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ABSTRACT 

This dissertation examines financial ratios as a tool of predicting financial distress. The 

classical Beaver (univariate model) and Altman (multivariate model) are tested in this 

research on Malaysian environment. In doing so, the dissertation discloses the response 

of Altman and Beaver towards economic recession. The empirical method covers the 

period 1990-8. From generated Z-Score and Beaver ratio, the patterns show that both 

models respond very well during economic recession. However, the trend analysis 

conducted in this study failed to detect any early signals of financial distress. 

The results from the logistic regression approach confirmed the conclusion made for 

trend analysis. Majority of the financial ratios in Altman model are insignificant in 

predicting financial distress in the last three years before the economic recession. The 

insignificance of the financial ratios in Altman model do not totally reject the model but 

calls for new coefficient and more appropriate ratios in future research. 
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CHAPTER ONE 
INTRODUCTION 

1.1 INTRODUCTION 

The recent economic downturn witnessed many businesses and individuals struggling 

with financial distress. The problems did not only occur to small and medium size 

businesses but also to listed companies, which are related to construction, industrial, and 

investment as well as financial institutions. 

During the recession, some of the companies took some serious measures by retrenching 

their staff and downsizing the business. This was a sign that the companies were facing 

financial distress. As discussed by Graham et al. (1999), other than going into 

liquidation, a financially distressed firm can experience several things such as: -

i. Managers and employees lose their jobs, 

ii. Arguments between claimant which often delay the liquidation of asset, and 

iii. Lawyers' fees, court costs and administrative expenses can absorb a large 

part of firm values. 

Li and Li (1999) described financial distress as a situation where a firm faces two 

difficulties. First, the firm's cash flows are insufficient to cover current obligations to 

creditors. Thus, creditors have legal rights to demand restructuring because their contract 

with the firm has been breached. Second, the expected present value of the firm (based 

on available information to the financial market at the beginning of financial distress) is 

below the outstanding debt level. This means that it is impossible to issue new securities 

to overcome the current financial difficulty. 

The government also had to intervene in order to overcome the problems. According to 

Dewan Ekonomi (November 1999) the Malaysian government had spent not less than 
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