 0.0% 1,452,030

2000 838,885 68.9% 687 0.1% 378,400 31.1% 0 0.0% 1,217,972

1999 904,564 70.6% 706 0.1% 376,311 29.4% 0 0.0% 1,281,581

1998 1,007,922 72.1% 862 0.1% 389,398 27.9% 0 0.0% 1,398,182

1997 957,117 70.9% 1,071 0.1% 391,930 29.0% 0 0.0% 1,350,118

SOURCE: Administrative Office of the U.S. Courts 

(www.uscourts.gov/Press_Releases/index.html)           

____________________
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100.13  Causes of Bankruptcies

What has accounted for the number of bankruptcies during the past 10 years? The economic and management 

factors mentioned in preceding paragraphs played a large role, but there were other factors too. Bankruptcy has 

lost much of the stigma formerly attached to it, particularly as more and more prestigious companies have 

resorted to it. Also, companies began to seek bankruptcy protection because of product liability claims against 

them and for other legal reasons as well as for traditional economic reasons. For example, during the 1990s, 

Johns Manville filed in order to limit the period for filing asbestos claims against it, Continental Airlines to break a 

union contract, and LTV to avoid pension obligations. Similarly, financially healthy Dow Corning Corp. filed for 

bankruptcy in order to manage hundreds of thousands of breast-implant claims against it. In the 18 months end, 

June 30, 2001, eight more companies filed for bankruptcy to resolve asbestos claims, including U.S. Gypsum, 

W.R. Grace, Owens Corning, and a unit of Armstrong Holdings. 

100.14  Small Company Bankruptcies

Bankruptcies by large companies receive the most publicity, for instance, those by the large steel, airline, and 

retail companies such as Sharon Steel, LTV, TWA, Pan Am, Macy’s, and Bloomingdales during the 1990s, and 

Bethlehem Steel, LTV (for the second time), TWA (also for the second time), U.S. Airways, Kmart, Montgomery 

Ward, Polaroid, Sunbeam, Enron, and WorldCom during the 2000s. But, Dun & Bradstreet reports that most 

business failures and bankruptcies involve small companies. For example, about 85% of all Chapter 11 

bankruptcy cases involve debt of $5 million or less. 

100.15 Unfortunately, however, it seems that small companies are less likely to successfully emerge from a 

Chapter 11 bankruptcy than are large ones. One legal commentator has estimated that while 90% of large 

companies that file a Chapter 11 bankruptcy successfully emerge, only 20% of small companies do so. A study of 

1,000 companies that filed for bankruptcy under Chapter 11 between 1979 and 1990 found that those emerging 

had average assets of more than $200 million while those that ended up liquidating had average assets of less 

than $50 million. 

100.16 One reason cited for this disparity is that small companies in a Chapter 11 bankruptcy reorganization 

often have more difficulty obtaining debtor-in-possession (postpetition) loans than large companies. Without such 

financing to carry it through while it reorganizes, even a viable business may have to liquidate. Lenders view such 

financing as a one-time transaction that will not lead to an ongoing relationship with the debtor. Thus, they do not 

view a smaller loan worth the extensive due diligence required. Another reason is the high legal and accounting 

costs typical of a bankruptcy proceeding. Some critics complain about the high cost of complying with disclosure 

requirements that are really geared toward helping creditors of large companies decide whether to accept the 

plan of reorganization. A large bankrupt company is likely to be better able to pay the high legal and accounting 

fees than is a small one. And, if the company cannot pay those fees, the bankruptcy reorganization case likely 

will be converted to a liquidation. 

100.17 The irony is that at the same time as some economists and legal experts criticized the Bankruptcy Code 

as being too favorable to debtors at the expense of creditors, others criticized it as being too expensive and time 

consuming for debtors. Both of these criticisms were addressed in the Bankruptcy Reform Act of 1994 and the 

2005 Bankruptcy Act. Both Acts include provisions for greater enforcement of deadlines during the case. They 

also includes provisions specifically designed to speed-up cases involving small businesses (those with liabilities 
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of less than $2 million and no creditors’ committee or an inactive one). On the other hand, the Acts also include 

provisions favorable to certain lessors, unsecured creditors, and secured creditors in certain real estate cases, as 

well as a provision specifically sought by creditors who make small business loans. 

100.18 What may improve the chances for a successful reorganization by a financially troubled small company? 

Possible alternatives to bank debtor-in-possession financing for the small debtor include factoring of receivables 

or inventory, as well as financing from hedge funds and other funds that invest in distressed companies. Such 

funds may provide financing if they believe there is value in the company and that they may want to invest in or 

purchase the company. Commentators have stressed the importance of recognizing severe problems and taking 

corrective actions early and of attempting to resolve them outside of a costly bankruptcy proceeding. It is 

interesting to note that most debt settlements do take place outside of bankruptcy. For instance, during the 

recession years of the 1980s, although the number of bankruptcies increased sharply, so did the number of out-of

-court settlements. Some bankruptcy attorneys have estimated that there is at least a five-to-one ratio of out-of-

court settlements to bankruptcy reorganizations. 

100.19 If a troubled company decides that bankruptcy is the only or best alternative, it is desirable that the 

company plan ahead, including having a plan of reorganization accepted by at least the major creditors before 

filing the bankruptcy petition. Because such “prepackaged” bankruptcies significantly speed up the proceeding 

and thus lower its costs, they have become more popular in recent years. 

© 2005 Thomson Reuters/PPC. All rights reserved. 

END OF DOCUMENT -

© 2013 Thomson Reuters/RIA. All rights reserved.
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101     CPA Services to Troubled and Bankrupt Companies—an 

Overview of This Guide’s Contents

Identifying the Troubled Company

101.1 What can be the CPA’s role in all of this? A company’s regular CPA may be the first to identify trends 

suggesting financial trouble. He may alert management to the information and help management assess the 

severity and underlying causes of the problems. The CPA may help management evaluate the likelihood of a 

turnaround. That is, the CPA may help management evaluate the company’s viability based on knowledge of the 

fundamental causes of its problems and on an assessment of the soundness of its core products or services. The 

conclusion may be that the company may not be able to survive and should liquidate either outside of court or in 

a bankruptcy proceeding. Or, the conclusion may be that survival is possible and that corrective actions should 

be identified and evaluated. Chapter 2 of this Guide, “Identifying the Troubled Company and Assessing Possible 

Corrective Actions,” discusses these matters and provides checklists and worksheets for identifying and 

analyzing problems. 

Rehabilitating the Troubled Company

101.2 Once the CPA or management has determined that there is a severe but correctable problem, the CPA 

may help management handle an immediate cash crisis and develop a business plan for dealing with the 

underlying problems. He may assist management in developing a debt settlement plan for negotiation with 

creditors outside of court. Chapter 4, “Rehabilitating the Troubled Company Outside of Court,” discusses this 

process and provides checklists of crisis management and debt settlement actions and considerations. 

Filing for Bankruptcy

101.3 The CPA may recommend other specialists for management to consider engaging, such as a crisis 

manager, turnaround specialist, or bankruptcy attorney if bankruptcy appears to be advisable or unavoidable. The 

bankruptcy may be a Chapter 7 liquidation, in which a trustee liquidates the company’s assets and distributes the 

proceeds to creditors. Or, it may be a Chapter 11 reorganization, in which management usually continues to 

manage the company while it develops a plan of reorganization to rehabilitate the company and settle debts with 

creditors. 
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101.4  Advantages of Bankruptcy

What are the benefits of bankruptcy? The filing of a petition for bankruptcy under Chapter 7 or Chapter 11 of the 

Bankruptcy Code automatically results in a stay, or halt, against creditor action to foreclose or collect debts during 

the bankruptcy proceeding. The automatic stay protects the debtor against harassment by creditors and gives the 

debtor time to reorganize or liquidate the business and develop a plan of debt settlement that is most fair to all 

creditors. The automatic stay also protects creditors against other creditors’ rush to collect debtor assets first. 

101.5 An important advantage of bankruptcy to the debtor is the avoidance powers it gives. Those are the powers 

to reject unfavorable contracts and leases, and to overturn certain transactions deemed to have given an unfair 

preference to one creditor over other creditors. These powers are intended to maximize the value of the debtor 

business and operations so that creditors can receive more value under the plan of reorganization or liquidation. 

Another advantage of bankruptcy is that creditors who dissent to the plan of reorganization can be forced to 

accept it if the bankruptcy court decides to “cram down” the plan on dissenters. And, once a plan is confirmed by 

the court, it becomes binding on all creditors, and remaining debts are discharged. 

101.6  Disadvantages of Bankruptcy

However, the disadvantages of a bankruptcy versus an out-of-court reorganization or liquidation should not be 

ignored. In a Chapter 7 liquidation, management loses control to a trustee. In a Chapter 11 reorganization, even 

though the debtor management typically remains in place as a debtor in possession, some operating control is 

lost. For instance, the court must approve administrative expenses and actions outside the normal course of 

business, such as asset sales. Also, reporting requirements are more burdensome. For instance, detailed 

monthly operating reports must be filed with the court each month during a Chapter 11 proceeding. As previously 

mentioned, legal and other administrative costs are significantly higher. Finally, there may be a greater physical 

and psychological toll on management resulting from the greater publicity, information and reporting 

requirements, time demands, etc. of a legal proceeding. 

101.7  Understanding the Bankruptcy Laws

Chapter 3, “Overview of the Bankruptcy Laws,” summarizes the organization of the Bankruptcy Code. The 

Bankruptcy Code is divided into mostly odd-numbered chapters. Several of the Code’s chapters contain general 

matters that pertain to all types of bankruptcies, namely Chapter 1 (“General Provisions”), Chapter 3 (“Case 

Administration”), and Chapter 5 (“Creditors, Debtor, and the Estate”). The remaining Code chapters contain 

provisions pertaining to specific types of bankruptcies, of which the two most relevant to this Guide are Chapter 7 

(“Liquidation”) and Chapter 11 (“Reorganization”). 

101.8 Chapter 3 of this Guide also discusses the Bankruptcy Code’s provisions related to matters such as 

commencing a bankruptcy with the filing of petition documents and schedules of claims, the priority afforded to 

different types of claims, required contents of the plan of reorganization and related disclosure statement 

distributed to creditors who will vote on the plan, votes needed for creditor acceptance or rejection of the plan, 

and requirements for confirmation of the plan by the bankruptcy court. 

101.9 The chapter also discusses Code provisions related to operating the business during the bankruptcy 

proceeding, such as the requirement to segregate bank accounts, requirements for use of prepetition cash, 

receivables, inventory, and other cash collateral, and so on. In addition, the chapter discusses the avoidance 
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powers designed to maximize the value of the business for recovery by creditors, that is, the powers to reject 

unfavorable contracts and leases and to avoid preferential transactions. Chapter 3 includes a comparison of an 

out-of-court settlement and a bankruptcy and of the different types of bankruptcy filings, including a Chapter 11 

reorganization, a prepackaged Chapter 11 bankruptcy, and a liquidation under either Chapter 7 or Chapter 11. A 

related appendix presents a glossary of bankruptcy terms. 

Understanding Special Tax Considerations

101.10 Special tax rules apply to an insolvent or bankrupt company that settles debt or reorganizes. For instance, 

taxation of debt forgiveness income resulting from settlement of debt for less than its face amount can be avoided 

if various requirements are met, but only at the cost of reduction of tax attributes such as loss carryovers and 

other tax credits. A tax accountant with bankruptcy experience is usually necessary to properly structure 

transactions to meet the tax requirements. Nevertheless, the CPA providing services to a troubled or bankrupt 

company should be familiar with the special tax considerations in order to identify situations that may warrant 

consultation with a tax specialist. Chapter 9, “Federal Tax Considerations Related to Troubled and Bankrupt 

Companies,” gives a brief overview of tax considerations related to matters such as asset transfers in satisfaction 

of debt, debt forgiveness income, modification of debt agreements, conversion of debt to equity, and corporate 

reorganizations and changes in ownership. A related appendix summarizes the considerations in checklist form. 

Providing CPA Services in a Bankruptcy Proceeding

101.11 The CPA with bankruptcy experience may be specifically engaged by a company that has or will file for 

bankruptcy. The CPA works closely with the bankruptcy attorney and provides numerous special services to 

assist the company before and during the proceeding. Such services relate to planning prepetition accumulation 

of cash for use in the immediate postpetition period and planning prepetition payments to the company’s best 

advantage; communicating the bankruptcy to employees, creditors, customers, and others; preparing information 

for the bankruptcy petition and related forms and schedules; preparing monthly operating reports required by the 

bankruptcy court; identifying, classifying, scheduling, and reconciling claims; identifying possible preferential 

transfers, and assisting in the development of the plan of reorganization and disclosure statement. 

101.12 Chapter 5, “Providing Services in a Bankruptcy Proceeding,” discusses these and other services. 

Numerous related appendixes present checklists and worksheets to help the CPA perform the services. The 

appendixes also reprint the Official Bankruptcy Forms upon which the petition and related schedules are filed and 

reprint operating guidelines issued by several court districts. Finally, appendixes illustrate actual plans of Chapter 

11 reorganization or liquidation and disclosure statements. 

101.13  Valuation Services

Several aspects of a bankruptcy proceeding may require valuation of assets or of the company as a whole. In 

particular, a company may have to estimate its reorganization value for the pro forma presentation of the 

expected effect of the reorganization included in the disclosure statement. In addition, it may have to estimate the 

liquidation value of its assets to demonstrate to creditors that the proposed plan of reorganization will provide 

them more value than would a liquidation. Such a liquidation analysis is usually included in a Chapter 11 

disclosure statement. A company that is liquidating either within a bankruptcy proceeding or outside of court may 

have to determine the liquidation value of its assets in order to prepare liquidation basis financial statements. 
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Chapter 10, “Valuation Services in a Bankruptcy Engagement,” discusses the nature and significance of valuation 

services in a bankruptcy engagement and valuation methods relevant in bankruptcy engagements. 

101.14  Expert Witness Services

A bankruptcy proceeding may include an adversary proceeding or judicial action that involves an opposing party. 

For example, a creditor may file a motion requesting relief from the automatic stay or a party may initiate a judicial 

action to recover property for the bankruptcy estate or to determine the validity or priority of a claim. The CPA 

may be able to provide services related to such litigation services, for example, by preparing information in 

support of a motion. In addition, the CPA may be engaged to provide expert testimony about a particular matter in 

court. Chapter 11, “Expert Witness Services in Bankruptcy Engagements,” discusses the special considerations 

related to such litigation services. 

101.15  Bankruptcy Fraud Services

Unfortunately, bankruptcy fraud is very common. It may include concealing assets in contemplation of, or during, 

a bankruptcy so as to put them out of the reach of creditors, or intentionally entering false financial information on 

bankruptcy petitions or schedules. A bankruptcy filing may even be made as part of a scheme to defraud 

creditors and steal assets from a business. Bankruptcy fraud may be a criminal or civil matter—both the U.S. 

Criminal Code and the Bankruptcy Code specify certain actions that constitute bankruptcy fraud. The Bankruptcy 

Code provides for trustees or examiners to investigate allegations of bankruptcy fraud brought by the U.S. 

Trustee, creditors, or other parties in interest. CPAs often serve as examiners. Also, the Code allows trustees and 

examiners to engage the services of accountants and other professionals to assist in the investigation. Chapter 

12, “Bankruptcy Fraud,” discusses the criminal and civil bankruptcy fraud statutes, describes the two most 

common types of bankruptcy fraud, and gives guidance on determining whether bankruptcy fraud has occurred 

and on investigation procedures. Appendixes include checklists for use in investigations and illustrate the report 

on a fraud investigation. 

Administering the Engagement

101.16 A CPA who wishes to provide services to a bankrupt company must obtain court approval to be retained. 

Detailed affidavits and applications for retention must be filed with the court stating the CPA’s experience, 

relationship to the debtor, and services to be provided. In approving retention, the court considers whether the 

CPA has experience in bankruptcy matters and is a disinterested party, that is, a party without a creditor or other 

relationship to the debtor. To have fees approved and to be paid, detailed time and expense records must be 

provided to the court, which must approve the fees and expenses. Whether a financially troubled client is in 

bankruptcy or not, the CPA should take special precautions with respect to retainers, billings, collections, 

understanding of the engagement, etc., in order to ensure a greater likelihood of collecting the fee. 

101.17 In spite of these requirements, providing bankruptcy services can be very lucrative. The bankruptcy court 

monitors and approves fees. Nevertheless, they typically are higher than fees for routine accounting, audit, and 

tax work and compare favorably with higher yielding consulting fees. However, bankruptcy engagements typically 

are one-time engagements that the CPA hopes his clients will never need. Thus, the CPA who wishes to start or 

expand a bankruptcy services practice cannot rely on just expanding services to existing clients. Instead, he must 

focus on obtaining new engagements. An important means of doing so is cultivating relationships with bankruptcy 

attorneys who can refer the CPA to a bankrupt client and networking with other bankruptcy professionals such as 
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turnaround specialists, trustees, other CPAs who provide bankruptcy services, etc. Chapter 6, “Engagement 

Administration,” includes a discussion on these and other ways of developing and marketing a bankruptcy 

service. 

101.18 Chapter 6 also discusses the special pre-engagement considerations for deciding the ability to accept an 

engagement for a financially troubled or bankrupt company; the special retention, fee, time and expense 

reporting, and payment requirements of the bankruptcy court; and other engagement planning considerations. 

Appendixes provide forms for documenting engagement acceptance considerations, information about the client, 

the budget, and time and expenses. The appendixes also illustrate engagement letters for a nonbankrupt 

financially troubled client, and affidavits and applications for retention and compensation for a bankruptcy 

engagement. Guidelines on employment, fees, and expenses issued by several court districts are reprinted. 

Finally, an appendix provides a general procedures program and checklist for pre-engagement and planning 

activities to help the CPA organize the engagement. 

Accounting for a Troubled or Bankrupt Company

101.19 The CPA’s services for a financially troubled or bankrupt client may include preparing or advising on 

financial statements or presentations that reflect debt settlement transactions; or the course of, or emergence 

from, a bankruptcy proceeding. For example, a nonbankrupt financially troubled client may restructure debt by 

transferring assets or modifying terms of a debt agreement. Or, the company may decide to liquidate. These and 

other actions have accounting and financial reporting ramifications about which the CPA should be aware. 

101.20 A company in a Chapter 11 bankruptcy will periodically report during the proceeding. It also may have to 

provide certain pro forma and prospective financial presentations in the disclosure statement distributed to 

creditors to help them evaluate the proposed plan of reorganization. These presentations disclose the effect of 

the proposed plan on the company, an analysis of what creditors would recover in a liquidation alternative to 

reorganization, and the expected future operations of the reorganized company. The presentations are to 

demonstrate that the plan meets the Code’s “best interests of creditors” and “feasibility” standards. These 

standards require that the plan provide creditors with more value than they would receive in a liquidation under 

Chapter 7 of the Bankruptcy Code and that the reorganized company not be likely to undergo another 

reorganization or a liquidation. As summarized in Exhibit 3-4, the 2005 Bankruptcy Act allows the bankruptcy 

court to eliminate a separate disclosure statement in a small business case, but only if it determines that the plan 

of reorganization itself provides adequate information. Thus, these presentations may still be needed even if 

there is no separate disclosure statement. 

101.21 Chapter 7, “Accounting and Financial Reporting for Troubled and Bankrupt Companies,” discusses the 

accounting and financial reporting standards for the types of transactions and situations mentioned in the 

preceding paragraphs. In particular, the chapter discusses FASB Statement of Financial Accounting Standards 

(SFAS) No. 15, Accounting by Debtors and Creditors for Troubled Debt Restructurings, and the AICPA Statement 

of Position (SOP) 90-7, Financial Reporting by Entities in Reorganization under the Bankruptcy Code. 

101.22 The chapter also discusses the accounting and presentation standards for liquidation basis financial 

statements and for prospective financial presentations, including the pro forma presentation, liquidation analysis, 

and prospective financial presentations included in the disclosure statement. Appendixes present illustrative 

financial statements for a company in or emerging from bankruptcy in accordance with SOP 90-7, as well as pro 
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forma and prospective presentations and liquidation analyses included in actual disclosure statements. A 

disclosure checklist summarizes disclosures required by the standards discussed in the chapter. 

Understanding the CPA’s Reporting Responsibility

101.23 Services for financially troubled or bankrupt companies are primarily consulting in nature, for which written 

reports are not required as long as significant engagement findings or events are communicated to the client. 

101.24 However, the engagement may include preparation of historical or prospective financial presentations. For 

example, the CPA may prepare the monthly operating reports filed with the court. He may also prepare pro forma 

and prospective financial presentations for inclusion in the disclosure statement submitted to the court for 

approval as containing “adequate information” before distribution to creditors. The AICPA’s SSARS standards for 

historical financial statements and its SSAE on prospective financial information state that the standards do not 

apply to litigation services. Thus, the CPA would not have to report on aspects of the engagement that constitute 

litigation services. Some services may clearly be litigation services, such as preparation of financial information 

supporting a motion filed with the court, for example, information supporting objections to claims filed by creditors 

or information supporting a request to sell assets. 

101.25 However, the AICPA standards are not explicit about what specific services in a bankruptcy engagement 

constitute litigation services. Is preparation of the monthly operating report for submission to the court a litigation 

service? Is preparation of the pro forma presentation, prospective financial presentations, or liquidation analysis 

for inclusion in the disclosure statement a litigation service? The AICPA standards do not say. 

101.26 However, an AICPA Consulting Services Special Report, 03-1, entitled “Litigation Services and Applicable 

Professional Standards” (which is a nonauthoritative educational and reference report that does not establish 

standards), states that bankruptcy and reorganization services, including preparation of the monthly operating 

reports and prospective financial information prepared for the disclosure statement, are generally accepted as 

litigation services. 

101.27 Thus, most accountants do not report on the monthly operating reports they prepare for submission to the 

court. Disclosure statements typically do not include accountants’ reports on the prospective presentations 

included in them. The accountants take the position that the information was prepared for a litigation service. 

However, some accountants do report on the presentations they prepare. 

101.28 Chapter 8, “Accountant’s Reporting Responsibility,” discusses the accountant’s reporting responsibility for 

monthly operating reports and for prospective financial presentations in a bankruptcy engagement. 
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102     Scope of This Guide

102.1 This Guide is intended for CPAs who provide, or wish to provide, services to businesses that are financially 

troubled or in bankruptcy. Most of the Guide is tailored for a CPA specifically engaged to help the troubled or 

bankrupt company. However, the Guide, particularly Chapters 2 and 4, will be helpful to accountants in identifying 

financial distress in their ongoing clients so that timely and appropriate actions can be taken. 

102.2 The Guide focuses on small private and closely held (as opposed to public) businesses. Thus, it does not 

cover any special registration or SEC requirements that may apply if securities issued in a bankruptcy or out-of-

court settlement are subject to registration. The Guide focuses on businesses operating in the corporate form (as 

opposed to partnerships or S corporations). (Most provisions of the Bankruptcy Code apply equally to 

conventional corporations, partnerships, and S corporations. However, there are special tax considerations for 

partnerships and S corporations, which Chapter 9 very briefly discusses.) 

102.3 The Guide also does not cover the following entities, which are covered by specific sections of the 

Bankruptcy Code: 

a. Municipalities (Chapter 9 of the Code). 

b. Family farmers and fishermen (Chapter 12 of the Code). 

c. Stockbrokers, commodity brokers, and railroads (subsections of Chapters 7 and 11 of the Code). 

The Guide does not specifically cover nonbusiness (personal) bankruptcies. Since, however, individuals may file 

for bankruptcy under Chapter 7 or Chapter 11 of the Code, the Guide’s guidance would be generally relevant to 

individuals filing under those chapters (although some Code provisions applicable only to individuals are not 

covered). Individuals may also file for bankruptcy under Chapter 13 of the Code, “Adjustment of Debts of an 

Individual with Regular Income”; however, this Guide does not discuss Chapter 13 bankruptcies. (As discussed in 

paragraph 100.11, the number of personal bankruptcies vastly outnumbers the number of business bankruptcies. 
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However, most individuals who file personal bankruptcy can barely afford to engage an attorney and seldom 

engage an accountant.)

102.4 Of the approximately 34,000 business bankruptcies filed in 2004, only about 9,000 were Chapter 11 

filings—the majority were Chapter 7 liquidations. Nevertheless, this Guide focuses on Chapter 11 reorganizations 

more so than on Chapter 7 liquidations because Chapter 11 reorganizations usually involve more accounting and 

reporting, requiring a CPA’s services. The reason is that an entity in a Chapter 11 reorganization continues to 

operate whereas an entity in Chapter 7 liquidation usually ceases to operate during the proceeding and thus may 

not need special CPA services. For example, a Chapter 11 reorganization requires the filing of monthly operating 

reports and a disclosure statement containing detailed financial information whereas a Chapter 7 liquidation does 

not. Still, many aspects of bankruptcy law apply equally to Chapter 7 and Chapter 11 bankruptcies, for example, 

priority of claims, voidance powers, etc., and guidance in this Guide dealing with such matters may be applied to 

both types of bankruptcies. 

102.5 The Guide focuses on the debtor’s point of view and accountants’ services to the troubled debtor company. 

However, the guidance may also be useful for accountants acting as a court-appointed trustee or examiner, 

serving as an expert witness in a bankruptcy proceeding, or providing services to creditors. For example, a 

creditors’ committee may prepare a plan of reorganization and related disclosure statement and solicit votes for 

its plan in competition with the debtor’s plan. Such a committee may retain a CPA to assist it in such activities. 

Many of the considerations discussed in this book would apply to CPA services provided to a creditors’ 

committee. 

102.6 The Guide mentions certain services particularly relevant to troubled or bankrupt companies, such as 

developing business plans and obtaining financing. However, the Guide does not discuss these services in any 

detail because of space limitations and because other specialists are often engaged to provide the service. These 

topics are covered in detail in PPC’s Guide to Small Business Consulting Engagements, particularly Chapters 8 

(“Business Planning Services”) and 9 (“Financing Services”). Chapter 7 of this Guide discusses prospective 

financial presentations in some detail. However, PPC’s Guide to Forecasts and Projections and PPC’s Guide to 

Compilation and Review Engagements (Chapter 14, “Forecasts, Projections, and Similar Items”) both give a 

great deal more guidance on preparing such information. Similarly, Chapter 10 of this Guide discusses valuation 

services in bankruptcy engagements. More detail about valuation services can be found in PPC’s Guide to 

Business Valuations, Chapter 5 (“Capitalized and Discounted Returns Methods”), and in Chapter 10 of PPC’s 

Guide to Small Business Consulting Engagements. More information about providing expert witness services, 

which Chapter 11 of this Guide discusses, appears in PPC’s Guide to Litigation Support Services. Finally, more 

information about fraud investigations, which Chapter 12 discusses, can be found in PPC’s Guide to Fraud 

Detection. 

102.7 At present, the AICPA’s quality control and quality review requirements do not apply to consulting services, 

including litigation services. However, if, as part of an engagement for a troubled or bankrupt company, a CPA 

prepares and reports on historical financial statements or prospective financial presentations under AICPA 

SSARS standards or SSAE standards for prospective financial information, then AICPA Quality Control standards 

will apply. Discussion of quality control standards and systems is beyond the scope of this Guide, but PPC’s 

Guide to Quality Control discusses the standards and illustrates related policies and procedures. Appendix 1A to 

this chapter includes information on how to order these books. 
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102.8 Bankruptcy law and requirements of courts and districts permeate much of the activity of a bankrupt 

company. Thus, the CPA providing services to a bankrupt company should expect to work closely with the client’s 

bankruptcy attorney and also should be familiar with the Bankruptcy Code and the requirements of the local court 

district. However, the CPA should take great care not to get into the position of rendering legal advice. This Guide

summarizes and reprints some requirements of several court districts. However, the Guide is not intended to be a 

legal manual or to offer advice or conclusions on legal matters. Instead, the CPA should turn to a competent 

bankruptcy attorney for answers to legal questions and legal interpretations of specific fact situations encountered 

on a particular engagement. 

102.9 Neither is the Guide intended to be a substitute for studying the Bankruptcy Code, Federal Rules of 

Bankruptcy Procedure, and operating guidelines of the local court district. CPAs providing services to bankrupt 

companies should obtain copies of these documents. The bibliography in Appendix 1A indicates sources of the 

Code and Federal Rules of Bankruptcy Procedure. The local operating guidelines can be obtained from the office 

of the U.S. Trustee of the local bankruptcy court. 

102.10 As previously mentioned, this Guide includes a brief, general discussion of tax considerations relevant to 

out-of-court and Chapter 11 debt restructurings. However, the discussion is merely to acquaint the CPA with the 

types of situations or transactions that may have tax implications and may warrant consultation with a tax advisor 

experienced in the tax aspects of bankruptcy and debt restructurings. This Guide is not intended as a tax 

planning or return preparation manual. 
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103     Organization of This Guide

103.1 This Guide contains 12 chapters discussing the matters referred to in section101. 

103.2 Appendixes present worksheets and checklists and excerpts of actual plans of reorganization and 

liquidation and actual disclosure statements, including pro forma and prospective presentations and a liquidation 

analysis from a disclosure statement. The appendixes also include a glossary, reprints of the Official Bankruptcy 

Forms for filing petitions and related schedules, operating guidelines issued by several court districts, illustrative 

financial statements, a disclosure checklist, and a tax considerations checklist. The checklists and worksheets 

are designed to be used on engagements to help organize, perform, and document the engagement. 

103.3 This Guide is updated periodically for changes in the bankruptcy or relevant tax laws or for relevant new or 

revised FASB accounting or AICPA standards. These laws and standards are not static. The authors hope that 

this Guide will help CPAs keep up with the laws, standards, and practical matters that will enable them to 

efficiently and effectively serve financially troubled and bankrupt clients. 
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104     Bibliography

104.1 Appendix 1A presents a bibliography of books, articles, websites, and associations specific, or particularly 

relevant, to troubled or bankrupt companies. 
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