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TRENDS OF DEVELOPMENT IN THE THEORY
OF CORPORATE FAILURE

<€ Summary >

Kazuhiko Higuchi

The ability to provide an early warning of corporate failure is very
important from two points of view. (1) The first is economic point
and (2) the second is social point.
An early warning system of failure will enable all parties involved
in the corporation to take preventive measures: changes in manage-
ment policy, reorganization of financial structure and improvement of
resource allocation.
In this paper we discuss three major models,
(1) A univariate model — This is Beaver’s financial ratio model and
the most successful predictor was the cash flow to total debt
ratio.
(2) A multivariate model — This is Altman’s multiple discriminant
model.
An early warning power of 22 ratios is investigated. And the following
combined ratios performed the best.

X; = working capital/total assets

X, = retained earnings/total assets

X; = earnings before interest and taxes/total assets

X4 = market value of equity/book value of total debt

Xs = sales/total assets

The five-variable model using data of one year before failure correctly
classified 95%.

But with respect to the normative aspect, the ability of these models
is vague.
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The third is the gambler’s ruin model which is a straightforward risk
parameters may be derived, based on variables which characterize the
management process.

We think that this approach will be a central idea for the theory
of corporate failure.



