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Abstract - By stressing on the important function played by financial distress this document give new direction on the 
financial performance of joint stock firm. The main focus of this work is to identify a model which can be used for early 
predication of financial distress that permit us to identify a specific nature of financial distress can effect operating cash flow 
and which can lead the firm toward bankruptcy and to see the effect of financial distress on operating cash flows of 
companies listed on Karachi Stock Exchange. Financial distress is a situation when a firm’s assets’ value falls below some 
threshold. Firm starts to incur losses and it is not in a position to generate positive cash flows. A firm enters to financial 
distress before it goes bankrupt. We have studied 67 firms listed on Karachi Stock Exchange to see the effect on financial 
distress on their cash flows. My sample includes financially distressed as well as financially health firms. We have 
incorporated financial data of consecutive fmy years (2012 to 2016) of 67 firms. In order to measure the financial distress we 
have used Modified Altman Z-Score as a proxy. Other independent variables, which have been used, are size of the firm, 
Working Capital, Working capital productivity and Operating Profit. By regressing these Five variables (Financial Distress, 
Working Capital, Size of Firm, Working capital productivity and Operating Profit) on Operating Cash Flows we have found 
that financial distress contain negative consequence for company cash flows but Firm size, Operating Profit and Working 
capital productivity have positive effect on Corporate Cash Flows. Working Capital has a negative effect on operating cash 
flows. We have estimated my model with the help of regression analysis. My study is unique in a sense that there is a dearth 
of literature on financial distress with special reference to Pakistan.  
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I. INDRODUCTION 
 
Financial Statements basically show the historical 
performance or record of the company at some 
previous point of time. When companies financial 
performance are shown to shareholder or public 
through financial statements, many changes in 
economical conditions or changes in business cycle 
change their assets and liabilities value, through this 
way there exist a divergence between book value and 
market value of companies assets and liabilities. In 
exceeding case some companies will be in financial 
distress situation and some might be healthy or they 
might not be able to meet debt compulsion. The first 
signal of financial distress is when firm no enough 
current assets to pay current liabilities, when this 
happen then creditor will not take risk to give long 
term loan to firm. When firm is in financial distress 
situation than firm liabilities worth can become more 
than the market value worth. In this case firm will be 
able to pay anything to creditor. In worst case creditor 
may receive nothing if company file bankruptcy. 
 
The importance of financial-decision making goals is 
increase shareholder wealth and if the company have 
the early financial distress prediction model than 
company will be in better position to take better 
financial decision and to increase share holder wealth. 
Creditors are directly or indirectly affected by the 
financial decision taken by companies and if 
companies file bankruptcy than creditor are effected 
more badly than any else shareholder, so early 
prediction model of financial distress can help the 
organization to predict a specific nature of financial 

distress and keep them away from bankruptcy. This 
work aims at studying the effect of financial distress 
on operating cash flows of corporations. The interest 
in the area of financial distress has increased due to 
considerable number of corporate failures around the 
globe in recent years especially since the early 1990s. 
Notable failures include Global Crossing, Enron, 
Adelphia, WorldCom, HH Insurance, One Tel, and 
Ansert Airlines in 2001, and most recently FIN Corp 
in 2007. Financial distress is basically a situation in 
which companies have low cash state and company 
bring upon himself in losses condition without 
declaring insolvency. In corporate finance financial 
distress is defined as a state in which firm is not able 
to pay to creditor or pay with difficulty. Financial 
distress and insolvency have some differences. In 
financial distress situation firms have lower profit 
ratio and bigger size then active companies. 
 
In case of failure or bankruptcy of financial distress 
firm all shareholder are affected directly or indirectly 
and have direct and indirect cost for all share holder 
including employee, creditor, debtor and employees. 
In case of Enron, shareholder lost Eleven billion 
dollar when stock prices changed, form ninety dollar 
per share in 2000, plunged to less than One dollar at 
the end of 2001. Failure of Australian largest 
insurance company is another example; HIH 
Insurance failure was the biggest failure in Australia 
and has huge cost for individuals. Group deficiency 
was approximately 8.9 billion dollar. The collapse of 
HIH entailed huge individual and social costs. The 
deficiency of the group was estimated to be $3.6 
billion and $5.3 billion. Others huge filings of 
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Conseco 56.6 billion dollar in payable, WorldCom 
loss 46.0 billion dollar and Enron  loss 31.2 this 
amount would be double if off balance sheet 
liabilities would be taken in to account. All above 
mention loss could be saved through application of 
proper model which can predict financial distress 
well before filing bankruptcy. Then corrective 
measures can be taken to save the company from 
ominous bankruptcy. Much of the literary work on 
financial distress relates to failure prediction and 
survival analysis of firms. Some studies on financial 
distress have been made in the context of corporate 
risk management. My study aims at studying the 
financial distress along with key performance 
indicators of the corporations to see how these 
indicators (profitability, Size of Firm, Working 
capital and Working capital productivity.) co-move 
with the financial distress.There is not sufficient 
literature on studying the effect of financial distress 
on corporate cash flows. Especially in Pakistan, the 
area has not been researched thoroughly. We estimate 
a linear   model, which helps us in the measurement 
of extent of cause of financial distress on the 
operating cash flows. Along with financial distress, 
we also measure the cause of size of firm, operating 
profits, working capital and working capital 
productivity on operating cash flows. We have 
included healthy those don’t have financial distress 
indication and financially distress in my sample. My 
findings provide evidence that financially distressed 
Pakistani firms face adverse cash flow problems. 
Remaining part of paper is organized in following 
sequence. Section 2 related to Methodology and 
research design, i.e. data and variables. Section 3 
related to the empirical framework (Model 
Description). Section 4 related to the results of the 
regression analysis. Section 5 Discussion  
 
II. METHODOLOGY  
 
Main rationale of this study is add toward vital aspect 
of financial management known as financial distress 
and their effects on corporate cash flow with 
reference joint stock companies of Pakistan. In this 
work we tried to find out the relationship between 
financial distress and corporate cash flow of 64 Joint 
stock firm listed in Karachi stock Exchange. 
 
Data and Variables: 
Secondary data has been used in this study. The 
financial data of 67 companies listed on Karachi 
Stock Exchange has been compiled. The smyce of 
data is Statistics Department, State Bank of Pakistan. 
We have used financial data of 67 companies for fmy 
consecutive years i.e. from 2012 to 2017.We have 
selected 67 companies from different sectors such as 
Fuel and Energy, Cement, transport and 
communication, Engineering, Sugar, Chemical, Paper 
and Board and Miscellaneous sectors. My sample 
consists of financially healthy as well as financially 

distressed companies. In this study we have operating 
cash flows as dependent variable and financial 
Distress as independent variable. Along with 
financial distress we have used four other variables; 
firm size, operating profit working capital and 
working capital productivity. 
 
Measurement of Variables: 
Operating Cash Flows (OCF):OCF has been arrived 
at by adding depreciation and current liabilities to the 
operating profit and deducting the accounts 
receivables there from have measured OCF. OCF is a 
dependent variable in this study. 
 
Explanatory Variables: Financial Distress (FD), 
Size of Firm (SZ), Working Capital (WC), Working 
capital productivity (WCP) and Operating Profit are 
explanatory variables. 
Financial Distress (FD): In order to measure 
financial distress we have used modified Altman Z-
Score model. It has been calculated as follows 
Altman Z Score= EBIT/Total Assets + Sales/Total 
Assets + 1.4*Retained Earnings/Total Assets + 
1.2*Working Capital/Total Assets Where EBIT 
stands for earnings before income tax and interest. If 
Altman Z-Score is 3 or greater than 3, firm is said to 
be in good financial health. If Altman Z Score is 
greater than 2 but less than 3 firms has some risk of 
entering financial distress. And if firm has Altman Z 
Score of less than 2, it means that firm has entered 
financial distress and it may become bankrupt. 
Size of Firm (SZ): We have measured the size of 
firm (SZ) by taking the natural logarithm of the total 
sales of the firm. 
Operating Profit (OP): Operating profit means the 
profit associated with the core operations of the 
business. 
Working Capital (WC): Working Capital has been 
measured by deducting current liabilities from current 
assets. 
WC= Current Assets – Current Liabilities 
 
Working capital Productivity (WCP): Working 
capital productivity shows that how effectively 
company is using its available resources as compare 
to sale and turnover. If working capital productivity 
figure would be higher than this will indicate that 
company is utilizing its available resources 
effectively. 
 
Working capital productivity = Sales ÷ (Current 
assets – Current liabilities) 
Hypotheses Testing: Purpose of this study is to 
scrutinize the relationship between financial distress 
and operating cash flow. For the purpose of testing 
hypothesis we have developed Null H0 versus the 
alternative H1 hypothesis. 
Hypothesis 1:  
H01: There is positive effect of financial distress on 
operating cash flow of Pakistani firms.  
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H11: There is a negative effect of financial distress 
on operating cash flow of Pakistani firms.  
 
III. EMPIRICAL FRAMEWORK 
 
My estimated model, which shows the effect of 
financial distress on corporate cash flows, is as under: 
OCF = B - B1FD + B2 SZ + B3 OP –B4 WC + 
B5WCP 
In this equation: 
OCF = Operating Cash Flows 

B= Constant Term or intercept of the equation 
B1= Slope of the variable financial distress (FD) 
FD= Financial Distress 
B2= Slope of the size variable 
SZ= Size of the firm 
B3= Slope of the operating profit variable 
OP= Operating Profit 
B4= Slope of the working capital 
WC= Working Capital 
B5= Slope of the working capital productivity 
WCP= Working capital productivity 

 
RESULTS 
 
The model shows that variable FD has a negative coefficient, which means that with the FD has a negative 
effect on the operating cash flows. Variable Size (SZ) has a positive coefficient which means that greater the 
size of the firm, the more cash flows for the firm from operations. Operating Profit (OP) has a positive 
coefficient, which means   that OP has robust effect on OCF. WC has negative coefficient, which means that it 
is negatively related to cash flows from operations and working capital productivity (WCP) has a positive 
coefficient, which means that resmyce utilization is effective and Sales is mounting quicker than the resmyces 
used to produce the sale. B in this equation is intercept of the model or constant term. 
Let us see some descriptive statistics of my analysis. The table shows the mean values of OCF, FD, OP, SZ, WC 
and WCP.   
Descriptive Statistics 

 
Let us see the correlation matrix of the dependent and explanatory variables.  The matrix shows that OCF is 
negatively related to FD while it is positively related to SZ, WC, and OP. While financial distress is negatively 
associated to Operating Cash flow and OP while positively related to SZ and WC. Firm Size (SZ) is positively 
related to all variables. Similarly WC has negative relationship with Working Capital Productivity and has 
positive relationship with all other variable. Operating Profit (OP) has negative correlation with FD while 
positive correlations with OCF, SZ, WC and WCP .Same like Working capital, Working capital productivity 
have negative relationship with Working capital and positively correlated with other remaining variables. 
 
Correlations 
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Consider the Model Summary of our Estimated Regression Model. 
 
Model Summary (b) 

 
a. Predictors: (Constant), Operating Profit, FD (Altman Z-Score), Firm Size, Working Capital (WC), Working Capital Productivity (WCP) 
b. Dependent Variable: OCF 
 
Coefficient of determination (R Square) or Model Fit is 0.911 which means that explanatory variables are 
capable of explaining 91% variations in the dependent variable i.e. Operating cash flows OCF. 
The ANOVA Table shows us the F-statistics. F-Statistics shows the overall strength of the model. F Value is 
158.653 which are quite high. Hence we reject the null hypothesis that explanatory variables have positive effect 
on operating cash flows and we establish that Financial distress (FD) has a negative effect on operating cash 
flows (OCF). ANOVA shows that our model is quite good to estimate the effect of financial distress (FD), Size 
of the Firm, Operating Profit, Working Capital and Working Capital Productivity on Operating Cash Flows. 
  
ANOVA (b) 

 
a. Predictors: (Constant), Operating Profit, FD (Altman Z-Score), Firm Size, Working Capital, Working Capital Productivity 
b. Dependent Variable: OCF 
 
DISCUSSION 
 
Analysis on financial distress prediction model with 
modified Altman-Z Score results shows that our 
model is robust in explaining the variations in 
dependent variable i.e. Operating Cash Flows (OCF). 
Our estimated model shows that the variable 
Financial Distress (FD) is negatively related to 
corporate cash flows. However Firm Size (SZ) 
Operating Profit (OP) and Working Capital 
Productivity (WCP) are positively related to FD. In 
this study we found another negative relationship 
between Working Capital (WC) and operating cash 

flow. Financial distress negatively affects the 
operating cash flow of firm and if firm would be big 
in case of size than effect of financial distress on 
operating cash flow would not be as negative as this 
will be in case of small firm and positive effect of 
Working capital productivity and operating cash flow 
shows how effectively company is using its available 
resources as compare to sale and turnover. If working 
capital productivity figure would be higher than this 
will indicate that company is utilizing its available 
resources effectively. Negative relationship of 
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working capital on operating cash flow is 
understandable because company is not using its 
available resources effectively and these resources are 
kept idle and have no usage, higher working capital 
figure is not in best interest of investor. 
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