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Abstract 

The research for detecting business failure using financial ratios started in the late 

60’s and has been researched in various ways since. Previous researchers suggest 

that big changes in the macroeconomic environment give the need for updated 

work on this area. With the latest financial crisis in mind and the fact that very 

few updated studies have been made on Swedish corporations’ gives reason to as 

to why this thesis is needed. 

This study uses a sample of 25 Swedish firms that went bankrupt 2012 or later 

and 25 healthy ones. The study then inspects the five years prior to failure of all 

these 50 companies for identifying what financial ratios can be used for detecting 

failure. For an interesting perspective, five of the failed firm’s textual presentation 

of their future for the last year prior to failure was also inspected. 

The findings suggest that financial ratios can be used for detecting failures. Strong 

indications are found the last year before failure with decreasing indications the 

more years before failure you look. The findings contribute to society on a practi-

cal level supporting stakeholders in their decision making. 
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1 Introduction 

In the late 2007 the world was hit with the biggest financial crisis in modern time. It 

forced corporations into bankruptcy; people lost their jobs and we still today feel the 

consequences (Griffith-Jones, Ocampo, and Stiglitz, 2010), but let us go back a few 

years to understand why this happened.  

In the early 2000 the US experienced some economic difficulties. The busted dotcom 

bubble followed by the 9/11 terrorist attack on world trade center and several account-

ing scandals including the collapse of Enron and WorldCom. In an attempt to fight off 

recession, the US Federal Reserve lowered interest rates several times so that by the end 

of 2001 it was as low as 1.75%. This produced big liquidity in the economy. Easy ac-

cessed and cheap money were looking to be invested but despite low interest rates the 

inflation stayed low. By the summer 2003 the interest rate reached its lowest point in 

over 40 years, standing at 1%.  This led to more and more investors eager to make mon-

ey while the interest rate being low which in turn led to the bankers making it easier to 

borrow money as they also wanted to increase their earnings. More home buyers led to 

bigger appreciation in home prices, which meant more money to be made and the circle 

kept going around. It got to the point where the borrowers did not need any money for a 

down payment purchasing that dream house they always wanted (Griffith-Jones et al, 

2010). 

The bankers got greedy for more money so they packaged these loans into CDOs (col-

lateralized debt obligation) and sold these to investors, who as long as house pricing 

was going up, were getting god return on their money. This was followed by the SEC 

(securities exchange commission) lowering capital requirements for investment banks 

which gave them the possibility to leverage their money up to 40 times the input (Grif-

fith-Jones et al, 2010). Remember, as long as house pricing was going up they made 

huge amounts of money since borrowers always had equity in form of their house which 

meant that the investors always received the payment borrowers made on their house.  

In the middle of 2006, the interest rates had risen from its lowest point of 1% to about 

5%. Now, people who had borrowed without any down payment or without any re-

quirement of income started to default on their loans. House prices started to fall, fewer 

houses were being built and more and more people started to default on their loans. In 
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the beginning of 2007, over 20 lenders filed for bankruptcy and the problems started to 

appear in the news (Griffith-Jones et al, 2010). In middle of 2007 reports were coming 

out to the public saying financial corporations and investment banks that owned more 

the 1 trillion dollars in these securities. The news spread outside the US, to Sweden and 

the while EU. Banks started to collapse, Lehman brothers went bankrupt due to some 

advanced accounting maneuvers and central banks in the whole EU started cutting rates 

but the disaster could not be stopped. According to creditsafe.se (see appendix 1) who 

keeps track of bankruptcies in Sweden, since the beginning of 2000, 2008 had the abso-

lute highest number of bankruptcies. It is always important to recognize which compa-

nies that are heading down an unhealthy road, but one could argue that it is even more 

important during financial crisis since the mere numbers of failures are higher at that pe-

riod of time and the whole macroeconomic environment is changing.  

1.1 Problem discussion 

There are many reasons for business failure, such as poor management, strong competi-

tion or failing suppliers or customers. Regardless of why, these collapses cause massive 

losses to investors and other stakeholders along with damaging effects on the whole so-

ciety and its development. Through the last 40-50 years, attempts have been made to 

present methods of predicting bankruptcy in order to prevent or at least mitigate the 

damage (Wu, 2010). 

Beaver (1967) and Altman (1968) did the groundbreaking work by being the first re-

searchers to study failure prediction. They triggered many academics and the develop-

ment of failure prediction models using various methods (see Pawlak,1982; 

Booth,1983; Skogswik,1990; Hopwood et al, 1994; Laitinen and Laitinen, 1998; 

Crouhy, Galai, and Mark, 2000; McKee and Greenstein, 2000). Mensah (1984) and 

Platt et al. (1994) argued that changes in the macroeconomic enviroment might 

influence the accuracy of already established failure prediction research, which the 

latest financial crisis probably has done. Grice and Ingram (2001) pointed out that in 

practise, this means failure predictions models need to be updated frequently to counter 

these macroeconomic changes. With most research made on the subject of predicting 

failure outdated one could argue that an updated research has to be done.   
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In addition, there seems to exist few studies made of Swedish corporations. In an 

extensive litterature review by Aziz and Dar (2006) the only study mentioned from 

Sweden covers failures during the period 1966-1980 (Skogswik 1990). In the past ten 

years, Sweden has experienced an average of 5540 limited corporation bankruptcies per 

year and naturally higher numbers during time of crisis (Creditsafe.se) which adds to 

the need of an updated work on failure prediction.  

Some believe that investors have become more aware of risk and it is safe to say that re-

cessions will always come and go and they will keep forcing corporations into bank-

ruptcy. Identifying corporations that are heading for bankruptcy is important for stake-

holders at all time and early detection is crucial for taking the right actions (Aziz and 

Dar, 2006).  

1.2 Research Question 

 By examining the financial reports of a company, can failures be predicted?  

- If so, what level of forecasting value does financial statements possesses? 

1.3 Purpose 

The purpose of this thesis is to examine if and how business failures can be predicted 

using certain financial ratios and attributes from the financial reports. In addition to con-

tributing a necessary updated tool for failure detection is also sets out to examine what 

forecasting value the financial reports possess.  

1.4 Disposition 

The next chapter will contain the research method explaining how the research was 

made followed by the theoretical framework. The thesis then differs from the usual the-

sis disposition having a combined findings and analysis chapter. The findings are pre-

sented in many charts and tables and for the reader´s convenience the findings will be 

analyzed and presented in the same chapter. The last chapter of the thesis includes the 

conclusions, suggestions for future research and a summary of what the thesis contrib-

utes to society.  
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2 Research method 

According to Leedy and Ormrod (2001) “research is the process of collecting, analyzing 

and interpreting data in order to understand a phenomenon”.  

This study is done by looking into the financial statements of 50 companies, 25 healthy 

and 25 that have gone bankrupt. Based on previous research, certain key factors were 

chosen for comparing over the last five years prior to failure. For an interesting perspec-

tive, the textual presentation of the firm by the CEO for the last year before failure of 

five failed was chosen as well for inspection. 

2.1 The main approach 

The two common approaches for conducting research are qualitative and quantitative, 

which the differences conveniently could be described as qualitative is based on textual 

data and quantitative on numerical data (Williams, 2007). There are also hybrids of 

these two existing, combining both numerical and textual data (Yin, 2009). This thesis 

is based on a quantitative approach collecting numerical values from the annual reports 

from a group of companies (see 2.2 Data collection for a more in-depth description). 

Adding the thought of the CEO gives an interesting perspective to the relation of what 

the numbers say and what reality the CEO wants to mediate. In regards of research qual-

ity Johnson and Onwuegbuzie (2004) claims that using a mixed approach, the research-

er can utilize strengths from both approaches and at the same time reduce weaknesses 

related to each approach. However, the core of this thesis is the financial ratios. When 

collecting data and then statistically analyzing them, the quantitative approach is the 

most suitable (Bryman & Bell, 2011). The textual presentation from the CEO is just add-

ed for an interesting perspective. 

2.2 Data collection 

The collection of data in this thesis is divided in to a few stages. First the criteria of 

which companies to use were set. As mentioned earlier this type of research made in 

Sweden does not appear to have been carried out since Skogswik (1990), which is sup-

ported by the extensive litterature review by Aziz and Dar (2006) which only contatins 

that particular outdated work from Sweden. Also Grice and Ingram (2001) argued that 
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updating is essential after macroeconomic changes. Based on that, the first criteron was 

using Swedish companies. Secondly the companies must have annual reports for five 

years prior to bankruptcy, that is year 2007 to and including 2011. This means 

bankrupcy for all companies used in this thesis occurred at 2012.  

Using these criteria, a databased called Amadeus available through the university library 

was used to collect the 25 biggest companies that we know today are bankrupt. When 

these were collected, using the same criteria of available reports, 25 healthy companies 

was added by matching their asset size to previous selected companies. Based on 

previous reasearch (e.g. Wu, 2010; Aziz and Dar, 2006; Dimitras et al, 1996; Beaver, 

1967) 23 variables were selected (which are covered in section 3.3) for each of the 5 

years. From this sample of 25 companies, five failed companies were chosen randomly 

for examining the textual presentation from the CEO.  

Bryman and Bell (2011) discuss some research quality questions. Confirmitability, the 

degree to which the reader can confirm the findings. The study contains high 

confirmitability since the companies used are presented, how ratios are calculated and 

the financial statements being accessable for the reader online. When it comes to 

relability, the ability to get the same result if doing the exact same study twice, this 

thesis is highly relaible since the financial statements data used will be the same if doing 

the reasearch ones again.  

2.3 Data analysis 

Numerical values obtained from the annual reports were processed and analyzed using 

Excel and a statistical analysis software package called SPSS Statistics. Textual data 

acquired from the words of the CEO ware interpreted by the author with focus on what 

words the CEO use to describe their company’s status. The study is based on previous 

theory and based on that the findings are analyzed, confirming or declining previous re-

search which means this thesis has a deductive approach (Bryman and Bell, 2011). In 

theory, this thesis aimed to compare the empirical findings with Skogswik (1990) study, 

but that was later found not practially possible due to differencies on how the research 

was structured. His research for example adjusted ratios for inflation which this thesis 

does not.  
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2.4 Method critique 

Wu (2010) questions the method of making this paired research where non-failed firms 

are compared to failed firms, “we never need to distinguish a sour apple from a sweet 

apple. What we need to do is take a bite”. He argues that the important step is discover-

ing what features failed firms possess, “when a person has caught a cold, the urgent 

thing is to get him/her to the doctor rather than to make comparisons with a person not 

having a cold”. This makes sense, although doing such a research could find certain 

common variables, how can the researcher know if healthy firms do not have the same 

features? This is illustrated by Denrell (2005) who uses the relation of corporate per-

formance and a particular risky business practice as an example. Using only non-failed 

firms, the results are positive. The conclusion would be, this particular risky practice 

pays off. However, including failed firms with the same practice shows the whole pic-

ture and the actual result is negative.  

 

Denrell (2005) also gives an example of another problem that might occur with this the-

sis and that the reader should keep in mind. In the group of 25 healthy non-failed firms 

used, there could be companies that were on the edge of bankruptcy that managed to 

turn it around as well as firms heading for bankruptcy in the near future. Denrell illus-

trates this with an example from the World War II. A statistician Abraham Wald was 

examining planes weaknesses against enemy fire and the result showed that certain are-

as were hit excessively more than others and the military concluded that these parts 

needed to be reinforced. However, Wald argued that all the planes he examined were 

planes that returned; therefore the areas that had been hit the least were likely the areas 

most vulnerable since those planes did not return.  
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3 Frame of reference 

“Business can be understood as a set of relationships among groups which have a stake 

in the activities that make up the business. Business is about how customers, suppliers, 

employees, financiers (stockholders, bondholders, banks, etc.), communities and man-

agers interact and create value” (Freeman, 2010). 

3.1 The application of accounting 

The purpose of accounting is to communicate information about a company’s financial 

status to its different stakeholders (Smith, 2006). These different stakeholders have var-

ious needs of that information. Banks, for example, want to determine credit risk which 

could also be the case for suppliers and customers to some extent. However, while a 

bank would look on a company in terms of whether or not the company can meet its 

payment obligations, the owners or stockholders are more likely to be interested in a 

wider range of scenarios. According to Smith (2006) the owners of a company mainly 

use financial reporting for two purposes: determining the management’s efficiency and 

for buying and selling shares. 

 

For determining the efficiency of management the financial reports serve a controlling 

function, with auditors serving as a neutral third party adding credibility. When it comes 

to the second purpose, the stakeholders are more interested in the future. These reports 

contain information of what has already happen, but they also include valuations of as-

sets and the future which we cannot know yet. If the financial data are useful for fore-

casts it has forecasting relevance and if these data are good for controlling the outcome 

in relation to these forecasts they have reversal relevance (Smith, 2006).   

 

An interesting perspective to this is given by Hines (1988). She argues that not only 

does accounting mediate reality, it constructs reality. She claims that “a healthy-looking 

set of accounts will get an organization through difficult times”. The argumentation 

goes as there is no “truth” as such, but only stretching the truth too far. By that she 

means that a company can present themselves as good even if they are not, but cannot 

go too far with that. If you look at the other end of it, if instead the financial reports 

suggest that a certain organization is going to fail, people will panic and the company 
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would fail. Hence the accountants create the reality. If this is true, this thesis expect to 

find distinctions in how the CEO presents the company and what the actual numbers 

show. The reader should keep in mind however that even the financial data and ratios 

can be stretched and manipulated within the legal limits. This also raises the question, 

how much do the stakeholders want the “truth”?  

3.2 Business failure 

”Failure is the termination of an initiative that has fallen short of its goals” (McGrath, 

1999). This thesis uses firms that have filed for bankruptcy, which according to Swedish 

law occurs when a debtor is insolvent and by that is not able to legally pay its debts and 

this insolvency is not merely temporary (Konkurslag 1987:672, 1kap 2§) 

Although the actual cause of failure is irrelevant to this thesis a basic understanding for 

why a firm fails is needed. Hayward et al. (2006) mention overconfidence. Hogarth and 

Karelaia (2012) indicate fallible judgment. In a constantly globalizing world, external 

and uncontrollable factors play a big role. There is harder competition in the market and 

failures will occur, the question this thesis tries to answer is how that can be detected. 

Shepherd and Wiklund (2006) give another reason being that entrepreneur’s lack the 

needed skill in comparison to the now tougher environment. Regardless of the reasons 

behind the failure, if the financial reports do represent a true and fair view of the com-

pany, we should be able to identify which firms will fail or at least are on the verge of 

failure. 

3.3 Financial attributes and ratios considered 

The research for detecting failures started in the late 60’s (Beaver, 1967; Altman, 1968) 

and triggered many academics into researching this phenomenon. Based on the research 

done on this subject after Beaver’s and Altman’s work, the ratios with best results and 

most used were chosen (Courtis, 1978; Scott, 1981; Pawlak,1982; Booth,1983; Jones, 

1987; Skogswik,1990; Keasey and Watson, 1991; Dimitras et al, 1996; Morris, 1998; 

Laitinen and Laitinen, 1998; Crouhy, Galai, and Mark, 2000; Aziz and Dar 2006; Wu 

2010). These ratios are often divided into different categories like financial structure, 

credit standing, operating standing, profitability and short-term credit standing/cash 



   

 

 
11 

flow ratios (Huang et al., 2008; Wu, 2010) and this study represents ratios from each of 

them.  

In addition to financial ratios, this thesis also takes several entries from the balance 

sheet and income statement into consideration. These are total assets, fixed assets, cur-

rent assets, total liabilities, current liabilities, cash flow, and sales. This section will ex-

plain how they are defined and in chapter 3.3.4 the ratios will be explained.  

3.3.1 Assets 

Current assets represent all assets that are expected to be or can be converted to cash 

within a year. These consist of inventory, accounts receivables, cash, prepaid expendi-

tures and other liquid assets. This is used in the current ratio and liquidity ratio and can 

are considered important to business since it is the funds used for day-to-day operations 

(Fraser and Ormiston, 2009) 

Fixed assets are also referred to as capital assets or property, plant and equipment. They 

represent a long term asset that a company owns and produce economic benefits for 

more than a year. This includes both intangible and tangible assets. These assets depre-

ciated over the lifetime they produce value for the company. Fixed assets combined 

with current assets give the total assets of a company (Fraser and Ormiston, 2009). 

3.3.2 Liabilities 

This thesis uses two types of liabilities, current liabilities and total liabilities. Current li-

abilities are liabilities that must be fulfilled within one year or one operating cycle and 

that include accounts payable, notes payables, accrued liabilities, and other short term 

debt. The more current liabilities a company owns the bigger the need for short term as-

sets funding the day-to-day business. Total liabilities include current liabilities and all 

other debt that a company is accountable for such as long term loans (Fraser and 

Ormiston, 2009). 

3.3.3 The income statement 

Two entries from the income statement are used as possible indicators of business fail-

ure in this thesis. They are cash flow and sales. However for calculating some of the ra-
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tios and margins in chapter 3.3.4 the reader must also be aware of income before tax, 

net income and earnings before tax, depreciation and taxation. 

Cash flow is defined as “a revenue or expense stream that changes a cash account over a 

given period” (Investopedia.com). This thesis uses cash flow as a possible indicator of 

business failure in its final form and as a factor in some of the ratios but does not go into 

the statement of cash flow. The statement of cash flow can give a deeper possibility for 

analytics as for details where the cash is acquired or spent but as stated, this thesis only 

considers the final total cash flow since the purpose of this thesis is not why firms fail 

but rather how failures can be detected. 

3.3.4 Key ratios 

There exists a wide variety of ways to calculate ratios. This section describes how they 

are defined in this thesis and if needed, the reason why they are constructed in that par-

ticular way. See chapter 3.3.5 for a summarized overview of chosen ratios.  

Current ratio Liquidity ratio 

              

                   
 

                        

                   
 

Table 1 Solvency ratios 

Both used for measuring short-run solvency or in other word, a company’s capability to 

satisfy its debt requirement in their day-to-day business. Current liabilities are used as 

they symbolize the most pressing debts. Likewise, current assets represent the most liq-

uid assets. Although these ratios are similar, liquidity ratio contain an important factor 

in subtracting inventory from current assets since inventory represent the least liquid 

current asset. That gives, liquidity represent a more rigorous way of measuring short 

term solvency (Fraser and Ormiston, 2009). A higher the ratio generally means higher 

safety that a company can cover its short term obligations.  

It is important to realize that current ratio and liquidity ratio are both collected from the 

balance sheet which means they represent the company’s short term solvency at a cer-

tain date. This can vary a lot over the the year, which means that looking at the trend 

and changes over a longer period is important.  
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Total asset turnover Fixed asset turnover 

     

            
 

     

            
 

Table 2 Asset turnover 

These ratios are two methods of assessing the management’s effectiveness in creating 

revenue from the investments made by the management. Total asset turnover indicates 

how good the management is in managing all of the company’s assets while fixed asset 

turnover represents the efficiency of a company’s long term investments. High asset 

turnover numbers signify a more profitable company. On the other hand, low numbers 

generally means that the asset investments are too heavy in combination with lacking 

sales. Low turnover rates could also be explained by heavy investment right before the 

annual reports are made, hence have not had time to generate satisfying amount of sales. 

These ratios should be related to the absolute change in sales and assets for a deeper un-

derstanding of their changes over the years (Fraser and Ormiston, 2009).A total asset 

turnover ratio below 0.94 is according to Wu (2010) an indication of failure.   

 

     

                                         
 

 

Table 3 Net asset turnover 

As a complement to the two methods above his thesis also uses a third variant of asset 

turnover ratio where the attention is directed at how efficient shareholder funds and oth-

er long term debt are used and converted into sales.  
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Interest coverage 

    

                
 

Table 4 Interest coverage 

By dividing a company’s Earnings Before Interest and Taxes into the interest expense 

for that year you get the interest coverage ratio. The interest coverage ratio specifies 

how easy a company can pay the interest of their debts. If these ratio falls below one 

(1), it indicates that the company’s earnings are not adequate to pay its interest. Being 

able to pay its debt is needless to say critical for a company to keep going concern. Even 

if a company is struggling, staying above one (1) could mean that they can stay alive for 

quite some time. This is an important concept for this thesis as being below that line to 

long should lead to bankruptcy (Fraser and Ormiston, 2009). 

Profit margin EBITDA margin 

      

       
 

      

       
 

Table 5 Profitability ratios 

Two profitability ratios that show how profitable a company is or how big margin the 

company have on their revenue and considered to be very important for detecting fail-

ures by Dimitras et al, (1996). Profit margin measures how much of the revenue the 

company keeps as earnings. A profit margin of 10% for example means that for every 

100€ in revenue the company keeps 10€ in earnings. This must be separated from actual 

earnings. Imagine an increase in earnings which is good. If however the profit margin 

decreases that means a company’s cost in relation to that is increasing. Earnings Before 

Interest, Tax, Depreciation and Amortization divided into revenue have a similar mean-

ing the difference is that it shows the profitability of a company’s core business. A low 

EBIDTA margin means that operating expenses drain a company’s revenue (Fraser and 

Ormiston, 2009).Wu (2010) argued that the only three ratios were needed for detecting 

business failure, the profit margin along with debt ratio and total asset turnover ratio. 

Wu’s findings suggested that a profit margin lower then 3.55% is an indicator of failure.  
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ROA using income bf tax ROA using net income ROE 

                 

            
 

            

            
 

            

                    
 

Table 6 Return on assets and equity 

Return on assets and return on equity measures the overall efficiency for a company in 

managing its assets for creating value to its shareholders. In other words, “how many 

dollars of earning they derive from each dollar of asset they control” (Needles et al, 

2008). Return on assets shows the profit generated from a company’s assets, not to be 

mixed with asset turnover which uses sales as a factor. Return on equity on the other 

hand measures what return the stockholders get on their investments and how effective-

ly their money is being managed.   

Working capital  

               

            
 

               

               

                     

Table 7 Working capital to asset ratio 

Working capital indicates if a company has an excess or deficit of capital. Not to be 

confused with current ratio, working capital shows in absolute numbers how much capi-

tal it has for its day-to-day business. By dividing working capital into total assets the 

stakeholders can interpret how much of a company’s asset is tied up in working capital. 

Altman (1968) argued that a firm experiencing consistent operating losses will have 

shrinking assets in relation to total assets. He also found that this was the most valuable 

ratio for detecting failure which could be one of the reason that this ratio still today is 

frequently used with good results Morris, 1998; Aziz and Dar, 2006; Wu 2010). Dimi-

tras et al., (1996) claimed the working capital to asset ratio and debt to asset ratio where 

the most important ratios for detecting failures. 
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Debt ratio Asset liquidity 

                 

            
 

              

            
 

Table 8 Debt to asset ratio and asset liquidity 

Way back when the research started for predicting business failure using ratios debt to 

asset ratio where considered to be one of the most important ratios (Beaver, 1967; Alt-

man, 1968). According to Dimitras et al. (1996) a research based on ratios for detecting 

failures nearly always includes this ratio, especially for US based studies. They also 

claimed that debt to asset ratio together with working capital to asset ratio were the most 

important ratios. The debt ratio measures to what extent a company is financed with 

debt. A high debt ratio can be very risky in dire times since they represent a certain 

commitment in paying interest and amortization (Fraser and Ormiston, 2009). A low 

debt ratio is not only less risky due to the fact that it includes fixed payments, but also 

having low debt gives a greater opportunity during times of crisis of borrowing money 

to manage investments and day-to-day business. This is certainly a tradeoff and some-

thing an efficient management can use to leveraging a company’s earnings if used suc-

cessfully (Fraser and Ormiston, 2009). Wu (2010) argued that the only three ratios were 

needed for detecting business failure, the debt ratio along with profit margin and total 

asset turnover ratio. Wu says that if a firm has a debt ratio at 70% or higher, we can 

judge its heading for failure. When it comes to current asset to total asset ratio it indi-

cates of what proportion a company’s assets are in liquid form.  

 

Cash flow margin Cash flow to debt ratio 

         

     
 

         

                 
 

Table 9 Cash flow ratios 

Another important ratio, especially for studies based on Nordic countries is the cash 

flow margin and the cash flow to debt ratio (Dimitras et al, 1996; Laitinen and Laitinen, 

1998). Generating sales from a company’s assets is important, but even more important 

is generating actual cash from sales since it is cash that pays debt, dividends and in-
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vestments and so on (Fraser and Ormiston, 2009). The cash flow margin therefore 

measures the ability to convert sales into cash. The cash flow to debt ratio is on the oth-

er hand an indicator of the long term perspective how much cash company is generated 

for paying of its debts.  

3.3.5 Summary of financial ratios 

The combination of these ratios shows the whole aspect of a company’s overall effi-

ciency. Combined they represent a good overview of how the company is doing.  

 

Financial structure Debt to asset ratio 

Working capital to asset ratio 

Asset liquidity 

Credit standing Current ratio 

Liquidity ratio 

Interest coverage 

Operating standing Total asset turnover 

Fixed asset turnover 

Net asset turnover 

Profitability Profit margin 

EBITDA margin 

Return on asset 

Return on equity 

Short-term credit standing  

and cash flow ratios 

Cash flow margin 

Cash flow to debt ratio 

Table 10 Summary of financial ratios 
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3.4 The management  

Today much effort is put into increasing the boards, management and leader’s account-

ability towards the stakeholders (Williams, 2006). Regulations today (e.g. International 

Financial Reporting Standards, Generally Accepted Accounting Principles or Sarbanes-

Oxley Act) include rules that it is the management’s responsibility to present a true and 

fair view of the company. These regulations do not regulate everything. They regulate 

what needs to be in the financial statements, but companies can still add additional in-

formation. This is important to understand when comparing the financial statements 

with what the textual presentation given by the company or CEO says. Interpreting 

these regulations could mean a business that is heading for failure must be presented as 

just that, heading for failure. Hines (1988) claimed that accountants create reality, say-

ing a company will fail will lead to panic and hence making the accountants claim come 

true. 

Another concept that is important for a better understanding of how and why the trends 

from the financial statements looks the way they do is the “big bath theory”. The big 

bath theory is making bad results appear even worse. During a bad year, implementing 

the big bath gives the opportunity to enhance the next year’s earnings since the compa-

ny mashes as many negative aspects as possible into one year like doing write-offs, pre-

paying expenses or delaying the realization of revenue. Doing this might gives bonuses 

for the management upcoming year or just gives a brighter picture of the company (Jor-

dan and Clark 2004). This theory is often used by new CEOs, blaming the previous one 

and then receiving really good results the year after (Schäffer et al 2011). 

 

 

 



   

 

 
19 

4 Findings and analysis 

For the readers convenience this thesis will present findings and the analysis of these 

findings in the same chapter. The reason behind that structure is too avoid being to re-

petitive as it would be if the findings and analysis where in separate chapters. It also 

prevents the reader from drawing incorrect conclusions or connections on his own be-

fore reading the analysis.  

4.1 Financial ratios 

After 25 failed firms were chosen, 25 healthy firms with similar asset size were chosen 

as you can see in table 10 below. The (F) represent failed firms while the (H) represent 

healthy firms. Xy BF stands for X year before failure. The data presented is the respec-

tive group’s average, which will then be compared to the failed firms individually in 

chapter 4.2.  

4.1.1 Assets and liabilities 

 

Table 11 Assets and liabilities 4.1.1 

When looking at asset of companies in this study they all start at about the same level as 

intended. When the financial crisis hit at 2007-2008 (four years before failure) the first 

distinction can be seen in total assets and current assets. While healthy firms kept ex-
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panding or generating more current assets, failed firms showed signs of decreasing in 

value, but not at the cost of fixed assets which remains stable. During the period of two 

years prior to failure and three, both healthy firms and failed firms started to increase in 

all assets sizes. Important to note is that healthy firms show much higher level of in-

crease than failed firms. One year before failure, healthy firms started to increase in 

fixed assets, a sign of long term investments, while failed firms could not make neces-

sary investment and saw a decrease. The decrease could indicate either selling off assets 

for needed cash or simply depreciation of its assets while no investments are made. 

Apart from that drop in fixed assets one year prior to failure, assets are not necessarily a 

good indicator of failure but in combination with other factor is still helpful due to the 

fact that healthy firms shows a much stronger growth then failing firms.   

 

 

Table 12 Total debt 4.1.1 

When looking at the total debt the findings suggest that healthy firms borrowed more 

when the crisis hit (four years prior to failure). This could be explained by efficient 

management who knows that their company has room for borrowing and therefore 

maintaining a stable growth and increase in assets (Fraser and Ormiston, 2009). After 

that both healthy and unhealthy firms both increased their debt quite parallel over the 
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years. This must be analyzed in relation to the increase in assets or in other word the 

debt ratio. As long as companies keep growing, more debt should not be a problem. 

However, a growing debt without the rest of the company expanding could be a recipe 

for failure.  

4.1.2 Wu’s trio 

The research done by Wu (2010) was based upon 15 financial ratios, of those 15 Wu 

concluded that only three was needed, the debt to asset ratio, total asset turnover and 

profit margin.  

 

Table 13 Debt to asset ratio 4.1.2 

First by looking at the debt to asset ratio which is given by dividing total liabilities into 

assets there are major distinctions between healthy and failed firms. The healthy firms 

maintain a stable debt ratio at about 65%. Failed firms have a higher debt ratio all the 

way from the start but they also increases with 3-4% every year until they reached over 

90% one year prior to failure. Wu (2010) findings suggested that an average of 70% 

debt ratio or higher was a big indication of failure. That conclusion made by Wu seems 

strengthened by this thesis findings, however even the healthy firms are very near that 

line of 70% so how can that be explained? Today the whole world is struggling with 

debt. Nations, individuals and corporation are borrowing much more than before (econ-

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

5y BF 4y BF 3y BF 2y BF 1y BF

(F) Debt to asset ratio

(H) Debt to asset ratio



   

 

 
22 

omist.com). A possible reason behind the findings in this study in relation to Wu (2010) 

could be that the general level of debt is higher and therefore raises the level of when 

companies can be considered close to failure. Whatever the reason, the empirical find-

ings add to the conclusion made by Dimitras et al., (1996) that this is one of the most 

important ratios for detecting failures. 

The important thing to understand for detecting failure is that not only an extremely 

high debt ratio dangerous, it’s the constant increase prior to failure that is the most im-

portant indicator. As mentioned earlier, both healthy and failed firms had a growing 

debt but that must be analyzed in relation to the rest of the company and the economy in 

general. Another example of why this is true will be seen in the interest coverage ratio. 

When companies have this expanding debt ratio there will be problems in paying the in-

terest on this debt, which in the end will lead to bankruptcy. 

 

Table 14 Profit margin 4.1.2 

The profit margin curve for failed and healthy firms displays very different development 

the years prior to bankruptcy. While starting almost equal at about 2.5% five years prior 

to failure the failed firm’s then drop to a slightly negative margin four years prior and 

stays negative for the remaining years. In addition to the down sloping curve and nega-

tive numbers a big indicator can be seen one year prior to failure when the failed firms 

plummet. The healthy firms on the other hand stay on the positive side without any ma-
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jor decreases. Four years prior to failure inverted development can be seen between 

failed and healthy firms, three and two years prior the change is almost identical with 

the important difference of healthy firms showing the same trends but on the positive 

side. Even the last year before failure both groups have similar pattern, however, failed 

firms shows a much bigger negative progress and healthy firms stay on positive profita-

bility.  

Dimitras et al, (1996) argue that profitability ratios are very useful for detecting failures 

and the findings of this study concurs to that. Although Wu (2010) mentions that num-

bers below 3.55% are dangerous the findings of this study cannot agree to that. The 

findings rather suggest that healthy firms stay above 3.55 most of the time but by that it 

is not reasonable to conclude that being below that is an indicator of failure. Having re-

peated negative profit margins the years prior to failure is the indication of failure with 

the big drop just one year prior. In other words, it is possible that being below 3% is 

dangerous but the true indication comes from a negative profit margin.  

 

Table 15 Total asset turnover 4.1.2 

Total asset turnover measures the management effectiveness in creating revenue from 

the company’s investments. The findings suggest that both failed and healthy firms 

show progress all the way until one year prior to failure where failed firms drops and 
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healthy firms keep increasing. Apart from that last year other difference is the general 

turnover rate is constantly higher for healthy firms.  

Wu (2010) argued that being below 0.94 is an indication of failure and that could be 

true but it does not show in these findings. However it is possible to interpret the find-

ings of this study in two ways. Either it could be that failed firms in general have about 

50% lower turnover ratio compared to healthy firms or beside for the inverted progress 

one year to failure it cannot be used as an indicator hence proving that Wu’s conclusion 

do not apply for this study. 

4.1.3 Interest coverage 

 

Table 16 Interest coverage 4.1.3 

As with profit margin, the interest coverage ratio also starts almost equal five years pri-

or to failure and then show opposite progress from there. Four years prior healthy firms 

increase their ability to pay interest while failed firms’ falls. Healthy firms keeps in-

creasing their interest coverage and failed firms falls below both one and zero and stays 

there for the last four years prior to failure.  

This development is logical if you consider that the debt to asset ratio is constantly in-

creasing while the profit margin is decreasing. As Fraser and Ormiston (2009) stated, 
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falling to these levels are a certain recipe for failure and the findings of this study support 

that claim.  

 

4.1.4 Solvency ratios 

 

Table 17 Solvency ratios 4.1.4 

Current ratio and liquidity ratio are used for measuring short-run solvency. The findings 

suggest that the general level for healthy firms is constantly higher for both ratios but 

both somewhat follows the same trends. The current ratio for failed firms keeps strug-

gling just above that important ratio of 1 and one year prior to failure finally breaks 

through it. When removing inventory from the equation you get the liquidity ratio 

which suggest that healthy firms can pay their day to day business even without inven-

tory while failed firms struggle around 0.7 all years prior to failure. 

This suggests that a constant low level of solvency will lead to failure when the current 

ratio finally goes below one.  
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4.1.5 Working capital to asset ratio 

 

 

Table 18 Working capital to asset ratio 4.1.5 

By dividing working capital (WC) into total assets it becomes clear how much of a 

company’s assets are tied into working capital. Failed firms showed a decreasing ratio 

for all the years except last year prior to failure while healthy firms stayed stable at 

about 20%. The failed firm’s development could be explained mainly by increasing lia-

bilities at a bigger pace then assets. The findings of this study show that assets do in-

crease for failed firms as well so one cannot conclude the reason behind the trend of this 

ratio is due to shrinking assets but rather the relation to liabilities.  

So a down sloping trend for the failed firms is one indication of a business heading for 

failure, with negative numbers two and one year before failure being the final indica-

tion. When the research for detecting business failure started this ratio was already con-

sidered important (Beaver, 1966; Altman, 1968) and Dimitras et al, (1996) claimed it to 

be one of the two most important ratios. The findings suggest it can still be used today 

as a very useful indication hence complying with Dimitras et al., (1996) conclusion. 
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4.1.6 Fixed and net asset turnover 

 

Table 19 Fixed and net asset turnover 4.1.6 

Fixed asset turnover for both healthy and failed firms are somewhat stable over the 

years. However while healthy firms receive good turnover on their long term invest-

ments the failed firms turnover are about half as good over all the years prior to failure. 

When looking at the net asset turnover the development of the ratio is very similar be-

tween failed and healthy firms over all the years and can therefore not be considered a 

good indicator of failure.  

Looking at the fixed asset turnover it seems that both failed and healthy firms increase 

their effectiveness in the last year however this alone does not prove anything. As men-

tioned earlier, the findings show that the actual fixed asset for failed firms in general de-

crease one year prior to failure which could be the explanation this odd development.  
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4.1.7 Return on asset and equity 

 

Table 20 Return on asset and equity 4.1.7 

As a shareholder of a certain company you want good return on your equity. Looking at 

the return on equity, healthy firms show a steady return of 20-25% each year. If you 

compare healthy and failed firms five years prior to failure, they both appear attractive. 

However already at four years prior the failed firm’s shows a decrease to the area 

around 0% and even into negative return. Three and two years prior to failure the 

healthy firm’s keep getting a good return while failed firms stay at or below 0% and fi-

nally one year prior to failure plummets down.  

Returns on assets were looked at both before and after taxes and the results were so sim-

ilar that only one is presented here. As for ROE, five years prior to failure both failed 

and healthy firms return on asset seem attractive and are close to equal. The develop-

ment over the next years however does show differences. While healthy firms are get-

ting more efficient and yielding a higher return, failed firm show an almost identical but 

reverse development. The failed firms see a stable decrease all years prior to failure 

with the biggest decrease in the last year before failure.  
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The results therefore suggest that return on assets is a good indication of failure. If a 

company is showing a decrease in asset efficiency ending with a big drop last year one 

could argue that the company is heading for bankruptcy. The same goes for the share-

holders equity. If a company showing numbers around 0% or below for consequent 

years, it could be a good advice to get out before it is getting worse.  

4.1.8 Cash flow 

 

Table 21 Cash flow ratios 4.1.8 

The cash flow margin or in other words, the ability to convert cash from sales, start out 

almost equal for both groups five year prior to failure at about 5%. The healthy firms 

then stay somewhere around that level for the next years while failed firms show a de-

creasing trend. In general the failed firms manage to stay above 0% four and three years 

before failure. Two years before failure they reach 0% or below and the last year before 

bankruptcy they go well below the 0% mark.  This must be put in relation to actual sales 

to understand what is happening. The mean value of actual sales is actually increasing 

for failed firms with about 12% per year every year until one year prior to failure where 

they stagnate. This means that it is the actual cash flow that is decreasing which lead to 

the conclusion that failing firm having trouble getting paid or as the findings suggest, 

the profit margin of goods sold is decreasing. The cash flow margin sure indicates fail-

ure but must be used together with other ratios for understanding how much. 
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Cash flow to debt ratio on the other hand shows how much of the debt that the current 

cash flow can cover. Healthy firms have healthy constant stats well above 10% all 

years. Failed firms, as with many other ratios, start five years prior with no indication of 

failure with somewhat healthy numbers. Then the key for detecting failure is looking at 

the negative trend. The failed firms cash flow to debt ratio is decreasing every year and 

reaches about 0% or below two years prior to failure. One year before failure it pum-

mels into big negative numbers as a final indication of failure.   

4.1.9 Asset liquidity 

 

Table 22 Asset liquidity 4.1.9 

By dividing current assets into total asset you get the asset liquidity. In general healthy 

firms stay above 70% with good stability while failed firms in stay below that line. 

However the difference is not big and should be treated as such. The findings already 

show that current assets keep increasing all the years for both healthy and failed firms 

but also that fixed assets shrunk the last year prior to failure for failed firms which could 

explain why the asset liquidity actually rises in the last year looking at the graph above. 

Although the mean ratio is lower for failed firms it is reasonable to assume that asset li-

quidity could not effectively be used for indicating failure. Perhaps using it in relation to 

the more useful ratios could help but again, asset liquidity should not be considered a 

key factor for detecting bankruptcy. 
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4.1.10 EBITDA margin 

 

Table 23 EBITDA margin 4.1.10 

Earnings before interest, tax, depreciation and amortization is another profitability ratio 

similar to profit margin and naturally they do look very alike. EBITDA margin for both 

healthy firms and failed firms stands at about 6% five years prior to failure date. Both 

groups then show decreasing numbers for two years in a row but the failed firms show a 

much bigger decrease to about 0% three years prior to failure while healthy firms still 

keep healthy positive numbers above 4%. Two years prior both groups then show posi-

tive signs increasing in relation to the year before. The important difference to notice is 

the actual level of the EBITDA margin, failed firms struggle around 0-1% hence having 

low profitability while healthy firms are in the numbers of 5-6%. One year prior to fail-

ure is where the most indication of failure can be seen by failing firms having their mar-

gin falling into the negatives while health firms stay strong up at about 5%.  

Using EBITDA margin alone for detecting failure could probably be tricky due to the 

increase two years prior to failure. The decreasing level the years before is a sign of a 

company heading for trouble, however when it then increases how could you decide if 

they have fixed their problems or not? As with many other ratios it is hard to use them 

alone, instead they must be used in relation with other ratios for early detection. The last 

year before failure, the EBITDA margin shows strong indication of failure which is also 
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supported by the conclusions from Dimitras et al., (1996). After some hard years it 

breaks the negative line and could probably be considered a strong indication itself and 

with the addition of more ratios showing the same signs it is really useful for the pur-

pose of detecting bankruptcy.  

4.2 Summary and the individual aspect 

Detecting business failure in time is important to all shareholders (Jardin and Séverin, 

2012). The findings in this thesis suggest that there are certain indicators that can be 

useful for that purpose. In this chapter these indicators will be summarized and used for 

finding out how useful they are. This will be achieved by first summarizing the charac-

teristics of failed companies and then by examining how many firms fulfill these crite-

ria’s as a complement to the already presented findings. See table 24 for an overview. 

The need for comparison of the group average with individual groups can be illustrated 

in the total asset last year, where the group average showed for increase while 17 of 

them on an individual basis decreased. It is also important to understand that an increase 

means just an increase; it could still be from bad number to a less bad number. 

 5y bf fail-

ure 

4y bf failure 3y bf failure 2y bf failure 1y bf failure 

Total assets 

Fixed assets 

Current assets 

 Decrease (16) 

 

Decrease (14) 

Increase (12) 

Increase (15) 

Increase (10) 

Increase (22) 

Increase (21) 

Increase (20) 

Increase (8) 

Decrease (19) 

Increase (11) 

Total debt  Decrease (13) Increase (15) Increase (19) Increase (14) 

Debt to asset 

ratio 

 Increase (18) 

>77% (18) 

Increase (14) 

>80% (16) 

Increase (16) 

>83% (16) 

Increase (20) 

>83% (19) 

Profit margin  Decrease (20) <1.4% (18) <0.2% (18) <0 (21) 

Total asset 

turnover 

 <2.7 (19) <2.5 (18) <2.5 (18) <2.4 (15) 

Interest cover-

age 

 Decrease or <0 

(20) 

<1.05 (17) <1.05 (17) <1.05 (23) 

Current ratio <1.3 (19) <1.05 (14) <1.1 (15) <1.1 (15) 

<1.4 (21) 

<1.05 (16) 

<1.2 (21) 

Liquidity ratio <90% (21) <80% (18) <80% (17) <80% (18) <80% (18) 

 

WC/TA  Decrease or <0 

(20) 

Decrease or 

<0 (13) 

Decrease or 

<0 (18) 

Decrease or <0 

(22) 

ROA (net inc)  Decrease (20) Decrease or 

<0 (18) 

<0 (18) 

 

<0 (22) 
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ROE  Decrease (21) <0 (15) <0 (16) <0 (23) 

Cash flow 

margin 

 Decrease (18) <1.2% (13) <0.6% (16) <0.1% (19) 

 

Cash flow to 

debt ratio 

 <5% (20) <4% (17) <2.5% (16) 

 

<2.2% (22) 

EBITDA mar-

gin 

 <2% (13) <2% (14) 

 

<2% (15) 

 

<2% (20) 

 

Table 24 Induvidual ratio summary 

 

4.2.1 Assets and liabilities 

As the average data indicated, assets are expected to fall four years prior to failure 

which the majority of them do. Although the general level of total assets and current as-

sets grow, the majority of the firms actually show decreasing numbers into the third 

year before failure and 22 and 21 of them then increase for the next period. The last year 

the group in average did increase, however looking at them individually it is obvious 

that most of them actually decrease in total assets and current assets. Looking at fixed 

assets for individual firms they show the same pattern as the group average, increasing 

until one year before failure where they drop. For detecting failure looking at assets 

might not be the best choice, however seeing all assets drop in the same year indicates 

problems, especially if they all increased the year before. Using this together with other 

ratios could be a useful aid in detecting failure 1 year prior to failure. Using assets for 

detecting it earlier is not a particular good idea since the data is to inconclusive or 

spread earlier years.  

Looking at debt, it is difficult to draw any conclusions from the individual data. The 

findings already show that the general level of debt increases massively and the spread 

in the individual data can be explained by that a small decrease and a big increase will 

be shown as the same as a big decrease followed by a small increase. One should not 

get too stuck with this individual data using them alone, instead the general level if debt 

should be used in relation with other ratios and the average trend.  
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4.2.2 Wu’s trio 

So the failed groups’ average of debt to asset ratio grew every year and looking at the 

firms individually concurs to that trend. Using this ratio indications of failure can be 

seen already four years prior to failure where it increases from the previous year and 

stay above 77% for 18 of the firms. Three years before failure it is not that clear, but the 

majority still stay above 80% debt to asset ratio and increases from the previous year. 

Two years prior to failure 16 in the group increased and 16 where at this point above 

83%. The biggest indication of failure however can be seen the last year prior to failure 

where 19 where above 83% and 20 of them showed increasing numbers once again. Wu 

(2010) argued that numbers above 70% were an indication of failure but the findings of 

this study actually raise that level. Debt to asset ratio is one of the best indicators of 

failure. It shows hard indication of failure the last year prior to bankruptcy but also the 

years before that which confirms Dimitras et al., (1996) conclusions for this ratio being 

a key for detecting failures. Once again, when comparing individual results with the 

group’s average it is clearer that ratios should not be used alone but instead together 

with each other.  

Another really useful factor for detecting failure is profit margin according to Wu 

(2010) and Dimitras et al., (1996). The failed group’s average showed declining num-

bers in the early years and into a negative profit margin as early as four years prior to 

failure. Comparing that with the individual result the conclusion is reinforced. 20 of the 

firms decreased their profit margin four years prior to failure, 18 were under 1.4% three 

years prior to failure, 18 under 0.2% two years prior and 21 had negative margin last 

year prior to failure. In one sense ratios should not be used alone, however the profit 

margin gives really hard indications all years, especially the last three prior to failure. 

All ratios are somewhat connected, increasing some will decrease others and vice versa 

and if this ratio alone is a strong indicator, together with the other more useful ones it 

will be essential for detection business failure early on. As for the debt to asset ratio, 

Wu’s (2010) conclusions needs to be altered, the claim of being under 3.55% is danger-

ous could be true but for more accurate detection this thesis suggest looking at the 

whole trend for profit margin as well as using 1.4%, 0.2% and 0% as the line for failure 

indication. 
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Total asset turnover was the last of the three ratios pointed out by Wu (2010) with 0.94 

being the dangerous level to cross below. However, the failed groups average did not 

support that being the case today in Sweden. Instead the failed companies had an aver-

age curve between two and three while healthy stayed above three. It is complicated to 

say how useful total asset turnover is since there is no big difference between the failed 

and healthy group. However looking at them separately gives a clearer picture. 19 were 

beneath 2.7 four years prior to failure, 18 beneath 2.5 three and two years prior, while 

15 were below 2.4 the last year before failure. Although the majority of the firms share 

the same attributes, the general level did increase every year but the individual levels 

still suggest that being below 2.7-2.4 could mean trouble in the near future.  

4.2.3 Interest coverage 

From a company’s perspective paying the interest of your debt is crucial for survival. 

The failed group’s average suggested that three years prior to failure they could not do 

that. Being below 1 means a firm cannot pay their interest. Four years prior to failure 20 

companies decreased or were below 0 in their interest coverage ability. 17 firms were 

beneath 1.05 three and two years before failure and a staggering 23 below 1.05 the last 

year before failure. By comparing the group average with the individual result it indi-

cates that looking at the trend is important, being low for consecutive years will be hard 

to get out of. A big decrease or being below 0 should get you worried, seeing the com-

pany stay below 1.05 should make you realize this company is heading for failure ac-

cording to the findings.  

4.2.4 Solvency ratios 

When looking at the current ratio the failed group average suggested staying close or 

below 1 indicates failure. The individual data support that claim to some degree. 14 

firms were below 1.05 four years prior to failure. Although that’s the majority of the 

firms, it can still be considered somewhat weak. Three and two years prior to failure, the 

individual data show that 15 of the firms are below 1.1. The last year before failure, 16 

were beneath 1.05 and 21 under 1.2. Putting the average and individual data together 

suggest that Staying somewhere below 1.2-1.1 two years prior to failure can be used as 

useful indication of a company heading for bankruptcy. Raising the level to 1.4 two 

years prior to failure makes 21 firms apply to that criterion as well.  
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Removing the inventory from the equation gives the liquidity ratio. Having low short 

term solvency leads to problems and the average findings suggested that failed firms 

were much lower than healthy firms. 21 firms were under 90% five years prior to fail-

ure, 18 below 80% four years prior and 17 below 80% three years prior. Two and one 

year prior to failure 18 firms were beneath 80%. This in relation to the group average 

shows that liquidity ratio can and should be used for detecting failure. This ratio does 

not go up and down that much, instead it stays pretty stable and therefore using a certain 

level as indicator can be useful. The findings suggest 80% being that crucial level. 

However in addition with other useful ratios it grows in strength as can be seen in table 

25.  

4.2.5 Working capital to asset ratio 

If a company’s liabilities increase at a faster pace than the assets as we see from the debt 

to asset ratio it will show in the working capital to asset ratio as well. As mentioned ear-

lier, when the research for detecting business failure started this ratio was used frequent-

ly (Beaver 1966; Altman 1968) and both the individual data and failed group average 

give reason to why. A constant decrease or being below 0 was suggested as indication 

from the group average. Using that criterion on an individual basis will support that 

suggestion as seen in table 24. 20 of the firms decreased or were below 0 four years pri-

or to failure, only 13 three years prior and then 18 two years prior and 22 the last year 

before failure. This leads to the conclusion that looking at the trend is essential, declin-

ing development or negative ratio at four, two or one year prior to failure is a strong in-

dication of a firm heading for bankruptcy. For some reason about half of the firms in-

creased or had positive numbers in the middle of this five year cycle. One explanation 

could be the big bath theory. Four years prior when the financial crisis hit, the firms 

knew it was going to be a bad year and therefore took a bigger loss on purpose so they 

had the possibility for good numbers the year after. That will of course only work for so 

long and the reality catches up, hence explaining the increase in firms meeting the crite-

ria the years after that. As mentioned earlier, Dimitras et al., (1996) claimed this to be 

one of the most important ratio and the individual results as well as the grouped average 

confirm that claim. 
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4.2.6 Return on asset and equity 

The conclusions based on the failed group average were that decreasing numbers year 

by year ending by a significant drop indicated failure. The individual data show that 20 

firms decreased their ROE four years before failure, 18 decreased or were below 0 three 

years before. Two years before failure 18 firms had an ROE of less than 0 and 22 less 

than 0 the last year before failure. The individual findings therefore support and enhance 

the conclusion based on the group average. Seeing the return on asset dropping fol-

lowed by even more drops, or the return being less than 0 for consequent years strongly 

indicates failure in the near future.  

The characteristics of return on equity match the ROA but with a steeper drop the last 

year prior to failure. ROE declines year by year into the negatives according to the 

failed group average and the individual data support that. 21 firms decreased four years 

prior to failure, 15 had less than 0 three years prior and 16 less than 0 two years prior. 

The last year prior to bankruptcy, the ROE plummeted down significantly and 23 firms 

matched the criteria of having a ROE of less than 0. The decreases of the return ratios 

can certainly occur even for firms not failing, hence that alone should not be used for 

detecting failure. However, together with the other more useful ratio it can surely be 

used as support for detecting failing firms. Both ROE and ROA give strong indications 

of failure the last two years prior to failure and with the grouped average in mind, using 

the less than 0 criteria for the last two years should be a successful tool for detecting 

bankruptcy. Something extra to remember is that ROE does not just decrease the last 

year, it decreases significantly. 

4.2.7 Cash flow 

The failing group average already shows that the cash flow margin level decreases for 

failing firms year by year but is it possible to insert certain levels which can be used as 

pointers for detecting failure? 18 firms did show decreasing cash flow margins four 

years prior to failure. For the last three years prior to failure, 1.2%, 0.6% and 0.1% are 

used as the criteria in the individual examination. Three years prior, only 13 had less 

than 1.2%, 16 were beneath 0.6% two years prior and 19 had a cash flow margin under 

0.1%. How should these findings be interpreted? A low cash flow margin surely indi-

cates a struggling company and a decrease followed by low numbers are distinguishing 
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from healthy firms. The findings do not support any useful indication three years prior 

to failure. However, two years prior cash flow margin less than 0.6% gives indication of 

something bad going on if that is followed by a year below 0.1% we can consider that a 

strong indication for detecting bankruptcy.  

For the cash flow to debt ratio following levels were used as criteria; <5%, <4%, <2.5% 

and <2.2%. 20 firms had less than 5% four years prior to failure, 17 less than 4% four 

years prior and 16 less than 2.5% two years before failing. The last years criteria 

showed to be most useful with 22 firms fulfilling that <2.2% cash flow to debt ratio. For 

the purpose of detecting failure these numbers can be used but keep in mind that it is the 

trend and development that is important according to the findings. One year with less 

than 2.2% must not mean the company is failing, rather staying below these numbers in 

the following years. As for the majority of the ratios used in this thesis, using them to-

gether to understand the whole picture is essential.  

4.2.8 EBITDA margin 

The failed firm group average shows that EBITDA margin general level is decreasing 

over the years (except two years prior) with a big decline into the negatives the last year 

prior to failure. For detection purpose it is interesting to calculate what actual level it is 

dangerous to be beneath. Four and three years prior, <2% were used with only 13 and 

14 firms fulfilling that criteria. Two years prior 15 firms were under 2%, and the last 

year before failure 20 had an EBITDA margin less than 2%. As already stated from the 

group average analysis using EBITDA margin is tricky, especially in the early years. 

However the individual data suggest that 20 of 25 firms being below 2% the last year 

prior to failure strongly indicates the failure. This is supported by the grouped average 

findings which showed the same tendency, as well as previous research mentioning this 

as a very useful factor for detecting failures (Dimitras et al., 1996). 

4.2.9 Excluded factors 

Some of the factors examined were removed or rather excluded for being irrelevant or 

showing no indication for failure or in other word useless for detecting failure. These 

are asset liquidity, net asset turnover, fixed asset turnover. Also ROA before tax were 

removed since it was close to identical as ROA using net income. 
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4.3 Combining the ratios makes the difference 

Some ratios might surely be useful alone, but together they grow in capability. To illus-

trate why combining ratios are powerful, table 25 combines the ratios with most prog-

nostic value for the last year prior to failure. Of the group of 25 failed firms 16 of them 

meets 10 or more of these criteria’s. 18 fulfill 9 or more and 21 firms meet 8 or more 

criteria, hence supporting the claim that ratios should be used together for building that 

strong tool for detecting bankruptcy. 

 

Name Criteria for one year prior to failure 

Debt to asset ratio Increase 

Debt to asset ratio >83% 

Profit margin <0% 

Interest cover <1.05 

Current ratio <1.2 

Liquidity ratio <80% 

Working capital/total assets Decrease or <0% 

Return on assets <0% 

Return on equity <0% 

Cash flow margin <0.1% 

Cash flow to debt ratio <2.2% 

EBITDA margin <2% 

Table 25 Illustration of combined ratios 
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4.4 Words from the CEO  

To add an interesting perspective to the heavy quantitative structure of the thesis five 

failed firms were randomly chosen for a closer inspection of how they present their situ-

ation in relation to what the financial statement suggests is going on. 

When talking about important events during and after the fiscal year “Expert Sverige 

AB” mentions being one of the leading companies in the Swedish market. They men-

tion increasing competition leading to a heavier pricing pressure which they claim have 

affected their margins and earnings. After that they go into explaining that due to recon-

structing and developing their retail concept some stores will be closed. In one chapter 

they discuss future development where they claim to have the best local presence, are 

well prepared for the future and being part of an Nordic concern adds to their strength. 

Looking at table 25, this company fulfills 12/12 of the critical ratios and nowhere in 

their presentation about the future is any real concern expressed. Instead they talk about 

how well prepared they are and if they have to close any stores it is due to reconstruc-

tion. So the key word here is reconstruction and presenting how strong they stand. 

Company 2 was “Booforssjö AB” which had experienced some troubling profitability 

for a few years. This is explained by the general market price increased for their product 

and the increase of the Swedish currency against the Euro. Because of this development 

the board decided to implement an action package which meant that a new business plan 

was produced. They presented this package as focusing on their core business which led 

to that some facilities had to be sold or closed. When discussing the future outlook the 

reconstruction is given credits for good effect and the demand for their products is said 

to be strong and stable. All in all they claim the conditions for an acceptable develop-

ment of their earnings as good. As for company 1, this company also fulfills 12/12 of 

the critical criteria’s presented in table 25 but still the focus of their firms presentation 

of themselves gives the reader a positive idea.  

The next company, “Vida paper AB”, produced graphic and colored paper. When dis-

cussing important events all focus is on presenting what new products they have and 

what improvements that had been made in their equipment. For the future outlook they 

start by stating that the price of their new product is very volatile over time and to reach 

a more stable situation they are looking into further developing products with more nar-
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row quality demands and higher service demand. They write that they need to focus on 

their market share for colored paper and to refine their customer stock. Also focus on 

developing the energy sector, possible investment and decreasing their energy applica-

tion. This company puts all their efforts in presenting what they are focusing on and 

nothing about any troubles they might have. Looking at table 25, this company fulfills 

9/12 of those criteria that indicate failure.  

“Karlit Aktiebolag” was chosen as the fourth company. They fulfill 11/12 of the failure 

indicating criteria. One important event that occurred during the year was losing one of 

their biggest customers which they write did negatively affect their earnings. They con-

tinue by explaining that they now want to focus on smaller but more customers instead. 

This is calculated to give effects the coming year (when the bankruptcy in fact occurred) 

hence the company has a positive outlook for the future. In addition to that they discuss 

the development of new products and materials that are going to be sold the coming 

year. It is interesting to see that even though the financial statements suggest they are 

heading for failure, the presentation of the company’s future outlook is positive. The on-

ly negative mentioned, losing a big customer is turned into a new broader customer fo-

cus.  

The last company inspected were “Stark Entrepenad i Sverige” which fulfilled 8/12 of 

the indicators for failure. They are very short in their description of important events or 

the future outlook. They mention changing the fiscal year and that by a stable base the 

company’s future development is assessed to be positive with the main focus on con-

struction, exterior renovation and concrete. 

It is clear that the presentation given by the companies on the future outlook and im-

portant events are much decoupled from what the financial statements indicates. Instead 

of mentioning what perhaps is the true picture they use word as reconstruction, focus 

and seeing opportunities. From this it is reasonable to argue that trying to detect a busi-

ness heading for failure is probably not achieved by looking into the company’s textual 

presentation. Although one must keep in mind that this might be a necessary “evil”. As 

Hines (1988) argued, the accountants might be creating the reality and writing in the fu-

ture outlook that things are looking really bad and the firm is probably heading for fail-

ure could actually make that happen on its own. 
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5 Conclusion 

The ability to identify or judge firms headed for failure is important for stakeholders at 

all times, and particularly in times of economic crisis (Wu, 2010).  This thesis examines 

if it’s possible to detect firms heading for failure by looking at the firm’s financial 

statements. By comparing the financial attributes of 25 Swedish companies which has 

filed for bankruptcy with 25 healthy Swedish companies this thesis sets out to answer 

following questions; 

 By examining the financial reports of a company, can failures be predicted?  

- If so, what level of forecasting value do financial statements possess? 

Smith (2006) argues that forecasts based on the financial statements are just polishing 

historical data and that accounting refers to past time. However, one could argue that the 

financial statements today include a whole lot of valuing assets and liabilities, which 

truly refers to predicting the future more than just a snapshot of the history. 

The findings of this study show that failures can be predicted since several attributes 

and differences between failing and non-failing companies can be distinguished which 

is summarized in table 26 below. In general the forecasting value of the financial state-

ments is highest one year prior to failure and then decreases the further away from the 

year of failure you get. For the last year prior to failure this study identified 12 critical 

ratios that show strong indications of failure with debt to asset ratio, profit margin, in-

terest coverage, working capital to asset ratio, return on asset and equity and cash flow 

to debt ratio being the most useful ones. The earlier years also possess forecasting val-

ue, however these results are naturally not as strong as the ones closest to failure, in-

stead they must be used for looking at the trend and as table 25 illustrates, the true pow-

er of predicting bankruptcy comes from combining the ratios and looking at the bigger 

picture, hence combining the ratios increases their forecasting value which can be ap-

plied for the earlier years as well. 

An interesting perspective to predicting failures comes from examining the textual 

presentation from the annual report. The presentations do not include hints that can be 

used for detecting failures; instead they present a quite positive outlook and use word as 

focusing, reorganization and opportunities. As Hines (1988) argued, the accountants 
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might be constructing the reality, presenting the firm as failing might just lead to that. 

So the financial ratios and the textual presentation of the future are decoupled and may-

be for the best. It is possible that giving a positive look might save some companies that 

are walking the line.  

 

 5y bf failure 4y bf failure 3y bf failure 2y bf failure 1y bf failure 

Debt to asset 

ratio 

Debt to asset 

ratio 

 Increase  

 

>77%  

Increase  

 

>80%  

Increase  

 

>83%  

Increase  

 

>83%  

Profit 

margin 

 Decrease  <1.4%  <0.2%  <0  

Total asset 

turnover 

 <2.7  <2.5  <2.5   

Interest 

coverage 

 Decrease or 

<0  

<1.05  <1.05  <1.05  

Current ratio    <1.4  <1.2  

Liquidity 

ratio 

<90%  <80%  <80%  <80%  <80%  

 

WC/TA  Decrease or 

<0  

 Decrease or 

<0  

Decrease or 

<0  

ROA (net 

inc) 

 Decrease  Decrease or 

<0 

<0  

 

<0 

ROE  Decrease  <0  <0  <0  

Cash flow 

margin 

 Decrease   <0.6%  <0.1% 

 

Cash flow to 

debt ratio 

 <5%  <4%  <2.5%  

 

<2.2%  

EBITDA 

margin 

   

 

 

 

<2%  

 

Table 26 Conclusion summary of key ratios for failed firms 
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5.1 Further reserach 

This thesis focused on the financial ratios and added the textual presentation from a few 

firms for an interesting perspective. The results suggested that it could be interesting 

digging deeper into the textual presentation. Other aspects that uncovered while doing 

this thesis that could prove to be useful is looking into were how many employees from 

staffing agencies a company uses and how that change during the years prior to failure.  

5.2 Contribution 

The findings of this study contribute both in a theoretical as well as a practical fashion. 

On a theoretical level it provides a number of useful ratios for predicting failure, their 

critical levels and how the trend looks the earlier years prior to failure which can be 

used for further deeper research making the prediction variables even more reliable. On 

a practical level it gives stakeholders a tool for detecting failures, hence supporting them 

in their decision making.  
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Appendix 1 Bankruptcy statistics from credisafe.se 
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Appendix 2 List of selected companies 

Failed firms Healthy firms 

Expert Sverige AB ALSO ACTEBIS AS 

Booforssjö AB Nexans Sweden AB 

Panaxia AB Lenovo (Sweden) AB 

Vida Paper AB PanPower AB 

Nimbus Boats Sweden AB K-rauta AB 

Backgårdens Bygg Bo Johansson AB Bröderna Brandt Bilaktiebolag 

Panaxia Security AB Kuehne & Nagel AB 

Aktiebolaget Wilhelm Kindwall CDON AB 

Kindwalls Bil Aktiebolag Epsilon Holding AB 

Nimbus Boats Aktiebolag Polarrenen Aktiebolag 

Karlit Aktiebolag Havilog AB 

Stark i Sverige AB Aktiebolaget Anders Löfberg 

Regenersis Nordic AB Aktiebolaget Zelda 

Kadax Production AB Betsson AB 

Expert Stormarknad i Sverige AB Bergteamet AB 

Stark Entrepenad i Sverige AB Thule Sweden AB 

BAC Såg och Hyvleri AB ÅF-Industry AB 

HAVVS Förvaltnings Aktiebolag Inflight Service Europe AB 

Mark o VA i Malmö AB Aktiebolaget Box Play 

ESV Partner AB Gunnar Drougge AB 

Color Print Sweden AB Ovako Hellefors AB 

DalaFloda Group AB Plaza Publishing Group AB 

Brandworld Sverige AB Carrier Transicold Sweden AB 

C-K-A charkförmedling Aktiebolag  Pdb DataSystem AB 

Intercontainer (Scandinavia) Aktiebolag Accona Industrier AB 

 

 


