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GOING CONCERN ASSESSMENT AND 

DISTRESS ANALYSIS    
 

INTRODUCTION 

The concept of going concern—the assumption that a business will continue its operations for the 

foreseeable future—is fundamental to financial reporting and organizational stability. Assessing a 

company's ability to maintain this status is a critical aspect of financial management, as it ensures 

stakeholders have confidence in the entity's viability. This article explores the application of financial 

statements in evaluating going concern status and conducting distress analysis, providing tools and 

frameworks to identify early warning signs of financial instability. 

Financial statements play pivotal role in going concern assessments and distress analysis. The balance sheet, 

income statement, and cash flow statement offer a detailed view of an organization's financial position, 

operational performance, and liquidity. By examining these documents, businesses can detect indicators of 

distress, such as recurring losses, negative cash flows, or deteriorating solvency metrics, and take corrective 

actions before challenges escalate. 

This article discusses the critical role of financial ratios, such as the current, debt-to-equity, and interest 

coverage ratios, in assessing a company's financial health and ability to meet short- and long-term 

obligations. It also introduces techniques such as trend analysis and benchmarking to evaluate performance 

over time and relative to industry peers. 
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GOING CONCERN ASSESSMENT  

The assumption of going concern is fundamental to accounting and financial reporting. It assumes that a 

company will continue its operations for the foreseeable future without the intention or necessity of 

liquidation or significant downsizing. Financial statements play a critical role in evaluating whether this 

assumption holds. 

Financial Statements assist in the assessment of Going Concern as enumerated below. 

 

Indicators of Going Concern Issues 

Financial statements provide key insights that help identify potential going concern problems: 

 

 

1. Balance Sheet: 

a) Negative Net Worth: When liabilities exceed assets, this indicates potential insolvency. 

b) Low Liquidity Ratios: A current ratio below 1 or negative working capital suggests 

tightness in liquidity and an inability to meet short-term obligations. 

 

2. Income Statement: 

a) Sustained Losses: Continuous operating losses over several periods may indicate financial 

instability. 

b) Declining Revenue: A consistent decrease in revenue can threaten long-term viability. 
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3. Cash Flow Statement: 

a) Negative Operating Cash Flows: Persistent negative cash flow signals that the company 

struggles to generate cash from core operations. 

b) High Financing Dependence: Excessive reliance on debt or equity funding rather than 

internal cash generation over a continuing period indicates financial viability. 

 

4. Audit Reports: 

Financial statements often come with an auditor’s assessment. A qualified opinion or 

emphasis of matter paragraph about going concern issues is a red flag. 

 

Ratios and Metrics for Going Concern Evaluation 

1. Debt-to-Equity Ratio: High levels suggest over-leverage, increasing financial distress. 

2. Interest Coverage Ratio: Low or negative values indicate difficulty in servicing debt. 

3. DSCR: If DSCR is below 1, the company cannot meet debt obligations without external support. 

4. Working Capital: Negative working capital suggests potential liquidity issues. 

 

Management’s Responsibility 

Management uses financial statements to prepare forecasts and budgets to show projected improvements. 

In the Board report and material accounting policies, Management has to disclose uncertainties and 

mitigating strategies in notes to the financial statements. 

 

Illustration of Going Concern Assessment 

Example: Retail Chain Company 

Scenario: A retail company, ABC Retail plc., experiences declining sales due to increased competition. 

 

Key Financial Statement Indicators: 

Balance sheet shows net liabilities of $ 5 million, with current liabilities of $ 10 million against current 

assets of $ 6 million. 

The income statement reveals losses of $ 3 million for two consecutive years. 

The cash flow statement highlights negative operating cash flows of $ 2 million annually. 

The auditor’s report flags doubts about the company’s ability to continue as a going concern. 

 

Case Study: XYZ Construction plc. 

Background: 

XYZ Construction plc., a mid-sized construction company, faced a severe liquidity crisis due to project 

delays caused by regulatory hurdles. The company’s financial statements raised concerns about its ability 

to continue as a going concern. 

 

Financial Statement Analysis: 

1. Balance Sheet: 
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a) Negative net worth of $10 million. 

b) Long-term debt of $50 million with upcoming repayments totaling $15 million in the next 

12 months. 

c) Current ratio of 0.7. 

2. Income Statement: 

a) Annual revenue declined by 40% in the last two years. 

b) Losses of $ 8 million in the most recent financial year. 

3. Cash Flow Statement: 

a) Operating cash flows of $ -5 million. 

b) There is heavy reliance on short-term borrowings to fund operations. 

4. Audit Report: 

The auditor issued an emphasis of matter paragraph on material uncertainty about the going concern 

assumption. 

 

Management’s Actions: 

Management articulated a revised strategy by taking the following actions: 

It renegotiated loan terms with banks, financial institutions, and other creditors, extending repayment 

schedules. 

It raised $20 million equity from private investors. 

It also focused on high-margin projects to stabilize cash flow. 

 

Disclosures: 

The entity included detailed disclosures in the financial statement notes about steps to address liquidity 

challenges. 

 

Outcome: 

With the corrective actions and positive investor sentiment, XYZ Construction Ltd. gradually restored its 

financial stability. Subsequent financial statements showed improvements, and the going concern 

assessment was no longer flagged in the auditor’s report. 

 

Conclusion 

The foregoing analysis shows that financial statements are indispensable tools in assessing an entity’s going 

concern status. Management, auditors, and stakeholders can make informed decisions by analyzing critical 

metrics and identifying red flags. As illustrated in the XYZ Construction case, proactive use of financial 

statements and transparency can help navigate financial challenges and restore confidence in a company’s 

ability to operate as a going concern. 

 

DISTRESS ANALYSIS 

Financial statements are key tools used to evaluate a company's financial health. They provide crucial 

information about the company's assets, liabilities, revenues, and expenses, which can be analyzed to detect 

early warning signs of financial distress. By examining the financial statements, stakeholders (investors, 
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creditors, and management) can assess whether a company is at risk of financial trouble and take preemptive 

measures. 

The aspects wherein financial statements assist in the assessment of Distress Analysis are as follows: 

 

Liquidity Analysis 

Liquidity ratios derived from the financial statements assess the company’s ability to meet short-term 

obligations. A decline in liquidity can indicate potential distress. 

Current Ratio (Balance Sheet):  

Current Ratio=Current Assets / Current Liabilities  

Quick Ratio (Balance Sheet):  

              Quick Ratio= (Current Assets−Inventory) / Current Liabilities 

 

Warning Sign: A current ratio below 1.0 suggests the company might struggle to pay its short-term 

liabilities, indicating potential distress. 

 

Example: If a retailer’s current ratio drops from 1.5 to 0.8 over consecutive quarters, it could signal cash 

flow problems and a need to restructure debt or increase short-term financing. 

 

Solvency Analysis 

Solvency ratios assess a company’s long-term financial stability by measuring its ability to meet long-term 

obligations. High leverage (debt) relative to equity can increase financial risk. 

Debt-to-Equity Ratio (Balance Sheet):  

 Debt-to-Equity Ratio = Total Liabilities / Shareholders’ Equity 

Interest Coverage Ratio (Income Statement):  

Interest Coverage Ratio = EBIT / Interest Expense 

 

Warning Sign: A high debt-to-equity ratio or a low-interest coverage ratio indicates excessive debt, which 

may lead to financial distress, especially if earnings decline. 

 

Example: If a manufacturing company has an interest coverage ratio of 1.2 (close to 1), it indicates that its 

earnings barely cover interest expenses. Any decline in revenue could push the company into distress. 

 

Profitability Analysis 

Profitability ratios help assess whether a company’s operations are generating adequate profits. Declining 

profitability can signal distress, especially if the company struggles to cover fixed costs. 

Net Profit Margin (Income Statement):  

Net Profit Margin=Net Income / Revenue×100 

Return on Assets (ROA) (Income Statement and Balance Sheet):  

ROA=Net Income / Total Assets×100 
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Warning Sign: A consistently declining net profit margin or negative ROA suggests that the company’s 

core operations are unprofitable, potentially leading to distress. 

Example: If a tech company’s net profit margin decreases from 15% to 5% over a year, it may indicate 

increased competition or rising costs, putting the company at risk of financial trouble. 

 

Cash Flow Analysis 

The cash flow statement is crucial in distress analysis because it highlights the company’s ability to 

generate cash from operations, which is vital for paying bills and servicing debt. 

• Operating Cash Flow: Operating Cash Flow=Net Cash from Operating Activities 

• Free Cash Flow: Free Cash Flow=Operating Cash Flow−Capital Expenditures 

 

Warning Sign: Negative operating cash flow or consistently negative free cash flow indicates that the 

company is not generating enough cash from its core business, a strong signal of potential distress. 

Example: A company that reports positive net income but negative cash flow from operations may have 

issues with receivables collection or inventory management, suggesting liquidity problems. 

 

Altman Z-Score Analysis 

The Altman Z-Score is a predictive model used to assess the likelihood of bankruptcy. It combines 

multiple financial ratios into a single score to indicate financial distress. 

Formula for Altman Z-Score (for Manufacturing Firms) 

Z-Score =1.2X1+1.4X2+3.3X3+0.6X4+1.0X5 

Where: 

X1 = Working Capital / Total Assets 

                       Measures liquidity and the ability to cover short-term obligations. 

X2 = Retained Earnings / Total Assets 

                       Indicates the cumulative profitability and financial health. 

X3 = Earnings Before Interest and Taxes (EBIT) / Total Assets 

                       Reflects the operating efficiency of the company. 

X4 = Market Value of Equity / Total Liabilities 

                       Shows the cushion available to absorb financial shocks. 

X5 = Sales / Total Assets 

                       Measures asset efficiency in generating revenue. 

 

Interpretation of the Z-Score 

i) Z-Score > 2.99: The company is financially stable, with a low risk of bankruptcy. 

ii) Z-Score between 1.8 and 2.99: The company is in the “grey zone” with a moderate risk of distress. 

iii) Z-Score < 1.8: The company is in the distress zone, indicating a high risk of bankruptcy. 

 

Example: A company with a Z-score of 1.5 falls into the distress zone, indicating a high likelihood of 

financial trouble. Management may need to take corrective actions like reducing debt or restructuring 

operations. 
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Optimizing Financial Health to Prevent Distress 

Steps considered in optimizing financial health to prevent Distress are enumerated below. 

 

1. Improve Liquidity: 

a) Enhance Cash Flow: Accelerate receivables collection and extend payables where 

possible. 

b) Reduce Inventory: Implement efficient inventory management to free up cash. 

 

2. Strengthen Solvency: 

a) Reduce Debt: Pay down high-interest debt to lower financial leverage. 

b) Restructure Financing: Refinance loans to secure lower interest rates and extend payment 

terms. 

 

3. Boost Profitability: 

a) Cost Management: Cut non-essential expenses and focus on high-margin products or 

services. 

b) Revenue Growth: Explore new markets or increase sales through marketing and product 

development. 

 

4. Maintain Positive Cash Flow: 

a) Optimize Operations: Focus on generating cash flow from core business activities. 
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b) Manage Capital Expenditures: Delay non-essential investments during periods of 

financial strain. 

 

Illustration 

Let us go through a practical example of calculating the Altman Z-Score using hypothetical data for a 

manufacturing company. This will demonstrate how to interpret the score and assess the risk of financial 

distress. 

Here is the summarized data for Company XYZ for the current fiscal year: 

Item Value (in $ million) 

Total Assets         100 million 

Working Capital           15 million 

Retained Earnings           20 million 

EBIT (Earnings Before Interest & Tax)           18 million 

Market Value of Equity           50 million 

Total Liabilities           40 million 

Net Sales         120 million 

 

Step 1: Calculate the Components of the Z-Score 

Let us compute each component of the Z-Score formula using the given data: 

1. X1= Working Capital / Total Assets 

             X1 =15 / 100 = 0.15 

2. X2=Retained Earnings / Total Assets 

              X2 = 20 / 100 = 0.20 

3. X3=EBIT / Total Assets 

              X3 = 18 / 100=0.18 

4. X4=Market Value of Equity / Total Liabilities 

              X4 = 50 / 40=1.25 

5. X5 = Sales / Total Assets 

              X5=120 / 100=1.20 

 

Step 2: Calculate the Altman Z-Score 

Now, let us plug these values into the Altman Z-Score formula: 

Z-Score = 1.2X1+1.4X2+3.3X3+0.6X4+1.0X5 

Z-Score = (1.2×0.15) + (1.4×0.20) + (3.3×0.18) + (0.6×1.25) + (1.0×1.20) 

 Z-Score= 0.18 + 0.28 + 0.594 + 0.75 + 1.20 

Z-Score=3.004 
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Step 3: Interpret the Z-Score 

a) Z-Score = 3.004, which is greater than 2.99. 

b) This score suggests that Company XYZ is in the “safe zone,” indicating low risk of financial 

distress. 

 

Analysis 

The strong Z-Score is driven by high liquidity (X1), retained earnings (X2), and good market value coverage 

relative to liabilities (X4). 

The company has healthy profitability (X3) and efficient sales generation (X5), contributing positively to 

the overall score. 

 

Examples of Non-Manufacturing or Private Companies 

The formula can be adjusted for non-manufacturing or private firms because they may not have a strong 

asset base like manufacturing firms. One common modification is: 

 

           Z-Score = 0.717X1+0.847X2+3.107X3+0.420X4+0.998X5 

 

This adjusted formula places less weight on asset-based metrics and more on profitability and market value 

components. 

 

Key Takeaways 

1. Altman Z-Score is a reliable tool for quickly assessing the risk of financial distress or bankruptcy. 

2. Scores above 2.99 generally indicate financial stability, while scores below 1.8 suggest high risk. 

3. It is crucial to adapt the model based on the type of firm being analyzed (manufacturing, non-

manufacturing, or private). 

 

Conclusion 

Financial statements provide critical insights into the financial health of an organization, allowing 

stakeholders to detect signs of distress early. By analyzing liquidity, solvency, profitability, and cash flow, 

as well as using models like the Altman Z-Score, companies can identify areas of weakness and implement 

strategies to avoid financial trouble. Proactive management and continuous monitoring of these indicators 

are essential for maintaining financial stability and ensuring long-term viability. 

 
To avert going concern and distress-related issues, businesses should implement proactive financial planning, 

enhance cash flow management, and maintain sufficient liquidity reserves. Strengthening revenue 

diversification, cost optimization strategies, and access to emergency financing can help mitigate financial 

instability. Regular financial monitoring and stress testing can ensure timely interventions to prevent crises. 

Additionally, companies should establish strong governance frameworks, improve risk management policies, 

and foster transparency in financial reporting. Engaging in strategic partnerships, renegotiating debt terms, and 

implementing turnaround strategies—such as asset reallocation or restructuring—can further reinforce financial 

resilience. 

 


