FINANCIAL ANALYSIS
LESSON 12: Analyzing Financial Distress and Failure
COURSE INSTRUCTOR: DR CHARITY NJOKA (PHD)

By the end of the lesson, you should be able to 
1 Explain the meaning of financial distress and corporate bankruptcy 
2.  Identify the indicators of financial distress and the possible management responses to financial distress. 
3.  Evaluate methods of predicting bankruptcy. 
4. Evaluate firms viability using Altiman Z score model

1.0 Introduction 
Many organisations world over are threatened with corporate collapse. Many stakeholders have entered into a business relationship with companies that have either liquidated or put under receivership soon after the transaction. Financial distress is a term in corporate finance used to indicate a condition when promises to creditors of a company are broken or honored with difficulty. A situation where a firm’s operating cash flows are not sufficient to satisfy current obligations and the firm is forced to take corrective action. It is a broad concept that comprises several situations in which firms face some form of financial difficulty. The most common terms used to describe these situations are “bankruptcy,” “failure,” “insolvency,” and “default. If financial distress cannot be relieved, it can lead to bankruptcy. 

2.0 Cost of Financial Distress
Financial distress costs can be divided into two categories based on their nature and source of occurrence: Direct Costs and Indirect Costs. While both types are detrimental for a company in distress, they are very different from each other in terms of how they manifest and the extent to which they can impact. 

a) Direct costs of financial distress are those costs which can be directly attributed to the distressed financial condition of a company. These are usually costs associated with the attempts to avoid or resolve financial distress. They might include costs such as:
1. Legal Fees: Companies in financial distress may face legal actions from their creditors or other stakeholders. The costs related to handling these legal actions are considered a direct cost.
2. Bankruptcy fees: If a company files for bankruptcy, it has to incur costs such as attorney fees, trustee fees, and court charges.
3. Restructuring Costs: In an attempt to turnaround from financial distress, a company might decide to restructure its operations, debts, or assets. The costs related to this restructuring process are also considered a direct cost.
b) Indirect Costs 
Contrary to direct costs, indirect costs of financial distress are less visible and more difficult to quantify. They generally include the lost opportunities and adverse effects on business relationships and reputation. Some of the typical indirect costs include:
1. Loss of Customers: Due to the uncertainty surrounding a financially distressed company, it might lose its customers to more stable competitors. The subsequent decrease in sales, and hence revenue, is considered an indirect cost.
2. Loss of Employees: Similarly, financial distress could lead to high employee turnover, as employees may choose to leave due to the instability of the company. The cost associated with hiring and training new employees can add up to the indirect costs.
3. Relationship with Suppliers: Suppliers might be hesitant to provide goods on credit to a company in financial distress, thereby affecting the company's inventory and ultimately, sales.
It is  important to understand that although indirect costs may be harder to quantify, they can have a long-lasting and possibly more detrimental effect on a company. Therefore, businesses should aim to mitigate both direct and indirect financial distress costs in order to effectively overcome financial distress. 

3.0 Forms of financial distress 
1. Technical insolvency: 
2. Insolvency in bankruptcy: 
3. Legal bankruptcy: 
4. Economic failure: 
5. Business failure: 

4.0 Causes of Financial Distress 
There are several causes or contributing factors that can lead a company into a state of financial distress. It can be a combination of macroeconomic factors, industry-specific issues, or problems specific to the individual company. Macro-economic factors encompass wide-scale economic events, such as a recession or market crash, that can affect multiple businesses across different sectors. It includes rising interest rates, high inflation, and economic slowdown. Industry-specific issues involve problems unique to a particular industry. For instance, technological changes can render a business model obsolete, or regulatory  changes could impose significant financial burden on a company. Some of  company-specific causes of financial distress are:
1. Operational Failures: Inefficiencies in operations, poor management decisions, or failing to meet customer demands can lead to dwindling profits, cash flow problems, and ultimately, financial distress.
2. Excessive Debt: Companies that take on excessive levels of debt can find themselves in a position where they're unable to service their debt, leading to financial distress. This is especially true if the borrowed funds are not utilised effectively.
3. Overexpansion: Rapid growth or expansion without thorough planning or proper management can drain a company's finances and lead to financial trouble.
4. Low Cash Reserves: It is  crucial for a business to maintain an adequate level of cash reserves to meet unexpected expenses or downturns. Low cash reserves can push a company into a state of financial distress.
5. Others include, Unfavorable external environment , Poor leadership,  Absence of controls and  Managerial difficulties ,poor business planning and poor marketing. 

5.0 Indicators Of Financial Distress 
1. Dividend reduction /stoppage 
2. Closing down of branches 
3. Accumulated losses 
4. Retrenchment of staff 
5. Top management resignation 
6. Inability to pay obligations as and when they fall due 
7. Inability to meet the terms of loan agreement 
8. Pending legal cases 
9. Inability to take advantage of quantity discounts 

6.0 Options in Times of Financial Tistress 
a. Disposing off real properties 
b. Merging with another firm 
c. Issuing new shares 
d. Liquidation 
e. Laying off staff 
f. Negotiating a rescue package with creditors 
g. Reconstruction 
h. Disposing off real properties 
i. Sale and leaseback of assets 
j. Merging with another firm 
k. Reducing capital spending and R&D spending. 
l. Negotiating with banks and other creditors. 
m. Negotiate with creditors to convert the amount due into loan stock or shares. 
n. Filing for bankruptcy 


 
NB:The options  taken by a firm  ca be generally classified as restructuring. Restructuring involves taking actions that impact on one side or both sides of the sides of the statement of financial position 
· Asset Restructuring: 
– Selling major assets. 
– Merging with another firm. 
– Reducing capital spending and R&D spending. 
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• Financial Restructuring: 
– Issuing new securities. 
– Negotiating with banks and other creditors. 
– Exchanging debt for equity. 
– Filing for bankruptcy. 

7.0 Bankruptcy Prediction 
Predicting distress is vital for investors or lending institutions who wish to guard their financial investments. Bankruptcy prediction is the art of predicting bankruptcy and various measures of financial distress of public firms. The importance of the area is due in part to the relevance for creditors and investors in evaluating the likelihood that a firm may go bankrupt. 

7.1 Methods of bankruptcy prediction 
There are quantitative methods as well as qualitative methods of predicting bankruptcy. Each method has its own strengths and weaknesses. Examples of the commonly used methods include: 
1.Altman's Z-score 
Altman's Z-score is a customized version of the discriminant analysis technique of R. A. Fisher (1936). 
Z score bankruptcy model: 
Z = 1.2X1 + 1.4X2 + 3.3X3 + 0.6X4 +1.0 .X5 
Where,
X1 = Working Capital / Total Assets 
X2 = Retained Earnings / Total Assets 
X3 = Earnings Before Interest and Taxes / Total Assets 
X4 = Market Value of Equity / Total Liabilities 
X5 = Sales/ Total Assets 

Zones of Discrimination: 
Z < 1.81 = “Distress” Zones-failure zone 
Z > 2.7 = “Safe” Zones-non failure 
1.81 < Z < 2.7 = “Grey” Zones 50-50 chance of failure and non-failure 

Altman’s original Z-score model requires a firm to have publicly traded equity and be a manufacturer. He uses a revised model to make it applicable for private firms and non-manufacturers. 
The resulting model is this: 6.56X1 + 3.26X2 + 6.72X3 + 1.05X4 
Where,
X1 = (Current Assets − Current Liabilities) / Total Assets 
X2 = Retained Earnings / Total Assets 
X3 = Earnings Before Interest and Taxes / Total Assets 
X4 = Book Value of Equity / Total Liabilities 

Zones of discriminations: 
Z < 1.23 indicates a bankruptcy prediction (safe) 
1.23 ≥ Z ≤ 2.90 indicates a grey area 
Z > 2.90 indicates no bankruptcy (safe zone). 

Market-based formulas used to predict the default of financial firms (such as the Merton Model), but these have limited predictive value because they rely on market data (fluctuations of share and options prices to imply fluctuations in asset values) to predict a market event (default, i.e., the decline in asset values below the value of a firm's liabilities). 

2.Zeta Credit Risk Model 
Improvement of the Z Score, has added more ratios to achieve a higher level of accuracy 

3.Beavers Failure Ratio 
Ratio used to predict the companies that willl fail in the next five years 
Operating cashflows/short term + long term borrowing 
0.3----70% chance of failure in the next 5 years 

Qualitative model 
This category of model rests on the premise that the use of financial measures as sole indicators of organisational performance is limited. For this reason, qualitative models are based on non-accounting or qualitative variables. One of the most notable of these is the A score model attributed to Argenti (1976), which suggests that the failure process follows a predictable sequence, Defects, mistakes then symptoms.  

Illustration One
Using Altman‘s Multiple Discriminant Function, calculate Z-score of S & Co. Ltd., where the five accounting ratios are as follows and comment about its financial position:
Working Capital to Total Assets = 0.250 
Retained Earnings to Total Assets = 50% 
EBIT to Total Assets = 19% 
Book Value of Equity to Book Value of Total Debt = 1.65
Sales to Total Assets = 3 times

Solution 
 As the Book Value of Equity to Book Value of Total Debt is given in the problem in place of Market Value of Equity to Book Value of Total Debt, the value of Z-score is to be computed as per Altman‘s 1983 Model of Corporate Distress Prediction instead of Altman‘s 1968 Model of Corporate Distress Prediction. 
As per Altman‘s Model (1983) of Corporate Distress Prediction,
 Z = 0.717X1 + 0.847X2 + 3.107X3 + 0.420X4 + 0.998X5
 Here, the five variables are as follows: X1 = Working Capital to Total Assets = 0.250 
X2 = Retained Earnings to Total Assets = 0.50 
X3 = EBIT to Total Assets = 0.19 
X4 = Book Value of Equity Shares to Book Value of Total Debt = 1.65
 X5 = Sales to Total Assets = 3 times

Hence, Z-score = (0.717 x 0.25) + (0.847 x 0.50) + (3.107 x 0.19) + (0.420 x 1.65) + (0.998 x 3) = 0.17925 + 0.4235 + 0.59033 + 0.693 + 2.994 = 4.88 
Note: 
As the calculated value of Z-score is much higher than 2.9, it can be strongly predicted that the company is a non-bankrupt company (i.e., non-failed company).

Illustration Two
From the information given below relating to Unfortunate Ltd., calculate Altman‘s Z-score and comment:

Working capital /Total Assets = 0.45
Retained Earnings/ Total Assets = 0.25
Earnings before interest & Taxes/ Total Assets =0.30
Market value of equity/ Book value of total debt= 2.5
Sales/ Total Assets-=3 times
Solution 
 As per Altman‘s Model (1968) of Corporate Distress Prediction: Z= 1.2 X1 +1.4 X2 + 3.3 X3 + 0.6 X4 + 1.0 X5,  Here, the five variables are as follows: X1 = Working Capital to Total Assets = 0.45 X2 = Retained Earnings to Total Assets = 0.25 X3 = EBIT to Total Assets = 0.30 X4 = Market Value of Equity Shares to Book Value of Total Debt= 2.50 X5 = Sales to Total Assets = 3 times
Hence, Z-score = (1.2 x 0.45) + (1.4 x 0.25) + (3.3 x 0.30) + (0.6 x 2.50) + (1 x 3) = 0.54 + 0.35 + 0.99 + 1.50 + 3 = 6.38 
Note: As the calculated value of Z-score is much higher than 2.99, it can be strongly predicted that the company is a non-bankrupt company (i.e., non-failed company).

8.0 Summary 
· Financial distress is categorised into three types: Economic Distress, Financial Distress, and Strategic Distress, based on the source of problems and how these impact a company's ability to meet its financial obligations.
· Financial distress develops over stages: The Onset, Accelerated Decline, the Crisis Point, and The Terminal Stage. Each stage has its distinctive signs and requires specific intervention measures.
· Financial distress incurs both direct and indirect costs. Direct costs can be traced directly to the company's financial condition, such as legal fees.
· Indirect costs are intangible and harder to quantify, such as loss of customers.
· The causes of financial distress vary, ranging from macroeconomic factors, industry-specific issues, and company-specific problems, like poor operational efficiency, excessive debt, overexpansion, and insufficient cash reserves.
· Preventing financial distress involves identifying potential triggers, improving operational efficiency, exercising caution with debt, managing expansion properly, and maintaining adequate cash reserves.
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