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Study on real option approach of corporate debt reorgan ization

JIAN Zhi-hong, L I Chu-lin
D epartment of M athematics, Huazhong U niversity of Science and T echnology, W uhan 430074, China

Abstract: Considering the existence of corporate income tax, w e analyze the decision-making of cor-
porate bankruptcy and debt reorganization in a risk-neutral framevork, w hile corporate default is en-
dogenously detemm ined by maximizing the value of equity clam s W ith standard debt contract and un-
der abolute priority rule, thisusually leads a levered fim to be early or lately liquidated w ith loss of
value But if the strategic default or deviation from abslute priority rule is allow ed, the decision that
max im izes value of equity will be consistent w ith one that maxim izes corporate value In thispaper,
w e demonstrate that debt reorganization or creditor’ s concession essentially enhances themarket value
of the debt, as it enables creditorsor debtors to avoid ill-timed liquidation
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