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ABSTRACT
This study investigates the usefulness of financial ratio in predicting the financial distress
of companies in Malaysia. 67 companies were analyzed with 11 initial financial ratios
that have been grouped to five categories. They are firm size, cash flow, efficiency ratio,
profitability ratio and liquidity ratio. From 67 companies, we take 40 of non-distress
companies and 27 of distress companies. These 27 distress companies have obtained
court protection against their creditors under Section 176 of the Malaysian Companies
Act, 1965. Most of the analysis of data found that the overall variable is found significant.
But, the findings revealed that financial ratios that measure liquidity are the most
significant in their discriminating power on whether a company is successful or will
become financially distressed. It is match with the theory where liquidity ratios determine
company’s ability to pay short term debt obligation, thus the larger margin of safety that
company possesses to cover its short-term debts. From the predictive ability of the
model, the overall classification rate is 82.1 percent. This overall study showed the result
is quite good, but to increase the accuracy more ratios need to be added. With more
advanced statistical models used recently, logistic regression (Logit Model) is still
effective and reliable statistical tool. This study will provide a better understanding on the
relevant factors that lead to corporate distress and can take the immediate action to

minimize the risk.
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