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Abstract—Each phase of an enterprise's life cycle brings different 
impacts on corporate financial health. Financial distress may be 
associated with the emergence of a crisis, failure and / or 
bankruptcy. To identify these negative corporate phenomena 
timely, you need to know the appropriate symptoms. These 
symptoms occur in every business, but not every business can 
detect and evaluate them properly. The detection of symptoms of 
a change in corporate health depends on the definition of 
financial distress. The aim of the paper is to reveal an overall 
view of the symptoms of a financially sound business and, on the 
contrary, the symptoms of its deterioration by analyzing various 
definitions of financial distress. We analyzed, compared, and 
summarized the main symptoms of the company's financial 
health. We found that the main symptoms of a deterioration in 
financial health include negative cash flow, operational and / or 
overall losses, high indebtedness and insolvency. On the other 
hand, we have found that, in addition to traditional financial 
indicators, other symptoms of financial health, such as market 
share, stock value, or redundancy, should be examined. 

Keywords—Bussiness failure; Insolvency; Bankruptcy; 
Financial health 

I. INTRODUCTION  

There could be a variety of situations in the life cycle of 
each business, some of which are connected with success and 
prosperity, others - with crisis, failure and bankruptcy. It is 
clear that the objective of managing each business is to be in 
the first type of these situations, in fact, however, the second 
type also cannot be excluded because crisis and critical 
situations are the activators of every market economy [1]. 
While during business growth the company improves gradually 
and to some extent without major steps taken by management, 
in times of crisis radical and often unwelcome steps are 
necessary in order to re-establish financial health and gain 
business stability [2-4].  

The crisis can, therefore, create room for radical change, i.e. 
it is an analogy of natural selection in nature, when only strong 
individuals survive and adapt to new conditions and others may 
become extinct. Therefore, each enterprise should be at least 
theoretically ready for the last phase of its life cycle, i. e. for a 
situation where, for example, it will not be able to meet its 

obligations [5]. This situation almost never comes 
unexpectedly and without warning, on the basis of financial 
analysis the company's management must be able to identify 
threatening problems [6, 7]. Issue of predicting financial health 
of companies should become a centre of interest for the broad 
group of professionals but also for lay public. 

II. SYMPTOMS OF FINANCIAL HEALTH 

In detecting the symptoms of deteriorating business 
financial health or the symptoms of business failure we will 
begin with the pioneer in this prediction field, E. I. Altman [8], 
who summarized this issue into five categories or general terms: 

 economic failure means that the projected return on 
investment capital, taking into account the risk, is 
significantly and consistently lower than prevailing 
returns on this type of investments; 

 business failure is characterized by a stop of 
operations or bankruptcy, execution, confiscation of 
assets, merger, voluntary resignation from unpaid 
obligations or legal action. 

 technical insolvency occurs when a firm fails to meet 
its existing obligations due to lack of cash flow. 

 insolvency is a more critical and more chronic 
condition in which the firm's overall liabilities exceed 
the market value of total company assets 

 bankruptcy means a formal declaration of bankruptcy 
by legal means, either in order to liquidate the assets of 
a company or to attempt a recovery program. 

Fitzpatrick [9] was one of the first to define financial 
distress. According to him, the financial distress is the 
company's inability to repay its financial obligations after their 
maturity. Beaver [10] pointed out that financial distress can 
manifest itself in various forms depending on the type of event 
that occurred - bankruptcy, unsecured bond, bank overdraft or 
non-payment of priority share dividend. 

Andrade and Kaplan [11] Baldwin and Mason [12] and 
Brown, et al. [13] refer to similar definitions of financial 
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distress. These authors interpret financial distress as a decisive 
event, the occurrence of which separates the period of 
company´s financial health from the time of financial illness 
and requires the implementation of corrective actions in order 
to overcome problematic situations. Andrade and Kaplan 
identify two forms of financial distress: the first is focused on 
paying off debt and the second is an attempt to restructure the 
debt in order to avoid the worsening of the situation. Brown, at 
al. classify companies in financial distress according to whether 
they will implement restructuring measures in order to avoid 
insolvency or as a response to the alleged inability to repay 
debts. 

Whitaker [14] criticizes the definition of financial distress 
as a onetime event. He claims that insolvency cannot be 
defined as a synonym for financial distress because the 
company bears many losses and other adverse effects at the 
time before insolvency or bankruptcy. 

Opler and Titman [15] define financial distress as a term 
that is broader than only cost-related problem and that affects 
the relationship between fund providers (creditors) and non-
financial sides and participants. As a result, the company tries 
to gain influence on access to new capital and carries the rising 
costs of maintaining this dependent relationship. Gestel et al. 
[16] characterize financial distress and failure as a result of 
chronic losses that cause disproportionate increases in 
liabilities accompanied by loss of assets. Hendel [17] uses a 
probable definition of financial distress as "the likelihood of 
bankruptcy, which depends on the level of liquid assets as well 
as on the availability of credit or loans". 

Gordon [18] emphasizes that financial distress is just one 
step in the process, followed by failure and restructuring, and 
should be defined in terms of financial structure and security 
measures. The company enters into this state when its ability to 
generate profits becomes weaker and the amount of debt 
exceeds the value of the company's total assets. 

Purnanandam [19] defines financial distress when solvency 
is described.  He develops the theoretical model of risk 
management for the company in consideration of the cost of 
financial distress. Financial distress is seen by him as a 
transitory stage between solvency and insolvency. The 
company is in a state of distress when it misses interest 
payments or does not keep loan agreements. Transformation 
from a state of solvency to insolvency occurs only on the due 
date if the present value of an enterprise's assets is less than the 
nominal value of the debt [20]. 

Pindado and Rodrigues [21] characterize financial distress 
quite briefly but comprehensively, according to them an 
enterprise may be in a state of distress without insolvency. 
However, insolvency and bankruptcy are not possible without a 
prior period of financial distress. The authors also define and 
emphasize the legal as well as the rather strategic aspect of 
bankruptcy nature. 

In his study Gilbert et al. [22] show that financial distress 
has different financial characteristics than bankruptcy. 
Financial distress is characterized by a negative cumulative 
income for at least several consecutive years, losses and poor 
performance. The bankruptcy is one of possible outcomes of 

financial distress. A firm in financial distress has the 
opportunity to restructure its debt and to achieve a reasonable 
level of solvency, or to merge, thereby ceasing to exist as an 
independent business entity, or to file a bankruptcy petition as a 
strategic response of management or owners to financial 
problems. 

The notion that financial distress is a separate economic 
category was used in the model by the authors Turetsky and 
McEwen [23]. Financial distress is defined as a series of 
interconnected stages characterized by a particular set of 
unfavourable financial operations. Each phase of financial 
distress has an emergency point and continues until another 
emergency point is reached. Technically, each stage of 
financial distress is defined as the interval between two 
emergency points.  Financial distress starts with an essential 
decline from positive to negative cash flow. The following 
decrease in dividends signals a change to the next stage leading 
to insolvency. Failure to repay debt precedes debt restructuring 
which has a tendency to reduce the risk of bankruptcy [24, 25]. 

The most important signals of financial difficulties can be 
obtained from an analysis of the company´s financial indicators. 
Accounting based on financial distress indicators is still 
actively used among researchers and widely used as a selection 
criterion. Despite the criticism that the financial indicators are 
past-oriented and cannot capture the future development and 
prospects of the company as an ongoing process, these 
indicators are well-proven in models predicting financial 
distress and probability of failure. 

The deterioration of the financial health of the company on 
three levels or dimensions defined by Richter [26] are as 
follows:  

• economic distress: after taking into account the market 
values while considering that the business continues its 
operations, the company's own equity is negative, 

• financial distress: the net present value of the expected 
business cash flows is positive but does not exceed the 
amount of all liabilities. An enterprise is unable to pay 
all its current and future debts even after taking into 
account future positive cash flows, 

• liquidity distress: the net present value of expected 
cash flows from business activities exceeds the amount 
of all liabilities. An enterprise is unable to pay its due 
liabilities at a given time. This business does not 
experience failure but it can reach it if it does get a 
delay in paying its liabilities or it does not receive liquid 
funds, 

Denis and Denis [27] identifies financial distress as 
negative operating income or net pre-tax profit for at least three 
consecutive years. From the results of the empirical analysis of 
dividend policy during financial distress, they conclude that 
after financial distress starts to occur, the company is typically 
experiencing cash flow problems and is unable to pay 
dividends. For this reason, a quick and aggressive reduction of 
dividends along with the following negative earnings can be 
used to determine the level of financial distress. 

Advances in Economics, Business and Management Research, volume 56

91



Goldson [28] presents a partly quantitative view of 
financial distress and lists the symptoms of financial distress as 
a decline in operating profit of 5% per annum, a year-on-year 
decline in market share, quality managers departure to 
competitors, declining levels of financial performance, 
decrease of the ability to generate cash, increase in inventory of 
finished goods, reduction of R & D expenditure, 
cannibalization of the company´s new products on the market, 
production capacity is at the level of 60% and the company has 
a contract volume of production less than 10% of annual 
planned production. 

Asquith et al. [29] chose the interest coverage ratio for 
defining financial distress. A firm is classified as being in 
distress if in any of the two consecutive years its EBITDA is 
less than 80% of the company's interest expense. This indicator 
includes the fact that an enterprise experiencing financial 
distress typically experiences a decline in profitability, is 
indebted or does not have sufficient cash flows to cover current 
liabilities. 

Platt and Platt [30] highlight the lack of a uniform 
definition of the situation when an enterprise enters financial 
distress and attempts to summarize various operational 
definitions of financial distress in one way. An enterprise is 
considered to be in financial distress if one of the following 
events occurs: it has been experiencing several years of 
negative net operating revenues or a suspension of dividend 
payments, financial restructuring or massive layoffs take place. 

As symptoms of financial distress the authors of Balcaen 
and Ooghe [31] report: operational losses or total income 
losses continuing for a certain period of time, non-payment of 
priority dividends, non-fulfilment of bond obligations, 
extensive lay-offs, restructuring of capital, accumulation of 
losses and negative cash flow. 

In order to identify financial distress, they very often use 
both accounting and market factors. This mixed approach 
allows to capture the complex and heterogeneous nature of the 
distress phenomenon linking its endogenous and exogenous 
factors. Opler and Titman [15] use median revenue growth and 
median returns on shares to identify troubled businesses. 
Negative returns on shares (down below -30%) indicate the 
unexpected nature of undesirable processes occurring in the 
business. In addition to negative revenue growth, negative 
returns on shares indicate the existence of hidden business 
operating problems. These two indicators are especially 
important in times of economic downturn, as they reflect not 
only the effective capital structure of an enterprise, but also its 
dependence on the investors’ mood and the position of 
competitors. 

According to Baker and Powell [32], financial distress 
occurs when a company has problems with fulfilling 
contractual obligations associated with debt financing. This is a 
general weakening of the financial condition of a business due 
to its enormous debt, while the extreme case of financial 
distress is bankruptcy. 

Whitaker [14] uses the cash flow ratio and market value 
ratio of an enterprise to identify when it enters financial 
distress. Financial distress is defined as a situation where an 

enterprise does not have sufficient cash flows to cover its 
liabilities and a decline in its market value occurs. 

At the end we would like to mention a definition of 
financial distress by Hopwood et al. [33] who classify selected 
businesses according to whether they are exposed to at least 
one of the following financial distress signals: negative 
working capital in the current year, loss of operations in any of 
the three years prior to bankruptcy (failure), deficit of retained 
earnings in the year 3 (where the year 1 is the last before the 
date of financial statement prior to the bankruptcy) or the lower 
limit of the loss in any of the last three years before the 
bankruptcy. 

III.  RESULTS AND DISCUSSION 

Overall, we summarize the definitions of financial stress 
mentioned above and create a clear list of signs of deterioration 
in financial health as outlined in Table Ⅰ. 

TABLE I.  COMPREHENSIVE VIEW OF THE SYMPTOMS OF FINANCIAL 
DISTRESS 

Symptom Source 
Non-payment of 
dividend/decline of the 
value 

Beaver [10], Turetsky and McEwen 
[23], Denis and Denis [27], Platt and 
Platt [30], Balcaen and Ooghe [31] 

Insolvency Whitaker [14], Turetsky and McEwén 
[23] 

Value of debt less than 
value of assets 

Gestel et al. [22], Gordon [18], 
Purnanandam [19],  

Negative cash flow/decline 
of the value 

Whitaker [14], Turetsky and McEwen 
[23], Richter [26], Goldson [28]  

Operational losses/decline 
of the profit 

Opler and Titman [15\, Goldson [28], 
Platt and Platt [30], Balcaen and Ooghe 
[31], Hoopwood et al. [33], Denis and 
Denis [27] 

Total losses/decline of the 
profit 

Gilbert et al. [22], Balcaen and Ooghe 
[31]  

Poor financial performance Gilbert et al. [22], Goldson [28] 
Breach the terms of debt 
agreement  

Purnanandam [19], Baker and Powell 
[32] 

Unsecured bond/ non-
fulfilment of bond 
obligations 

Beaver [10], Balcaen and Ooghe [31],  

High leverage and interest 
charges 

Opler and Titman [15], Asquith et al. 
[29] 

Operational management 
issues  

Goldson [28], Hoopwood et al. [33] 

Employees quit/layoff Goldson [28], Balcaen and Ooghe [31] 
Decline of market value Opler and Titman [15], Goldson [28]  

 Based on the analysis of the definition of financial distress 
mentioned above, the main symptoms of financial distress is 
worsening financial performance in terms of high debt, 
operating and / or total losses and / or negative cash flow. On 
the other hand, other factors affecting the company's financial 
health, such as market share, inventory status, working capital 
or changes in employee numbers, need to be examined. 

Financial indicators are the most frequently studied 
symptoms of financial health worsening. These quantitative 
variables have a significant impact on financial health, but they 
are only secondary symptoms of a change in financial 
performance. It should be noted that it is the lesser known 
quality indicators, such as low R & D spending or obsolete 
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products can be sufficiently early signal of future state of 
financial distress. For this reason, an enterprise should explore 
a wider range of financial health indicators as cited by the 
authors; it is necessary to develop a suitable methodology for 
early detection of symptoms of future defaults. 

The symptoms of financial distress are also often used as 
variables in bankruptcy prediction model. Traditional financial 
ratios such as interest coverage ratio, leverage ratio, current 
ratio and return on assets can be easily implemented into a 
mathematical prediction model. Nevertheless, such models 
may have less predictive power due to the non-inclusion of 
relevant variables such as the market share or the low 
percentage of contracted production compared to the total 
planned output. The lack of such indicators is often the absence 
of factor quantification, which is necessary for implementation 
into traditional statistical prediction models. The way out of 
this situation is to use non-traditional methods of prediction of 
financial health such as multi-criteria decision aid approach. 

Based on the review, summarization and comparison of 
financial health symptoms we can be stated that at present is 
still greater emphasis on financial indicators; qualitative 
indicators are not sufficiently examined. For this reason, we 
will see future research in this area in developing an adequate 
methodology for the comprehensive disclosure of the 
symptoms of future deterioration in financial health. On the 
other hand, qualitative indicators may be difficult to apply to 
traditional prediction models. At the same time, it is not 
possible to create the methodology in general because each 
sector has its own specificities that would make the 
methodology cumbersome. For this reason, the analysis of the 
symptoms of financial health has a wide range of issues that 
can be examined. 

IV. CONCLUSION 

Symptoms of financial distress never occur at the same 
time, but in certain phases. First there is a decrease in output 
volume, a decrease in profitability, an increased need for 
working capital, a deterioration of the capital structure and 
finally it comes to a persistent insolvency [34, 35]. 

For a brief summary we would like to state that different 
approaches to defining the term "financial distress" or 
"financial health of the company" show how complex and 
sometimes even controversial this economic category is [36]. 
The current state of the theory of financial distress rather 
explains this phenomenon depending on the purpose of 
research according to a certain aspect: financial, operational, 
legal, etc., which leads to the use of this term interchangeably 
with other similar financial definitions [37].  

The theory of financial distress, full of specific mechanisms 
and anomalies, still needs consolidation and an agreement on 
the uniform formal application of equivalent economic criteria. 
A modern approach should interpret financial distress as a 
heterogeneous and dynamic process with different 
characteristics that evoke various economic signals.  In this 
paper, we analyzed, compared, and summarized the main 
symptoms of the company's financial health. On the basis of 
the induction, we found that the main symptoms of a 
deterioration in financial health include negative cash flow, 

operational and / or overall losses, high indebtedness and 
insolvency. On the other hand, we have found that, in addition 
to traditional financial indicators, other symptoms of financial 
health, such as market share, stock value, or redundancy, 
should be examined. 
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