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CHAPTER 1

INTRODUCTION

1.1 Introduction

Financial distress is undeniably has a substantial impact on firm performance,
capital structure and investment decision. A firm is having a financial distress when it is
unable to meet its obligation when fall due. Firm performance is generally measured by
firm’s ability to make profit. A financially distressed firm normally suffers continuous
losses over a period of time that requires the firm to revisit and decide on its capital
structure, debt and equity financing (Ugurlu & Aksoy, 2006). In such situation, the
distress firm has insufficient equity capital that subsequently left the firm with no option
but to use external financing. Of consequence, the reliance on external financing causes
the firm to incur higher cost and led to higher financial distress. In worst scenario, the
financially distressed firm would face financial failure resulting to bankruptcy if no

remedial action is taken.

A body of the literature has examined predictors of firms’ financial distress by
employing financial ratios. Financial ratios are calculated using information derived from
the income statement and balance sheet that were prepared based on accrual-based
accounting. It is remarkably proven that financial ratio analysis do provide users with
useful and valuable information. Interpretation of financial ratios extends beyond its

calculation since it demands users’ knowledge on interpreting the results.

Another body of the literature has utilised cash flow ratios in predicting financial
distress (Bhandari & lyer, 2013; Ibarra, 2009; Jooste, 2006; Jooste, 2007; Kirkham, 2012;
Kordestani et al., 2011). These studies adopt cash flow from operations as a basis for
'predicting firm’s financial distress. They found cash flow from operations useful in
evaluating firm’s financial distress. Findings from earlier studies shows that the

prediction model based on cash flow statement components provide better results (Jooste,



