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Predict Financial Failure

Predict of Financial Failure

Predicting the strength or weakness of an enterprise, and predicting its potential failure may
require the use of certain financial ratios, these are representative of performance factors. The
results of these ratios are then measured in the knowledge of the performance of the entity. The
scientific literature presents the existence of many predictive models of the financial failure of
the enterprises.
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The American Institute of Certified Public Accountants (AICPA) and the Securities and
Exchange Commission (SEC) have been credited with finding and developing these models in
the wake of major corporate and banking crises that swept through the United States after the
Second World War and the accountability of accountants, the legal accountants were charged
with taking responsibility for misinformation in the financial statements. Hence, the role of the
legal accountant in conducting tests on the ability of the audited entity to audit the continuity
of activity or giving early warning about its failure and bankruptcy.
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Predict Financial Failure Models

There are many analytical models to predict the financial failure put forward by many
researchers for the purpose of application in industrial and banking companies. Most of these
analytical models are based on the compound financial ratios. They are based on quantitative
indicators derived from published and sometimes unpublished financial statements, which are
aggregated from different sources. The main difference between these models is the difference
in the relative weight given to each financial ratio used, and in the number of ratios used as
independent variables.
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The most common analytical models used to support the financial failure of a business is:
1.(Altman and Mccovgh) Model Z-Score (1974)

2.Model Z-Score (1974) (Kida) Z-Score Model 1984

3.(Sherrod) Z-Score Model 1987

Altman and Mccovgh Model (1974)

Altman is the first to use multivariate analysis to predict business failure problems. He has
collected more than one variable to achieve this goal. In a comparison of 33 failed companies
and 33 successful companies in the same activity, an equation known as z- score. The Altman
and Mccovgh model are one of the most common models of business failure forecasting. This
model was developed in 1974 to complement a previous model by Altman in 1968.
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variables Financial Ratio Nature Ratio Relative Ratio

X1 Ratio of net working capital to Activity ratio 0.012
total assets

X2 Ratio of reserves and retained Profitability Ratio 0.014
earnings to total assets.

X3 Ratio of net profit before interest Profitability Ratio 0.033
and tax to total assets

X4 Ratio of market value of capital to | Financial Leverage 0.006

book value of debt (liabilities)

X5 Ratio of net sales to total assets Activity ratio 0.0999
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Altman and Mccovgh, using statistical analysis, have developed a quantitative model that gives
the possibility of predicting failure in case of application according to the following equation:

Z =10.012X1 4+ 0.014X2 + 0.033X3 + 0.006X4 + 0.0999X5

X1 to X5 = The variables, i.e. the financial ratios above, used in the model are any ratios that
vary from a firm to another depending on their performance. In other words, this model is based
on five financial ratios that study five independent variables and a dependent variable denoted
by the z symbol. This model is expressed mathematically by the following formula:

Z=0.012X1 +0.014X2 + 0.033X3 + 0.006X4 + 0.010X5
The ratios used in the model are:

X1 = Net working capital / total assets.

X2 = Retained Earnings / Total Assets

X3 = EBITDA / total assets

X4 = Market value of equity / total liabilities
X5 = Sales / Total Assets

Z = Continuity Guide
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According to this model, companies are classified into three categories in terms of failure or
success in continuity of work and these categories are:
1. Successful companies should have a value of (Z) in them (2,99) and more.

2. Companies whose existence and probability of bankruptcy are doubtful are
limited to (Z) between (1,81) and (2,99).

3. Failed Companies The value of (Z) is less than (1,81).
This model is a good example of a financial failure study, which proved its ability to
predict the detection of financial failure two years earlier.
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Example:
The following is the financial data extracted from the books of AL-Amal company:

Total assets 1,600

Total Liabilities 600
Retained earnings 300
Net operating profit 350
Stock Market Value 700
Current assets 800
Current Liabilities 500
Sales 1,200

Required: proved AL-Amal company ability to predict the detection of financial
failure.

Z.=0.012 (300/1600) + 0.014 (300/1600) + 0.033 (350/1600) + 0.006 (700/600) + 0.010
(1200/1600)

7Z=0.008 + 0.007 + 0.007 + 0.003 + 0.002 = 0.027

Comparing the results of the example with the indicators of the three categories
mentioned above, we find that the probability of failure of this company is certain since
the value of Z is (0.027) much lower than (1.81).
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Z.=0.012 (300/1600) + 0.014 (300/1600) + 0.033 (350/1600) + 0.006 (700/600) + 0.010
(1200/1600)

7Z=0.008 + 0.007 + 0.007 + 0.003 + 0.002 = 0.027
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