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Can One Predict A Private Company Bankruptcy? 
 

 

 

Yes! And because we did, one of our clients was able to purchase a distressed company 

by merely assuming its assets and liabilities. Of course, we immediately had our client 

restructure the company to eliminate its financial exposure. The sellers were happy to 

complete the transaction because they were on the bank note with their personal 

guarantees. 

 

Bankruptcy can be predicted by using the Z-Score method formulated by Dr. Robert 

Altman, a financial economist and professor at the New York University Stern School of 

Business in 1968. Subsequently, many academics have both studied the method and 

measured its effectiveness both forensically and predictably and have proven the model 

to work well over 85% of the time. 

 

It is not theoretical, but predictable 12 months in advance. Today, credit professionals use 

the method in determining whom to grant credit. Others use the method to take action to 

improve their capital structure and balance sheet in order to head off the dreaded event.  

 

Altman did his work using public company information because it was available from the 

company 10-Ks filed with the SEC. He used standard ratios and their components to 

establish a Z-Score. The ratios are given a weighted average to calculate the Z-Score. 

 

How Does It Work? 

 

The ratio components used are as follows: 

 

1. Working Capital / Total Assets. Working capital is current assets less current 

liabilities. Working capital that is negative or is approaching zero indicates that 

the company is or is going to have difficulty paying its bills and other current 

obligations. 

2. Retained Earnings / Total Assets. Retained earnings occurs when the owners 

leave capital in the company. Too many owners of private companies do not leave 

enough cash in the company which can result in difficulties for the company in 

the event of a down year. 

3. EBIT / Total Assets. Earnings Before Interest and Taxes is the key measure of a 

company’s ability to generate cash to pay its interest on debt, pay its creditors and 

provide a return for its owners. 



4. Market Value of Equity / Book Value of Total Liabilities. The market value of a 

public company is the share price multiplied by shares outstanding. The market 

value of a private company is a little trickier because its market value drops 

dramatically if the company is perceived to be under stress. So the value used in 

the equation is its net asset value or book value. 

5. Sales / Total Assets. Sales to total assets measures how efficiently a company 

turns over its assets to generate sales. It is sometimes referred to as asset turns or 

asset turnover. 

 

The method differs slightly for manufacturing companies versus non-manufacturing 

companies. The method and formula for calculating Z-Score is defined in the box shown 

below. These formulas apply to private companies. The equity component is different for 

public companies. 

 

For manufacturing companies, A Z-Score of 1.23 or below indicates a probable 

bankruptcy. A Z-Score of 2.90 or above indicates that the company is not likely to file 

bankruptcy. A higher score is better. A Z-Score that falls in the range of 1.23 to 2.90 is 

fuzzy, so prudent management should be wary and take steps to improve the components 

of the scoring system. 

 

For non-manufacturing companies the Sales to Assets ratio is not used in the formula. A 

Z-Score of 1.10 or below shows that bankruptcy is probable and a Z-score of 2.60 or 

above indicates that bankruptcy is not likely. A Z-Score between 1.10 and 2.60 is 

uncertain and could easily slip in a two year time frame if measures are not taken to 

improve the components of the formula. 

 

The following formulation boxes are from work done by the Graduate Business School of 

Pepperdine University. The second box, Textbox 1, is from Altman’s original work. 

 



 

 

 

The acquisition that we referred to in the opening paragraph was referred to us by our 

client’s supplier who also supplied the target company. The supplier was worried that 

they would not be paid. The subject target company’s bank and other suppliers were all 

also supportive of the transaction because they suspected that they were at risk. The 

owners were approximately four months from bankruptcy and were happy to avoid an 

excruciating prolonged period of going through a painful process that may well have 

forced their personal bankruptcy as well. 

 

If you would like to see how your company would fare in the Z-Score and what to do 

about it, please call us. 
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