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ABSTRACT 

In this paper attempts are made to identifY determinants of financial distress in 

selected beverage and metal manufacturing firms in Ethiopia. The study estimates 

determinants offinancial distress using panel data startingjrom 1999 to 2005. Using 

panel data regression, the researcher analyzed internal and some of extemal factors 

affectingfinn 'sfinancial distress. 

The results show that profitability, firm age, liquidity and ejjiciency (EfJ) have 

positive and significant influences to Debt Service Coverage (DSC) as a proxy of 

financial distress. On the other hand, leverage (Lev) has a negative and significant 

relation with DSC. Other variables such as operational viability and good corporate 

govemance have no significant impact on the status of firm's financial distress. 

Furthermore, the analysis indicated that operationally viable companies in some 

period of time should not be a guarantee that the companies going concern to fit/fil its 

liabilities. Liquidity of companies which can be a prominent point can be recognized 

by evaluating cash flow peljormance. 

On the other case, the response of financial managers to the sample questionnaires 

indicates that firm 's liquidity, leverage, profitability, ejjiciency;firm size and low debt 

service coverage are the main causes of finanCial distress at highest degree. The 

variable operational viability causes firm's financial distress at higher level. On the 

other hand, the variable such as macroeconomic factors, industrial relations, good 

corporate governance implementation problems and firm age causes financial 

distress at lower level. 
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CHAPTER ONE 

1.IINTRODUCTION 

Financial distress is defined as "the likelihood of bankruptcy, which depends on the 

level of liquid assets as well as on credit availability" Hendel (\996). This is the 

probabilistic definition given by Hendel in 1996, but various scholars given various 

contextual definitions for financial distress. There is no exact definition given for 

financ ial di stress by any scholar, this is due to its complexity and variety of causes. 

Financial distress is surprisingly hard to define precisely. This is true paltly because 

of the variety of events befalling firms under financial distress. The list of events is 

almost endless but here are some examples: dividend reductions, plant closings, 

losses, layoffs, CEO resignations, plummeting stock prices. "Financial distress is a 

silllation where a firm's operating cash flows are not sufficient to satisfY current 

obligations (such as trade credits or interest expenses) and the firm is forced to take 

corrective actioll" Wruck (\ 990). 

Nowadays, most of the manufacturing finns in Ethiopia experience financial distress 

situation, due to low level of debt service coverage. The financial reports of most of 

manufacturing finn shows that on average the debt service coverage ratio of less than 

fi fty percent. This indicates that the firm ' s available cash is unable to cover the 

principal and interest on the bank loan. The liquidity position of the finns, which is 
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measured by current assets to current liabilities, IS below the theoretica l industry 

average. 

As long as liquidi ty is not maintained, many highly leveraged firms are not able to 

renegotiate their debt agreement if they are breached contract; rather they go for 

reorganiza tion, acquisition, merger or liquidation. 

Thus, "the velY low volullle of liquidity and negative cash flow combined with high 

leverage leads for final/cia! distress" Outecheva 2007. As soon as firms have reached 

a certain level of leverage but do not perform to their business plans, financial distress 

can happen even in a booming economic environment. High levels of leverage in the 

firms and increasing volatil ity make equity value vulnerable, so that each possible 

decline in the enterprise value may rapidly impair equity Altman & Hotchkiss 2005. 

When the firm enter financial distress, they face one of two possible conflicts. These 

can be defined either as a cash shortage on the assets side of the balance sheet, or as a 

debt overhang in liabilities. Both sets of circumstances however draw similar results, 

namely that cash flow is insufficient to cover current obligations. Thi's forces fimls 

into negotiations with creditors about the conditions of deferment on their debt 

repayment during the ensulllg period of distressed restructuring Charalambakis, 

Espenlaub, & Garrett 2008. 
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When the firm s enter financial distress, they are quickly confronted with the dilemma 

of raising capital to fund their restructuring. Given that, few are liable to trust thi s 

risky investment, espec ially when taking into consideration that a financial boost is 

not a guarantee to provide a lasting solution to the problems at hand. 

This short introduction highlights two very fu ndamental considerations, which are of 

utmost relevance in defining the debate at hand in the following research: 

First of all, the financial distress of selected beverage and metal manufacturing firms 

in Ethiopia over the recent decade and to investigate the determinants of financial 

distress that not only the problems faced by small and medium enterprises, but also 

large firms are not protected from financial distress. The causes of financial distress 

and bankruptcy can be varied when taking into consideration the instability, 

vulnerabili ty, and ultimately the deep-rooted structural change taking place in the 

world economy Outecheva 2007. 

Traditional views of the causes of financial distress, which have over time been 

partially confirmed by empirical results Andrade and Kaplan (1998); Asquith et al. 

(1994); Theodossioll et al. (1996) and Whitaker (1999), provide some. evidence that 

financial di stress arises in many cases from endogenous risk factors, such as 

mismanagement, high leverage, and a non-efficient operating structure in place. 
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1.2 Problem Statement 

It is on ly over a few decades quite a few issues have been can'ied out as financia l 

distress in developed, developing and transitional economies Zulkarna in (2009) . The 

issues of financial di stress were so diverse and approached from various disciplines 

perspective including but not limited to political theory, legal theory, management, 

economics, and accounting and finance Pindado (2001). As a result any attempt of 

studying financial distress inherently necessitates defining its scope. 

In a broad sense fi nancial distress could be understood as is used m a negative 

connotation in order to describe the financial situation of a company confronted with 

a temporary lack of liquidity and with the difficulties that ensue in fu lfi lling financial 

obligations on schedule and to the full extent Gordon (1971). Financial distress 

usually involves at least two counterparts, a debtor and a creditor. The defini tion of 

who is a creditor can be indistinct. 

[n a broader sense, these can be not only providers of external capital, but also other 

stakeholders of the company such as suppliers or employees. Very often, financia l 

distress is determined in terms of failure, default, bankruptcy, 'or di stressed 

restmcturing, dependent on the underlying methodology and the objectives of the 

overall research. 
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It is a set of process mainly concentrate on the momentary perspective, when the 

adverse process has reached its lowest point and the decision about insolvency or 

distressed restructuring has to be made Gilson (1990). It is thus, distortions may arise 

because the examination of the deepest point of financial distress, also known as 

default, ignores the fact that the largest losses and increasing financial inflexibility 

happen several periods before this event occurs Ward and Foster (1997). In a narrow 

sense, however, it is defined as an inability of the company to meet its current 

financ ial ob ligations; the examination of the phenomenon of financ ial distress can be 

limited to the analysis of companies with external financing only Wruck (1990) . 

The phenomenon of financia l difficu lties in Ethiopian manufacturing companies had 

been occurred when global financ ial crisis in 2008, raw material price shock in 2009, 

and Ethiopian currency (Birr) devaluation in 2010. These three different cases lead 

finn 's financial distress of the manufacturing companies in Ethiopia. In 2009, when 

Ethiopian govemment reduced subsidy for raw material price locally and increased 

tax burden, this made cost of production increased and squeezing profitability. This 

made many companies in as effect of a big losses and shortage of cash. The indication 

can be recogni zed by increasing non performing loan (NPL) in com~ercial banks. 

The same phenomena had been occurred in 2008, the business activities were 

contraction in international market due to global financia l crisis and NPL increased 

aga in too panolVaro (20 I 0). Thus, manufacturing companies are very sensitive with 

extemal factors. 
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Financial distress is the situation when a company does not have capacity to fulfil its 

liabi lities to the third pm1ies Andrade and Kaplan (1998). Increasing Non Performing 

Loan (NPL) of commercial banks and inability to afford raw materials for production 

is a typ ical phenomenon of finn financial distress. 

The status of financial distress companies are classified between solvent and 

inso lvent. To be classified as a financially distressed, the companies is in the position 

of minimum cash flo w and most probably companies to make default payment and 

cannot nllfil financial liabilities to its vendors or clients. The consequence of financial 

distress the companies wi ll get dead weight losses. 

The steps of integra l firm financial distress beginning of early impairment when 

revenue dec reased more than twenty percent as a symptom companies was financial 

distress, deterioration when the profit decreased more than twenty percent and cash 

flo w problem when operational cash flo w negative. 

The intent of this paper is to investigate the key determinants of financial distress in 

the beverage and metal manufacturing firms in Ethiopian context. 

6 



1.3 The Objective of the Study 

1.3.1 The General Objective of the Study 

The purpose of thi s study is to investigate the determinants of financial distress in the 

selected beverage and metal manufacturing firms in Ethiopia. The study attempts to 

empirically test the impact of hypothesized threatening factors on firm's financial 

distTess. Six factors are selected for study namely: liquidity, leverage, profitability, 

operational viability, firm size and effic iency. 

1.3.2 The Specific Objectives of the Study 

Following from the overall purpose of the study, the spec ific objectives of the study 

are to: 

1) Present the tentative relationship between debt servIce coverage and financial 

distress in beverage and metal manufacturing sector; 

2) provide an overview of key recent development in Ethiopia related to financial 

distress; 

3) Present and ana lyze the results of the review of financial distress on beverage and 

metal manufacturing companies in Ethiopia. 
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1.4. The Research Hypothesis 

In the finance debate of the relationship of debt service coverage and financial 

distress the prevalent competing model are the neoclassical model, financial model, 

and corporate govell1ance model Lizal (200 I). In Neoclassical model(in this case 

bankruptcy is a good thing since it frees the bad allocated resources, it is restructuring 

case when the bankrupt has a wrong mixture of assets), financial model(when the 

bankrupt has a right mixture of assets but a wrong financial structure) and corporate 

governance model(when the bankrupt has a right mixture of assets' and financial 

structure but a bad management, in this case the bankruptcy is inefficient way of 

solution of the bankrupt' s problem, the efficient way is to fire the management. 

This research emphasizes only on debt service coverage of the fill11S as proxy for 

financial di sh·ess. 

Debt service coverage 

Financial distress 
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Hypothesis: based on literature review the study hypothesizes: 

HI: there is a positive relationship between liquidity and finn's debt service coverage 

as proxy for financial distress. 

If the more the firm is liquid; the less the probability of firm's financial distress 

(sign+). The higher the firm 's liquid assets, the higher the ability of the firms to cover 

its fixed charges and the lower the probability of the firm to go for financ ial distress. 

Therefore, there is a positive relationship between film 's liquidity and debt service 

coverage as proxy for financial distress. 

H2: there is a negative relationship between leverage and firm's debt service 

coverage as proxy for financial distress. 

If the more the fion's debt, the more the probability of the finn's financial distress. 

Bankruptcy is usually beginning with the default on debt servicing; thus, the higher 

the debt, the higher is the probability of default (sign -). If the higher the finns 

leverage, the lower the probability of covering its debt services and the higher the 

probability of financial distress. Therefore, there is negative relationship between 

leverage and debt service coverage as proxy for financial distress. 

H3: there is a positive relationship between profitability and firm's debt service 

coverage as proxy for financial distress. 
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If the profitability of the finn increases, the financial distress decreases. On the other 

hand the more unprofitable company, the higher probability of failing (sign+). 

Therefore, there is a positive relationship between firm's profitability and debt service 

coverage as proxy for financial distress. 

H4: ,here is a positive relationship between operational viability and firm's debt 

service coverage as proxy for financial distress. 

I fthe finn is less operationally viable, the probability of the fiml's financial distress is 

more (sign +). Therefore, there is a positive relationship between fiml' s operational 

viabi lity and debt service coverage as proxy for financial distress. 

H5: there is a positive relationship between firm size and firm's debt service 

coverage as proxy for financial distress. 

If the firm is less finn size in tenns of assets, the probability of the fiml 's financial 

distress is more (sign +). Therefore, there is a positive relationship between finn's 

size measured in tenns of total assets holding and debt service coverage as proxy for 

financial di stress. 

H6: there is a positive relationship between efficiency and firm's debt service 

coverage as proxy for financial distress. 
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If the fi rm has higher efficiency, they have higher abili ty of debt service coverage 

(expected sign +). Therefore, there is a positive relationship between firm's efficiency 

which is measured in temlS of its turnover and debt service coverage as proxy for 

financia l di stress. 

I.S Definitions of Terms 

Financial distress: is the situation when a company's inabili ty to fulfil its debt 

obligation to the third parties and that leads to either restructuring or bankruptcy. 

Debt service coverage: is the firm 's abili ty of covering current obligations of fixed 

charge such as interest, dividend and other fixed charges payable currently. 

1.6 Delimitation of the Study 

This study examined only Debt serv ice coverage as proxy of financial distress and 

relates to firm determinants of financial distress. It does not examine other fiml level 

fi nancial distress determinants because their impact is limited in beverage and metal 

manufacturing finns. 
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1. 7 Significance of the Stndy 

Despite the renewed and increased interest in the issues of financial distress 

in the African continent, relevant empirical studies accumulated are still quite few 

Pranowo (2010). A decade ago, kami Rwegesira (2000) remarked that, "African 

economies which have so far been largely neglected in the inter-national debate." 

while scholars in the developed economies produced a fairly sizable literature on 

financial distress still the literature of financial di stress in developing nations and 

specifically on Africa is far behind from being adequate Brown bridge (1998 ). 

Financia l di stress literature dearth in the sub Saharan Africa context and the limited 

research is dominated by commissioned reports Brown Bridge (1998). Thus, this 

study attempts to fill this gap of short ofliterature within the context of Africa. 

Secondly, the study is also unique in a sense that to the knowledge of the researcher 

there exists so far no literature of determinants of financial distress on beverage and 

metal manufacturing companies despite the fact that the corporation are prevalent in 

such countries. 

Third, it also contributes to the debate of the relationship of various determinants and 

financial di stress. 

Fourth, it al so surveys the practice of handling financial distress to preview and serves 

a catalyst role in Ethiopia. 
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1.8. Organization of the Research Report 

There are five chapters in this study. Chapter 1 provides the background to the 

research and introduces the research problem and six hypotheses for investigation. It 

al so includes a brief overview of the research objectives, significance and limitation. 

Chapter 2 reviews the literatnre about the six disciplines of this research, which is, 

finn profitability, firm liquidity; firm size, firm leverage, operational viabi lity and 

firm efficiency. This then leads to the immediate disc ipline of determinants of 

financia l di stress in manufactnring firms. 

Chapter 3 presents data sources, types, the research methodology as well as the 

model spec ification and econometric models. 

Chapter 4 presents the analysis of the data. The analysis was facilitated through the 

use of statalO software with the 'utilisation of selected quantitative analysis 

teclmiques. 

Chapter 5 presents the major conclusions and recommendations of this research. In 

add ition limitation of the study and futnre study area mentioned next to key 

recommendation points. 
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 Meaning of Financial Distress 

As a rule, the term "financial distress" is used in a negative connotation in order to 

describe the financial situation of a company confronted with a temporary lack of 

liquidi ty and with the difficulties that ensue in fulfilling financial obligations on 

schedule and to the full extent Gordon (1971). 

Financ ial distress is defined as "the inability of a firm to pay its final/cial obligations 

as they lIlature ". Beaver (1966) was one of the first researchers to point out that 

financia l distress can have different forms of appearance. 

Gordon (1971) argued on his article that the development of the theory of financial 

distress as a process having specific dynamics. Gordon highlights that financial 

distress is only one state of the process, followed by failure and restructuring, and 

should be defined in temlS of financial structure and securi ty valuation. The 

corporation enters this state when its power to generate earnings is becoming weak 

and the amount of debt exceeds the value of the company's total assets. 

Simi lar definitions of financial distress can be found in Andrade and Kaplan (1998) 

and Brown, James and Mooradian (1992). These authors interpret financial distress as 

a crucial event whose occurrence separates the time of a company's financial health 
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from the period of financial illness and requires undertaking corrective actions 111 

order to overcome the troubled situation. 

Brown, James and Mooradian (1992) classify a company as financially distressed if it 

is go ing to implement restructuring measures with the purpose to avoid a default or as 

a response to the anticipated default on a debt contract. 

Opler and Titman (1994) define fina ncial distress more broadly as a costly event that 

affects the relationship to debt holders and non-financial stakeholders. As a 

consequence, a company gains an impaired access to new capital and bears the 

increasing costs of maintaining this stricken relationship. 

Asquith et al. (1994) choose the interest coverage ratio in order to define financial 

distress. The firm is classified as distressed if in any of two consecutive years its 

EBITDA is lower than 80% of the firm's interest expense. This marker incorporates 

the fact that a company fac ing financial distress usually experiences a decline in 

profitability, is overleveraged or has insufficient cash flows to cover current 

obligations. 

Denis and Denis (1995) identify financial distress when a company experiences losses 

(negative pre-tax operating income or net income) over at least three consecutive 

years. Resu lts of their empirical analysis of the dividend policy in financial distress 

show that after a company enters into financial di stress, it usually experiences cash 

flow problems and is unable to pay dividends. Therefore, rapid and aggressive 
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dividend reductions together with consecutive negative income can be used in order to 

determine financial distress situation. 

Hendel (1996) gives a probabilistic definition of financial distress as ':the likelihood 

of ballkruptcy, which depellds 011 the level of liquid assets as well as 011 credit 

availability". 

Andrade and Kaplan (1998) identify two forms of financial di stress: the first one is 

default on a debt payment, and the second one is an attempt to restructure the debt in 

order to prevent the default situation. 

Financial distress is the situation when a company does not have capacity to fulfil its 

liabilities to the third parties Andrade and Kaplan (1998). Increasing non perfolming 

loan (NPL) of commerc ial banks and delisted of public companies in Indonesia is a 

typical phenomenon of corporate financial distress. 

Whitaker (1999) criticizes a detennination of financial distress in tenns of a single 

event. He argues that default cannot be defined synonymously with financ ial distress 

because a company bears the vast majority of losses and other adverse effects during 

the time preceding defau lt or bankruptcy. 
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The idea that financial distress is a separate economic category and, moreover, it 

should be seen as an overall process that combines single states of corporate decline is 

applied in the model Turetsky and MacEwen (2001) . They define financial distress as 

a series of subsequent stages characterized by a special set of adverse financial events. 

Each stage of financial distress has a distress point and continues until the next 

distress point is reached. Technically, each stage of financial distress is defined as an 

interval between two distress points. The onset of financial di stress begins with a 

volatile decrease from positive to negative cash flow. The follo'Ying dividend 

reduction signalizes the change to the next stage leading to default. Technical default 

on debt precedes troubled debt restructuring which usually tends to reduce the ri sk of 

potentia l bankruptcy. Thus, for the first time, researchers succeeded in describing 

financial distress as a continuous process with a clear structure and a categorization of 

the di stress events. 

Platt and Platt (2002) highlight the lack of a consistent definition when a company 

enters financial distress and try to summarize different operational definitions of 

financia l di stress in one selection mechanism. A company is considered to be 

financially distressed if one of the following events occurs: it experiences several 

yea rs of negative net operating income or the suspension of divid~nd payments, 

financial restructuring or massive layoffs. 
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Purnanandam (2005) determines financial distress in terms of solvency. He develops a 

theo retical model of corporate risk management in the presence of financial distress 

costs. Financial distress is seen as an internlediate state between solvency and 

insolvency. A company is distressed when it misses interest payments or violates debt 

covenants. 

Gestel et al. (2006) characteri ze financial distress and failure as the result of chronic 

losses which cause a disproportionate increase in liabilities accompanied by shrinkage 

in the asset value. 

A condition where a company cannot meet or has difficulty paying off its financial 

obligations to its creditors. The chance of financial distress increases when a firm has 

high fi xed costs, illiquid assets, or revenues that are sensitive to economic downturns. 

To define the concept of financial distress is necessary to understand the emergence 

of financial difficulties, financial difficulties have not sudden, but on the gradual 

deterioration of business conditions caused, enterprises from the gloom and doom, the 

general experience of the sound operation operating losses technical Insolvency 

bankruptcy of insolvency the fi ve stages of bankruptcy law. Therefore, the concept of 

financial distress should include the following elements: first, a serious loss of 

business and a serious shortage of cash flow issues, and second, cannot pay preferred 

stock di vidends, insolvency. Third, the bankruptcy matters. 
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The definition of fi nanc ial distress, including bankruptcy, of this study resembles the 

defin ition of Altman. Financial distress is the cessation of operation, not payment of 

current obligations due to cash flow problems, the finn's total liabilities are in excess 

of total assets, and the formal declaration of bankruptcy. 

2.2 The Status of Manufacturing Sectors in Ethiopia 

The enactment of commercial code in 1960's provided the economy a legal 

framework in which share companies could be incorporated. The infant market 

economy growth was, however, halted soon when the mi litalY government took 

power from imperial regime and declared to follow a command economy resulting 

suppression of private sector development Tekalegn Nega (2010). 

Since 1991, however, Ethiopia has embraced the market economy strategy 

that fa voured private sector development and implemented polices that began a 

gradua l and slow shift from a state controlled economy. Consequently, corporate 

formation has become better but dominated by private limited companies. Most of the 

share companies formed during thi s period often had five (minimum number required 

in the law) or a few more members. It is only since roughly 2005 that shared 

companies started selling shares to the wider public and thereby started creating 

bigger shareholding base Fekadu (2010) as Tekalegn Nega suggested. 
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