The Economic Costs of Financial Distress”

Claudia Custodio
Imperial College Business School, CEPR, ECGI

Miguel A. Ferreira
Nova School of Business and Economics, CEPR, ECGI

Emilia Garcia-Appendini
University of Zurich

This version: November 18, 2018

Abstract

We estimate the economic costs of financial distress using local real estate shocks. We
identify these effects by exploiting variation in real estate assets and financial leverage
across suppliers. We find that clients reduce their reliance on suppliers that are highly
levered and own more real estate assets in response to declines in real estate prices. More
affected suppliers suffer a 10% larger decline in sales for the same client and year than less
affected suppliers. The effect is more pronounced in more competitive industries, for
durable and less specific goods, and when switching costs are low. Our results suggest that
indirect costs of financial distress are economically important.
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