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ACCOUNTI NG TOOLS· FROM PREDICTORS OF 
INDUSTRIA L SICKNESS TO I' REDlc rORS OF 
SICKNESS IN I' UBLIC ENTERI'RISES 

Jolwnncs Kinru' 

ABSTRA C r. nit: paper fil'll re"iews s fUdics and aperie"ccs ill I"dia 10 
de!illl~ole (il e concept of -"r(/uSlfiol Siclmcss· alJd 10 dcw:lop pret/ictil'/: lools 
(Ihrough uCCOJlluing) for ideillifyillg ~ick eUle'Prises~ inc/udillg leJ,;slulive 
enuctmenl.)· provided for Illeir lIIo /lilOring. II Illell rcriews lire ol'crall 
researeh wel'jorrsly JIIllienuken 10 ullolyu ''brrsbress failures · I"rouglr rolio 
ullalysis olld 11rediclil"e 100s. All Ollcmpl is llrell motte to apply SOllie of 
Ilrese ratios 10 I/re fiuancial opera/iOlIS of selected £tlriopiall mallllfactrrrillg 
t:IJlerprises. 10 unalyze the ;ncipiclJI "sickness· t"tllIIIU)' prevail. nrc study 
couell/dcs 111(It lire "jilllmr.ial health" of t/rese public clllcrpn'scs is lrigJrfy 
qlJestiQlrub/e, as tlrey are fomrd /Q be lrear'ily IIIlllercapi fOlizct/, facing 
liquidity problems orrd operuling 0111)' 011 lire upper pun of the lJu/ullce 
sheet. nrcse factors ellda/Jger fheir contimlillg ,lohility. 

I. INTRODUCTION 

T he expression "pu blic ente rprise" is a term com monly used, but 
se ldom meaning one and the same thing to every use r. It may be su bject 
to many interpretatit\lns. and can be defined incl usive or exclusive or 
various ideological and environmenta l conditions, spheres of economic 
activi ty, the traditional concept or public utilit ies, a nd th e non- trad it ional 
present-day drive to contd:>l the uppe r echelons di recting 1I count ry's 
policy in industry. Tre mendous contributions have bee n made by the 
Boston Area Public Enterprise Group (BAPEG) and the Internationa l 
Cente r for PubliC' Enterprise (ICPE) in provid ing research an d literature 
on the nature, T(J;e and characteristics or public e nte rprise. 
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The le PE group of experts has especial ly provided extensive 
discussions on an deep analysis of the term "puhl ic enterprise". ror the 
purposes of this paper, we shall use the term within the confines of the 
characte ristics identified by that expert group in 1980. as 

(a ) the public dimcmiol/, which includes public purposes, public 
ownership anti public control (based on scientific management 
and "accountability" accounting); and 

(b) the enterprise dimension, which includes the field of activity of 
a business character, marketing of an output, and the 
involveme nt in investment and return [8!. 

Th us the meaning of public enterprise will here be limited to 
government-controlled enterprises intended to earn their revenue from 
the sale of goods and services. and operating as a separate legal entity 
and on a self-accounting basis [151. 

Public ente rprises arc im portant instruments in building an industrial 
economy. They play major parts in policy 10 gyrate the whee ls of 
progress in a country (10). T he life history of th e development of an 
individual organism tends to retrace the history of its race 151, and this 
is true of the development of individual enterprises - they tend to re trace 
the growth, or otherwise, of th e economy of a nation. It is the total sum 
of the health of the ente rprises that makes up the heahh of thai nation 's 
economy. 

Malperfo rmance of public enterpri se is likely w bring about nationa~ 
economic malaise and stunted growth. if nOl regress. Failure of an 
industrial ente rprise, whe ther private or public, brings grievous economic. 
consequences. for it produces substantial loss nOI only to creditors and 
owners but also to employees and 10 the community at large. 
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Many efforts have been made 10 develop models fo r predicling 
business failures. so Ihal early warning indicators, useful and hel pful for 
corrective measures, may be obtained. Prcd iction in advance of 
enterprise fail ure helps 10 identify causes of corporate fai lure or 
bankru ptcy, or, as it has comc to be called. "industrial sickness". 

To avoid bottlenecks in economic growth and investment, and to 
improve public enterprise pe rformance, it is indeed esse ntial to ident ify 
"i ndustria l sickness" and/or "public en terprise sickness" in advance, si nce 
they event ually cause colossa l wastage of physical. financial and human 
resou rces. If pu blic ente rprise sickness can be predicted, we can prevent 
public enterprises from becoming permanent sources of financial 
hemorrhage in a nation. 

1.1 Industrial S ickn ess in India 

In recent years new lite ra ture has been building up. and much 
research work has been conducted on industrial sickness. In 1982 and 
1984, rc-search was carried out by the Reserve Bank of India 10 
investigate the causes of ind ustrial sickness in India. For example, in 
1984, a study covering 378 industrial units there (31 revealed the 
following elements. 

The Journal of the Institute of Chartered Accountants of India. The 
Cltanered Accollntant, devotes several articles to industrial sickness, 
covering a wide variety of its aspects, including attempts to clarify and 
deve lop the concept. They define the meaning of industrial sickness ; 
make inquiries as to when an industrial un it may be judged sick ; describe 
the symptoms and the causes of the si ckness; and suggest steps to be 
taken in tackling or preventing the disease. Much of the research was 
first related to the private sector of industry" bu t it was later extended 
10 the public seclOr. 
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I. 

2. 

3. 

4. 

Causes of Industrial Sickness in 
378 Enterprises in India 

Units whi ch have gone sick because 
of mi smanage men t (managemen t 
deficiencies including diversion of 
fu nds, in-fighting, lack of markcting 
st rategy) 

Units sick bccause of faulty initial 
planning and other technical drawbacks 

Un its sick because of market recession 

Units sick bcca use of l;lbour trouble 

Units sick for othe r reasons (power-cuts, 
shortage of raw ma terials, e tc.) 

Pe rcentage 

52 

14 

23 

2 

9 

Industrial sickness is not limited 10 a big or small enterprise, nor 
confined 10 a one industry. Its occurrence is not restricted to the 
developing coun tries, nor is it a phenomenon apparent only in the private 
sector. Yet it has quite a sign ificant dimensional effect in a developing 
country, where capital is scarce [10, p. 333], and indust ry has a vital 
importance in the coun try's economic progress. In the early 19805, 
extensive concern began to be expressed in India abou t "sickness" in 
industry, the multifarious factors causing i t, the alarming increase in its 
incidence, and th e implications for the economy. It was found imperative 
to revise a nd rehabi litate viable sick enterprises as quickly as possible, in 
order fully to ut ilize inhe rently productive assets, to optimize the use of 
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funds, and to salvage resources from enterprises which proved non-viable. 
There was increasing pressure on the Government of India to restructure 
the existing institutional procedures for the revival and rehabi litation of 
sick enterprises. As a result, a special committee was appointed by the 
government to identify causes of the sickness and to establish and 
implement remedial mea.sures. The concern in industrial sickness did not 
remain a subject of mere academic interest and discussion, but was 
translated into practical, concrete measures when the Government of 
India in 1985 passed legislation named 'The Sick Industrial Companies 
(Special Provisions) Act". which was made operational in 1987 (quoted 
by Kappoor. August 1987). The legislation states as its objectives. 

to secure the timely detection of si ck and potentially sick industrial 
units; 

to speed ily determine by a board of expe rts preventive. 
ameliorative, remedial and other measures to be taken; 

to make an expeditious enforcement of the measures so 
determined. 

A sick industrial unit is defined as follows: 

" ... a unit (registered for not less than seven years) which has at 
the end of any financial year accumu lated losses equal to or 
exceeding its entire net worth and has also suffered cash loss in 
such a financia l year and the financial year immediately preceding 
such a financial year". 

To qualify as a sick industrial unit, the legislation states that the unit 
must sa tisfy the fo llowing condit ions: 
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(a) The unit must have been in existence for a minimum period of 
seven years. 

(b) The figure of accumulated loss is equal to or its more than the net 
worth. Net worth means the sum total of paid-up capital and free 
reserve. Free reserve means reserves cred ited out of the profits 
and share premium amount (if any), but does not include reserves 
cred ited out of revaluation of assets, write-off of depreciation 
provisions, and amalgamation. 

(c) The unit must have incurred some cash loss in the financial year 
in which the accumulated losses are equal to the net wonh, and 
al so in the financial ,year immediate ly preceding such a financial 
yea r. Cash loss means a loss computed without providing for 
depreciation. 

The legislation also sct up a board ca lled the Board of Industrial and 
Financial Rehabilitation (BIFR), to follow up the implementation of the 
legislation. 

The Board of Directors of any indust rial unit is required by the 
legislation to inform the BIFR within 60 days from the date of 
finalization of the fully aud ited accounts of the company for the financial 
year at the end of which a unit has become a ~sick~ industrial unit, and 
ask for the determination of measures to be undertaken. The BIFR is 
then expected to prepare within 90 days a scheme for reconstruction 
and / or rehabilitation; for the removal of or changes in management; for 
the amalgamation with other industrial units; for the sale or lease of a 
part or whole of an undertaking; and other ameliorative and remedial 
measures, including the giving of financia l assistance or winding-up the 
unit. 
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1.2 Co nce pt of ~Coq)Onltc Sickness· 

Corporate sickness is implied in business failures. and its 
idemification leads to a thorough analysis of the business involved, 
ultimately leading to a prediction of "indllSlrial sickness". Describing 
corporate failures, Agrawa l st ates, "In human life, sickness, bankruptcy 
and death are not welcome, but they do occur; so also. in corporate life, 
companies do fail sick, go into liquida tion ;md die. Illuch agai nst the 
wishes of all concerned" 12). The avoidance of enterprise fai lures is a 
part of a manager's task. qu ite as important as the achievcme nt of a 
success. Concern in preventing business fa ilure, or enterprise fai lu re. 
therefore. has long been required as an aim of management. Empirical 
research was first conducted on corporate fa ilures in Ihe U.S.A. by 
Winakor and Smith, in 1935. wh ere corporate failure was regarded <IS 

synonymous wit h bank ruptcy. Bankruptcy, however. is a legal event 
which has occurred at a definite poin t in time. evidencing an en terprise 
failure. This event is a cul minat ion of fail ure which has happened 
several years before the ba nkru·ptcy. Its ana lysis is thus postmortem; and 

, what is really wanted is the identi fiCitt ion of con tributing faclOrs before 
they culminate in fa ilure. For Ihis. it is essen tial 10 devise a mea ns of 
detecting "sickness" in its early stages. so that the management is a le rted 
to find a timely remedy. 

Like the human body, any ente rprise, especia lly industry. is 
susceptible to sick ness for various reasons, or its overall weakness in 
withsta nding changes in environmental conditions. So long as sickness 
is scattered and sporad ic, it is not it cause of social concern. However, 
when the sickness has "widespread incidence, it becomes a threat to the 
health of the national economy" [2]. 

In his book. Mikhai l Gorhachev reminds us thai even "socialist society 
is not insu red against the emergent accumulation of stagnation 
tendencies nor even again!)t major crises .... Changes are necessary. and, 
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as a result of perestroika (restructu ring of the economy), closu re of non
paying plants and factories operating at a loss" will be essential [11, pp. 
SI.66}. 

1.3 Research for Pred icting "Fa ilures· 

Several financial ratio models for predicting business fai lure are 
supposed to have been avai lable since 1960, but banks did not start to 
use failure-prediction methods in credit analysis till the ea rly 19805 12]; 
Khan 's review of attempts to develop predictive methods for 
distingui shing business failur~s quotes several examples, as follows" 
(quoted in Khan an d Gorbachev, October 1985): 

1. P.S. Pat rick in 1932 made a random selection of 19 failed firms, and 
compared them to 19 non-failed firms on the basis of financial data, 
ascertaining that fi nancial ratios were important tools in establishing 
significant relationships which could yield distinguishing 
characteristics. 

2. A. Winakor and 8.F. Smith in 1935 studied 183 failed firms, using 31 
different ratios, and concluding that the ratio of working capital to ' 
total assets was a steady and accurate indicator of unfavourable 
financial trends. This was confirmed by C. Merwin {l942]. 

3. W. Beaver in 1967 employed a multi-variate model comparing the 
mean values of each financial ratio for failed and non-failed firms, 
defining failure as the inabi lity to meet financia l obligations when 
due. Seventy nine failed firms representing 38 different industries 
were selected from Moody's Industrial Manual fo r the period 1945-. 
1964, and were ma tched by industry and size to a paired sample of 
non-failed firms, with the Object of providing some control over 
extraneous factors. Beaver started with 14 ratios based on popularity.' 
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in the literature, in the performance of previous studies, and in the 
relationships in his cash-flow concept, which defined solvency in terms 
of maintaini ng a reservoir of liquid assets to meet obligations as they 
matured. From 14 ratios. 6 we re selected on the basis of 
classifi cat ion. These will he discussed later in more detail, and 
comprise 

1. cash flow to total debt; 

2. ne t income to total assets; 

3. current and long- term liabilities to total assets; 

4. working capital to total assets; 

~. current ratio; and 

6. no-credit intervals. 

The ratio was calculated for five years before fai lure. Each of the 
resulting 30 ratios were arranged in ascending order for both failed 
and non-failed firms, to provide a cut-off point. Beaver found th e 
best pe rformance ratio to be cash flow to tota l debt. His sign ificant 
contribution is the ability, with a simple model. to predict failure up 
to 5 years before it occu rs. 

4. E.!. Altman's work 11968] involved the use of a multiple discriminant 
analysis - a statist ical technique for distinguishing defined groups. It 
trall~~orms the multidimensional characteristics of a population into 
a single dimensional measure. Altman's sample consisted of 33 firms 
that had filed bankruptcy. To these were added 33 non-bankrupt 
firms, which were randomly selected <lnd matched with the bankrupt 
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firms by asset size and industry. Starting with 22 original variables, 
Altman selected 5 that yie lded the best di scriminant function. The 
five variables were (a) working capital / total asse ts; (b) retained 
earnings/tolal assets; (c) earnings before interest and taxes/total 
asse ts; market value of equ ity/ book value of IOtal liabili ties; and (e) 
sal es/total asse ts. The significance of Altman's work lay in the 
pIoneering usc of several ratios toge ther to assess financial condition. 
'nle ove rall accuracy of this model was greate r than that of Beaver's 
modct, but only for the first year prior to the bankruptcy. 

5. R.G. Moyer in 1977 re·examined Altman's model and drew imporlant 
conclusions, inserting a varying for caution in the eclectic application 
of Altman's model. 

6. E.B. Deakin in 1972 tried 10 combine all Seaver's 14 ratios to 
develop a discriminant fu nction (Altman's technique), and a sample 
se lection procedure which was diffe rent from Altman's. Dea kin 
observed a significa nt drop in accuracy when anyone of the ratios 
was excluded. 

7. R. Libby in 1975 examined the ability of the bank loan office rs to 
delect fail ures by using financial ratios. Libby started with the set of ~ 
14 variables which was used by Deakin, but reduced the set to 5 
independent sources of varia tion of analysis of the principal 
componen ts. These va riables were (a) net income ove r tota l assets; 
(b) current assets over current liabilities; and (c) sales ove r current 
assets. Libby co ncluded that the bankers' predictions were quite 
.lCcurate. 

8. A.R. Abdel-Khalik and K. EI-Sheshai found an enhanced predictive . 
capacity wit h a multi-variate model, which was derived from 
stati stically se lected variables to confirm a "bette r than naive 
predictability fo r loan office rs~. 
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All the above stud ies indi cated the importance of financia l ratios as 
a useful input in relevant pred ictor variables, though they do not provide. 
for selecting optimality, nor fo r establishing cut-off points (1 4), 

1.4 Industrial Sickness - Many Facets 

In the process of these researches, important deve lopmen ts were 
marked in forming new views. First, not only was the significance of 
financial ratios in analyzing failu res being established, but also a shift was 
occu rring from delving in to fail ures to identifying the causes of symptoms 
of fai lure due to sickness, and thus recogn izing sickness before it 
culminated in failu re. Second, there was an increasing usc being made 
of accollluing tools to identify sign ificant variables for predicting sickness, 
Much of the research conce nt rated on industry, and so gave rise 10 the 
te rm ~industr j al sickness", 

Industrial sickness may be viewed differently by groups with different 
inte rests, such as owners, creditors, consume rs, financiers, employees, the 
government (Le, the Ministry of Finance, whether as investor or as tax 
collector), and socie ty in general. Thus it is a difficult task 10 draw a line 
of demarcation about which uni t may be considered heahhy or sick, and 
when. 
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An enterprise is a dynamic organism of man-mach ine-mate rial. The 
middle and ope rating managers arc the eyes and ears of the industria'! 
e nterprise. nlrough the m, the orga nizat ion is supe rvised, and obtains its 
pol ici es and plans to be executed by the labour force. If the work force ' s 
legitimate inte rests are not met on time, the workers may not contribute 
their best to the organizatio n. If they feel dissatisfied and insecure, thc! 
ente rprise will ex hibit physical sickness. If goods produced are not in 
line wi1h consumer needs, the bulk of working capital will be tied up in 
the inventory, while a change in consumer demand will adversely affect 
profitabil ity. 

An enterprise may be earning adequate profits to meet current 
liabi lit ies. but may yet be poten tially sick because of its inability to 
provide deprecilltion from revenue. Soon, such an enterprise will have 
its machi'ftes worn out. without replacements. Conversely, a unit may not 
be making enough but still be healthy. It is said that sickness is bound 
to exist in the life of any mdustrial enterprise. This is a "painful real ity 
of ... the process off industrialization" (12), especially in advanced 
economies, as it gets triggered by technological obsolesce nce and market · 
forces. There must be provision made in anticipation of impending 
sickness. 

Capital is the life-blood of enterprise. But, as much as under
capital iza tion does not pe rmit healthy functioning or long surviva l of an 
ente rprise, indiscrete transfusion in the form of heavy doses of capital 
can made an enterprise over-capitalised, leading to a meager rate of 
return . An over-capital ised enterprise is like a person who has the 
disease o f elepha ntiasis - he is unable to carry his own weight. 

Yadav (October 1986) diffe rentiates between signals and symptoms. 
of sickness in an emerprise, as it moves from a healthy state to a 
te ndency towards sickness, and then to incipient sickness and sick 
co nditio n (See the illustration below) . 
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Signals lind Synlilioms of Enlrrjlrist: Sickness 

Signals 

Healthy 
Still e 

T endency 
Towards SicJcness 

Frequent breakdown 
phmt and 
equipment 

Non-submission 
of data (0 

banks 
Irregular bank 
llels 

Dd:wll in pllyment 
of l>! (.!UlOry 

d ues 

Decline in 
Capilcity ul ili r.alion 

Tcchnicil l 
effi ciency, 

Finauci,,1 ralios 

Market price 
of shares 

Quality of product 

Turnover of 
pcr~onncl 

I 

Incipient 
Sicknc.s..~ 

Symptoms 

Sick 

Persistent shortage of 
of cash 

Continuous decline 
in financia l ratios 

Continuous decline 
in market price of 

shares 
Use of crealive 

accounting 
Dclaycu p"ymcnIS, 

Non-provision of 
accrued liabil ities 

Frequent requests 
\0 banks fo r Imlns 

Low morale 
of em ployees, 

Delay in audit of 
annual accounts 

SIGNALS SYMPTOMS 
Source : R.A. Yadave. "Sick Industrial Companies Legislalion - Remedy or Pallialive?", 

771t: Churfcn!d A CCOlllllillll, Journal of the Instilute of Chartered AccountanlS 
of India. October 1?H6, p. 2')2. 
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Rai (June 1(87) groups the causes of industrial sickness in to (a) 
exte rnal and internal; (b) controllable and uncontrollabl e ; and (c) 
manage rial , financial, production, technologic;,l l, labour, gove rnment ' 
policy and others. 

Plainly, every Cldvcrsc factor cannOI be predicted through accoun\;ln(:Y. 
though some do gel reneeted in the financial statementS in an indirect 
way - through capital , inve ntory or liquid ity. It is imperative 10 realize 
the limitations in predicting sickness solely through accounting 100\S, 

without apprecia ting olher devices as well. However. we can sec how the 
aCCQU rllarlt is well equipped 10 W:l rn of dange r signals and note factors 
which need correction. 

1.5 Detcrmin ing Sic kncss T hrough Accountin g Tool s 

Curre nt s tudies conside r industrial sickness in terms of cash now and 
financial imbal ance and unprofitability. It is believed that sickness can 
be identified through monitoring the process of working capital. cash 
losses a nd erosion of net wort h. 

Accordi ng to the rese rve Bank of India, which made ex te nsive stud ies 
from 19~O to 1985, a sick un it is ~one which incurs lo!oo~es for one year, " 
and which in the juuge ment of the bank is like ly 10 continue 10 incur 
losses fo r the curre nt year as well as the following yea r (usually for a 
continuous period of three years); and which has an imbalance in the 
financi .. d structure, such:.ls a current rat io of 1: 1 and a worsening debt· 
equity ratio~ (161. 

Some study learns have defined a sick unit as a unit in which the 
financial condi tion and other circumstances a rc such that it is not in a. 
position to meet its current liabilities ou t of its curre nt assets, while 
others have defined it ,IS a unit which fall s to generate internal surplus 
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on a continuing basis, but depends for its survival upon frequent infusion 
of external funds [16J. 

Cash Flow 

An enterprise is considered sick if it has been incurring cash losses for 
a given conti nuous pe riod (3 yea rs). This is usua lly measured in terms 
of outflow of cash resources on a cont inuous basis, thus impairing the 
liquidity of its current assets, and leading to a shortage of working capital 
and a distortion of its debt-paying ability. 

Financia l Im ba lance 

Imbalance in the financi al structure of an ente rprise results in the 
following circumstances: 

(a) When the ratio of current assets to current liabilit ies is 1:1, 
meaning that the whole of the current assets are being financed 
out of the curren t liabilities, and. as the unit incurs any cash [ass, 
the cu rrent ratio may be less than I:\' and the creditors' funds 
may be lost. A conside rable degree of risk is involved when 
business is financed to a large extent by creditors. Any drop in 
sales volumes and/ or retarding of the velocity of collection of 
receivables may make it impossible for a business to meet its 
obligations, which will lead eventually to insolvency. as tht 
enterprise is unable to meet its current commitmen ts. 

The temptation to trade on equity is ve ry great. but the risk 
involved therein even greater in a period of uncertainty. There
can be instances where even a business with a high current ratio 
may not be in a position to pay curren! liabi lities, because of 
unfavourable distribution of current assets in relation 10 liquidity . 
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Thc quality of short -term asset s is a pervasive factor ill the 
in terpretation of currcnt ratio. 

(b) An en terpri~e requiring little inveslrncnt in fixed assets may 
requ ire sm;t11 permanent capi tal; thus the ratio of capital to 
liabi lit ies may be justifiably low, with more ri sk being borne by 
creditors. Out in ;m enterprise requiring a large fixed assets 
investment, it is necessary that owners should take more risk than 
creditors, i.e. capital should be greater than liabilities. If the ratio 
of capital to liability is going be low I: I. it indic' lles the possibil ity 
of danger. In a long-term financial analysis, debt/ equity ratio is 
important. whi le current ratio is important in lInalysis of:1 short
term fina ncial position. 

I'rofitability 

A good enterprise, or a healthy enterprise (nol a sick enterpri se), is 
one that tms good profitability as well as a sound financial position. Only 
one or the Olher of these factors docs not make a sound and healthy 
business ente rprise. If the manageme nt wants to maximize its 
profitability, it can do so by improving its net profit ratio and its turnover 
ratio; here, ne l profit ratio refers to the margin made in sales, whereas ( 
turnover rale shows the utilization of the capital in making sales. This 
has been depicted in formuills for return on assets (ROA) and return on 
investme nts (equity) (ROI). The fo rmulas, which highl ightthc managers' 
concern in profitability and the financial position of the enterprise. arc 
shown below. 

Profi( x R~Y§:;mJ !: = Profit , Asseis = Profit 
Revenue Assets Assets Equity Equity 

Assets ROA Leverage ROI 
Margin Turnover 
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These formulas might be used wit h various adjustmen ts to estimate 
the surplus necessary to provide for asset replacement and even for 
working capita l needs. To ignore public enterprise and non-profit 
organizations' needs for a su rplus is to ask enterprises to risk financia l · 
fa ilure - a situation wh ich a society can ill afford [20j. Wi th the present 
inflationary ci rcumstances, current gene ration of surplus is necessary for 
providing working capital and for replaci ng cu rrent value; but the basis 
for estimating current va lu e must not be Ihe historica l val ue for the 
assets used. 

In the prediction of sickness by accounting tools, the re are two key 
tools which have come to be known through the research of Beaver and 
Altman. In his study of Ame rican companies. Beave r identified six 
ratios, as we mentioned previollsly. which are now considered of 
predictive value: 

cash flow to tota l debt 

ne t income 10 total assets 

total debt to total assets 

net work ing capital to total assets 

current assets to curren t liabilities 

no-credit intervals. computed by quick assets 
less current liabilities/operating expenses 

Cash flow comprises net income plus depreciation: total debt means 
long-term plus short-term liabilities. New working capita l comprises 
current assets less curre nt liabilities. 
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It is reported that, in the Indian con text, the following ratios were 
found to provide danger signa ls quite satisfactorily three years ahead of 
the actual failure of an ente rprise [16J . 

Net working capital 10 tota l llssets. This ratio declines from the third 
prior to failure, and may even be nega tive because of mounting 
liabilities. 

Reta ined earnings to 10lal assets. This ratio falls steeply from the 
third year prior to the fai lure. indicating that reselVcs are not 
growing. and that fewer funds are ploughed back into the business. 
ReselVes might a lso be used instead of retained earnings, except when 
the reselVes are from th.e revaluation of assets. 

Earnings before interest and taxes. This declines considerably from 
the year prior to the fa ilure, indicating that the profitability is 
decli ning sharply. The ratio of ne t income to tota l assets also exhibits 
a similar tendency. 

Market va lue of eq uity to total assets. This ex hibits significant 
decline in the second yea r prior to a failure, showing that the market 
is aware of the dwindling fortunes of the company. This is not 
applicable to public ente rprises. 

Total debt to tota l assets. This exh ibits and increasing trend in failing 
companies from the third year prior to failure, mainly because of 
increasing current liabilities, whereas, in successful companies, the 
ratio declines, indicating growing assets at the same level of debt. 
The importance and implications of this ralio should be carefu lly 
noted here. Later, we shall see how significant the analysis of this 
ratio is in Ethiopia public manufacturing en terprises. 
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Cash now to tota l debt. Th is ratio exhibits a sharp decline from the 
third year prior to failure, indicating highe r interest charges, and 
therefore a lowe r cash ge neration to be calcu lated . 

Strong associat ion was a lso found to exist in Gupta's empirical test 
between sickness and a weak equity base [ l2, p. 703]. 

Fund Flow Analysis 

This analysis views the enterprise as a reservoi r of liquid funds, which 
is filled by inflows and drained by ou tflows. Thus, fund flow analysis is 
made to examine the following proposit ions: 

the larger the reservoi r, the small th e probabili ty of failure; 

the larger the account of debt held, the greater the probability of 
. failure; , 

the larger the cash operating expense, the greater the probabi lity 
of failure. 

Caution 

There is no quest ion about the factual evidence that accounti ng tools 
can be important in analyzing and predicti ng enterprise sickness. 
However, we should be aware that accounting tools should nOl be seen 
as conclusive evidence poi nting 10 a failure, because the ratios do not 
necessarily give precise evidence. T hey are useful only as signals pointing 
to possible di stortion that may occur. Conventional ratios by themselves, 
withOlI( specific screening, are inadequate to predict a failure . But ratios 
speci,, :iy evolved, through time, help to signal dangers. 
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A problem also a rises with the ratios whe n a ma nagement starts to 
"window-dress'" the m - to try to make the appearance of the enterprise 
more attractive. Their pred ictive value is undermined by th is, causing the 
requireme nt of more and other non-financial devices to disce rn failure . 
or course, norms fo r liquidity as well as o lhe r norms need 10 be 
deve loped in each con text, before the predictive va lue of any ratios can 
be considered. For example, although, in industrialized coun tries, the 
liquidi ty ra tio is ser iously conside red 10 be a sign of impeding danger, in 
less developed countries, whe re there is a limited liqu id fund available 
to meet operating expenses (because large inventory holdings, cu rrent 
liabi lities as trade cred its, and short-term loans arc the main sources of 
finance), the liquidity ratio can not be expected to be high. 

In spite of the catJtion~ offered above, the significa nce of se lected 
ratios should not be neglected . Many researches made on the pred iction 
of industr ial e nte~pri~e sickness repeatedly indicate that mou nting debt 
acco mpa nied by poor prnfi tability and liquid ity is definitely a signa l of 
impeding failure. Fund irow ana lysis is also a broad indicator, but unl ess 
accompanie~ by carefully examined ral ios and other non-financia l 
devices, it cannot by itself predi ct a fail ure. 

1.6 Reliability or F i fl~:lcia l Data 

T he data necessary for the ratio and fund flow analyses are avai lable 
only in publ ished financia l statements. Before even an approxi mate 
in te rpretil1 ion can be mad e, we mllst remember that the com putation and 
preparation of the fllnd now figures themselves are only as accurate as 
the financia l statements. But are the dat a and statements presented 
reliable and u~cful in predicting failure . wh en we consider the differences 

-The term refers to an accoun ting method used to improve cash 
position of a firm . 
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in daw presentation resulting from innation ;lIld management allempts 
at "window·dressing"? A<; conve nl ional accounting is prone to show 
assets (fixed asse ts) at historical cost. ratios computed on such 
assumption!) will cert ainly be misleading in relation to the rising tre nd of 
prices. In addition, management tendencies towards overvaluing the 
inventory through alternative me thods of Generally Accepted Accounling 
Principles (GAA P). or disregarding repair and maintenance costs. or 
treating extraordinary incomes as ordinary. or ordinary expenditures as 
eXlraordllwry, with a view to improving current income. Sometimes. on 
the other hand. the si tuation is prese nted less favourably than it is in fact , 
in order to minimize a tax. Bec,.usc of these da ta manipulations. the 
reliability of financial state ments needs 10 he investigated. to make sure 
that they accurately portray the financial position of an enterpri se before 
they can usefully be used in an analysis of ra ti os and fund flow. 

The accounting process and methods have 10 be im proved. and 
account,lIits must contribute more 10 the prese ntation of financial 
statements. Conve ntional accounting procedures must be developed 10 
suit a given COlHexl. Audi tors. 100. have a lot 10 contribute to the 
improvement of the rel ia bility of financial statemen ts: they are in a good 
position to highlight poor financial sta tus and the prohabil ity of failu re. 
Pe rhaps fin<lncial reponing stand,lrd~ or government regu lations 
concerning them should require ente rpr ises to include accounting ratios 
of predictive value for 3-5 years,just as the re is now pressu re on financial 
sta temen ts to show the effect of inflation. In Ethiopia, a good start has 
already been made. as the new Ministry of Industry Accounting Manual 
requires the intermittent computation of certain financial ratios. 
However, these are performed only for internal report purposes. and arc 
seldom implemented in practice. In deve loping countries. where the 
accounti .• ;~ and auditing profession is at an early stage of development. 
much effo rt is needed to strengthen the accounting procedures to 
enhance the re liability of financial dat;1. 
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1.7 Monito ring th e Financi a l Affairs and Viability 
of I' ubl ie Enterpri ses in Ethiop ia 

Might the re then be a possihility of identifying "sick ness" in Et hiopian 
public inJ ustrial enterprise by following lines of thought sim ilar to those 
on the improve ment of accounting? Pe rhaps the Indian experience of 
legislati ng for the ident ification anJ rehabili tation of sick ind ustrial units 
should be given consideration in our concern to improve the performance 
of public e nte rprises. It is the thesis of thi s paper that ratio and fund 
analysis migh t be applied 10 the examining of public industrial e nt e rprise 
sickness, and to suggest remedial action so tha i these enterprises may be 
preve nted from being a so urce of national financial hemorrhage. But, 
first, the fin ancial info rma tion about them must be made reliable. T his 
requires development and improve me nt in account ing standards and 
practi ces. 

Article 9 of Proclamatio n 163 of 1979 (A Proclamation (() ProviJe for 
the Reguia"l ion and CoorJinatio n of Public Financial Ope rat ions, Negarit 
Gazella No. 12) sta tes tha t (a) if a public enterpri se of a fi nancial age ncy 
incur a loss for 3 consecutive years, or (b) if its loss remain ing in excess 
of the ge neral reserves equal s 30% or more of the state capital, "the 
Min ister or a supervisi ng au thority shall cause the financial affairs a nd 
viability" of such an e nte rprise to be investigated. The Proclamation goes 
o n to say that , if the investiga tion reveals non -viability, and the loss 
writte n off equa ls 50% or more of the stat e capital, the Mini ster or th e 
supervisi ng authority shall recommend dissolution of the elllerprise to the 
Council of Ministers. Furt her, Article 9.3 prov ides a means fo r 
rehahilit ating enterprises if the investigation reveals th e poss ibility of 
long-tc rm viabili ty. Is il the in tention of this Procla mation to proviJe fo r 
monito ri ng pu blic enterprise sickness? 

So far, I have not found any se rious attempt 10 imple ment this 
provision. and I am not able to give examplcs o f investigat ions 

22 



• 

£thiopia" iOllmuf of DcI't'/OfHlIClI/ Reseurch. Vol. fl, No. I, Ocfobcr / 9Q() 

undertaken, or di ssolu tion of an enterprise recommended. If there were 
to be al1emplS to implement this provision . we can even now sec how the 
Article lacks well-formulated financ ial paramete rs for instituting an 
investiga tion, except for loss and Dlher somewha t subjec tive crite ria. If 
we comp~.rc the Ethiopian legislation 10 the Indian legislation, the 
Ethiopian Proc1<1 malion is fa r from pUlling forward concrete means of 
implementation. There is no doubt that the intent ion is there. bu t the 
instrument SlOpS short of providing mechani sms for implementation. 

In his paper presented at the lational Symposium on Indust rial 
Developme nt in Elhiopii.\ (June 1986. p. 250), D.H.J. Sivitcr indicates 
that 26 ente rprises under the Ministry of Industry h"d Negative capital, 
either fro m the da te of establishment proclaimed, or as a result of 
subsequent losses; while a further lO plan ts had large accumulated 
deficits. 11 was moreover stated that the Mini stry had asked for Bi rr 18 
millio n (V.S. $1 = Ethiopian Birr 2.07) 10 be allocated to rehabilitate 
enterprises that were in a very poor financial condi tio n; whcther the 
request was based on resul ts of an investigation, I am not sure. 
Unfortunately, national resea rch is not privileged to have access 10 
info rmation needed to confirm the magnitude of these losses. nor to 
follow up and report as to what has happened to the loss- making 
ente rprises since then. 

1.8 Analysis of Financia l Ratios in Public Manufacturing 
Enterprises in Ethiopia 

Under a research grant funded by Organiz<ltion for Social Science 
Research in East Africa (OSS REA). a computation and analysis were 
made ,I 7 financial ratios in 12 public manufacturing enterprises in 
Ethiopia for the periods covering 1976, 1977-1979 <lnd 1981 (5 years). 
The results a re expected 10 be published in an occasional paper from 
OSSREA. The ratios cove red in this research were as follows: 
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I. net worth to total asse ts: 

2. debt to nel worth; 

3. current ratio; 

4. fixed assets to total asse ts: 

5. sales 10 IOIaI assets: ex pressed in number of tim es turned over; 

6. sales to inventory (number of times turned over): 

7. net surplus to tOlal asse ts. 

The financial ralios we re compu ted on the corporations' financial 
stalCmeniSf and not on data from each ellierprise. One of Ihe problems 
of speci fyi ng th e number of publ ic enterprises in the developing countries 
is that the unit b:lse of analysis of a public en terprise may be the 
corporate unit, which may have seve ral en terprises or plants in it, or, on 
the other hand. the uni t may consist of one individ ual ente rpri se. For 
exam ple, the Ethiopian Textile Corporation might be conside red as one 
public enterprise or as 13 enterprises, taking into consideration the 13 
plants within it; and the Beverage Corporation migh t be see n as one 
public enterprise, or as 25 enterprises. To be of any value fo r prediction 
of industrial sickness, the financial ratio ana lysis shou ld be based on 
individual enterprise accounts, nOI on a collective group of eillerprises. 
for three reasons: the ana lysis would be much more "microscopic": 
comparati ve norms would be more accurate; and further corrective and 
ameliorative action might be more mean ingfu ll y developed. But this was 
nOI possible, bee.Luse of lack of access to data in each individual 
enlerprise. 
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The ralios covered above we re nOI all the same as those 6 ralios in 
Beaver's model (January 1967) which are considered to be of predictive 
value. The majorilY of the above ratios are similar to each other. and 
can thus ove rall provide some signals of the slale of health of the public 
manufacturing enterprises in Ethiopia. In order 10 bring the exercise 
morc into line with the experiences in India and in Beaver's model, 
attempts were made to co mpute additional ratios, such as net working 
capita l to the total debt . and also to the "no credit in terval" ratio. 
However, the cash flow to the IOta 1 debt could not be computed, as thee 
depreciation allowances are to a large exten t unreliable. and details are 
absent. The "no credit intervar fo rmula could not be used, because, fo r 
the most parI the quick or short-te rm assets are less Ihan the current 
liabi lit ies and are therefore negative, except for those of the Ethiopian 
Sugar Corporation, which seems to have this ratio risi ng until 1980, 
showing a strong liquidity position. Bul by 1981 the Sugar Corporation 
also exhibits negative short-term asse ts. and the ratio is therefore 
incompu table. 

Apart f~om trying to assess the financial ratios, we may examine thee 
public enterprises in Ethiopia through some of the signals and symptoms 
listed by Vadav [October 1986J: 

(a) persistent shortage of cash; 

(b) delayed payments (of obligation. i.e . taxes, charges on capital 
including waivers or poslponement); 

(c) frequent requests for bank loans; 

(d) postponement or avoidance of making provision fo r accrued 
liabilities. or provisions for valuing assets reaiistical1y. i.e. bad 
debts; and 

25 



loh rmlles Kill!" : A CCQwui llg TOt.HS ill Public £lI/c'7mscs 

(e) frequent delay in audit of accounts. 

If we find these signals, as we do, we may identify the incipient 
sickness of the public enterprises examined . 

1.9 Ra tio of Net Worth to Tota l Assets 

The ratio of net worth to 10lal assets in the public ma nufactu ring 
ente rprises in Ethiopia 11;IS been observed on an overall average to be 
0.41 ; in the period examined (1976- 1981), it decre<lses from 0.57 to 0.27, 
and it is constantly decl ining in all corporations (Table 1). 'l11is implies 
that the asse ts of thc enlerprises have been rising not from an increase 
in equ ity fund. but rather from an incrcase in borrowing. Enterprises are 
th us heavily indebted, and have a narrow equity base. with 60 - 80% of 
their assets supported by debt financing. The re may be nothing wrong 
in using a debt fund to operate on, as long as the profitabili ty rate in the 
enterpri se can more than justify the interest and financial charge 
requireme nts on the borrowed funds. and. if justification is prese nt, it is 
a posit ive leve r.age. But the crucial question is, do the profitability and ' 
operation of the e nterprise justify such heavy indebtedness. 

Whe n we find that 60% o r more of the tota l debt in these enterprises 
is in current liabiliti es, as we shall see later, there is cause for worry. 
Short-term loans are some times even being used to finance fixed assets 
or long-te rm object ives. instead of the othe r way round. In the long
term, such financing putS ;In increasing bu rden of risk on the creditors; 
and it limi ts also the borrowing capacity of the ente rprise. 

Might it be said tha t public ente rprises should be able to afford more 
borrowing, or should assume more debt in their finances than is possible. 
with private ente rprises. since borrowing by publ ic e nte rprises comes 
from another side of the government pocket· the bank? Some observers 
may even be tempted 10 ask. Is it material whether a public enterprise: 
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obtains its funds from borrowing (either from banks o r creditors), or 
from the state directly (as a government invesunent from the treasury)? 
Is it nOI like obtaining a loan from two sides of the same pocke l, or from 
two pockets of the same owner, the state? In such a case, the criteria 
and measurement of ente rprise efficiency then become ill usive, and the 
concept of returns and investment becomes blurred. 

1.10 Methods of Financing 

The re a re two main sources of finance available for any en terprise or 
firm: these are debt and equity. Although equity can be increased by 
either add itional equity fund investment (sale of equity or otherwise), or 
through inte rnally generated forms, the latter is nOt usually available for 
most public e nterprises, as any surplus is disposed of by various central 
governme nt regu lations and restrictions, includ ing the requirement of the 
return of any residual surplus from the enterprise concerned to the 
central treasury. For example, in Ethiopia, in accordance with the 
Proclamation of 163/ 1979, the surplu s of the public enterprises is 

· siphoned away in the form of capital charges, taxes, and the payment of 
any residual surplus to the Ministry of Finance. Thus, in principle, no 
income (surplus) is retained or left to the enterprise's di scretion. lllC 

use of a reserve by the enterprise is also constrained by a legal provision . 
Incrcasing equity capital through an additional equity investment is nOI 
an easily accessible melhod of financing a public enterprise, because the 
govern me nt has too many demanding projects to fund from an already 
constrained budget, and cannot increase the equity of a public enterprise 
as desired. Thus, the easiest way from a public enterprise to meet its 
fund need is to revert to a debt. either a short-term or a long· term debt, 
or both. Public e nterprises are not subjected to a strict financial scrutiny. 

· not to evaluation and screening, as private enterprises are, on borrowing 
and/ or on their request for a loan. especially from banks; public 
enterprises are exempt from such attentions, since they are considered to 

: be part of the state ownership. The tendency of public en terprises to 
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borrow thus becomes frequent, not sporadic nor temporary: With v<irious 
specia l govern men t rules for forgiveness of a debt, waiver. or even the 
IUrning of a debt into subsidy which is writte n off against a reve nue 
expe nditure, it becomes impossible to discern and (0 subject to proper 
financial discipline the SlruclUre of a public enterprise. Thus, as was 
jndic.tled earlier, an increasing debt promotes a weakening equity base' 
and greate r risk, leading towa rds a s ickness. ' 

1.1 1 Ral io of Debt 10 Net Worth (Debt to Eq uity) 

The ralio of debt to nel work for the public manufactu ring enterprises 
in Et hiopia is observed to have an ove ral1 ratio of 9.04 (Table 2). This 
ratio has been constantly increasing for all the enterpri ses in the overall 
pe riods studied, indicating a n increasing l ev~~rage or a greater use of debt 
funds. The highest ra ti o. to the extent of 413.30, is seen in th e leather 
and shoe industry. Wit h a high degree of fi nancing from debt. not only 
is the rate of relUrn to the owners threatened, but also there is a risk that 
the give n e nterprise may not earn enough to meet its interest payments 
on a debt; th is factor results in a negative leverage, the effect of under·" 
capitalization. I am sure that there a re those who may argue that these 
public ente rprise debts come from bank loan s. and. if the ba nks are local, 
they are themselves public instit utions and govern ment-owned. However, • 
if we think o f the borrowings made by ente rprises for fore ign-pu rchased 
and imported production componen ts. we can soon comprehend the 
burden of debt payment and fo re ign exchange brough t about by debt 
financ ing. 

1.12 Current Ratio 

The current ratio observed in the Ethiopian public manufacturing 
ente rprises shows an overall average of 1.60 ratio. which is not 
unfavourable, as it is above 1.00 (Table 3) . A ratio o f 1.00 or above 
indicates that it JUSt barely covers the cu rrent obligation, without allowing."" 
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room for any cha nges in a conversion of current asse ts. T he ("UTTent ratio 
in all these Ethiopian enterprises or corpoT:ltions, howeve r, has heen 
decreasing ove r the time of observation. The decrease in the (urrent 
ratio from the previous pe riod seemS to come :IS a resu lt of an increase 
in the current liabilities, or due to an increase in the CIITTent liabilities 
faster than in the current asse ts, a factor showing indulgence in the use 
of curren t liabilities to meet working c;'lpital needs. T his trend ind icates 
a liquidity proble m. The favouTilbleness of the curren t ratio depends on 
the compositio n of the current assets; in Ethiopia, an examin<uion of the 
composi tion shows that an overall of 50% or more of the cu rrent asse ts 
is in inventory or SlOck, followed by receivables. The liquidity of the 
current assets is judged by ho",:" easily the stock is saleable. and how 
qu ickly the receivables can be collected. If the inventory value is 
ove rstated, and if the inventory composition itse lf is misrepresented by 
an inaccurate inven tory definition and a classification improperly 
identified (i.e., if an inve ntory is composed of obsolete stock, or Letter 
of Credit (LC) is transit, or supplies for consllmption), th en the inventory 
is far from being assured of a sound position. The sallle concern can 
also be noted in the quality of receivahles. If receivablcs are classi fi ed 
in the currenl asse ts, includi ng receivables whose terms of collect ion is 
unce rtain, ~o that thu s the va lue is definitely unknown, then the current 
assets will be overvalued and Ihe current ratio is fictitiou sly overstated. 
The liquidity posi tion is then much Illo re risky. Since the financial data 
examined from 1976 to 1981 were prepared before the issue of the 
accounling procedures 1n<lIluai isslled in 1987 by the Ministry of Industry, 
th e reliability of the da{;J is al so qucstionabl e. Here, we can appreciate 
the importance of adopting uniform accounti ng guidelines on the 
classi fication and va lua tion prese ntation, including Ihe defini tion of te rms 
for the prepar:ltion of be Ber and more meaningful financial statements, 
and leading to a more adequate interpre tation of financial data. 
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1.1 3 Rat io or Fixed Assets to Total Assets 

Thi ... ratio inl.!ic;He~ the ilmount of investment tiel.! up in fixel.! assets. 
What ponion of the total investment an enterprise or a corporatio n putS 
in fi.xed a~~el:' depends on the type of activity it is engaged in and the 
industry it is in. Normally. in a heavy industry Iype of activity such as in 
metal amj sleel. a high pe rcentage of the r,l[io between fixed assets and 
total assets would be expected: while in ligh t industries, such as iron on 
construction indll~tries, the opposite would be true. In the Et hiopian 
manufacturing enterprises. it is notell that the percentage of fixell assets 
to total asse ts is overall 20·30%. ranging to as low as 16%. 

The Ethiopian ratio ex hibits also a constantly decreasing trend 
throughout the period ohserved in all the corporatio ns. Examining the 
numerator and denominator of this ratio. we obse rve that the incrcilse 
in the tOlal assets. or investments does not re!'u lt in fixed asset increases. 
but rather in curren t assets (circulating asse ts) "ctiviIY. It is not easy to 
interpret this relationship by itself. in the absence of a standard of 
comparison with the average of !'ome specific similar activity in the sa me 
environment. But it is certainly doubtful that the Ethiopian ratio 
adequately represe ntS the enterprises' sphere of activity. or wise financial 
allocation to the diffe rent types of assets, :IS manufacturing enterprises 
are custom:lrily expectcd to require a rather larger fixed capital 
investment in their activity. 

Ovenlil. the portion of invesllnent in fixed aSsetS seems 10 be 
relatively low. indicating Ihal most of the increase in the lotal assets has 
come as a result of an increase in the current asse ts. More is being spen t 
onlhe current assets than on long·term investment. Given this situation, 
wc can observe from the fin;lIlcial state me nts that there has been little 
or not change in the long-term liabilities, but the re has been a fast 
increase in the current deb!; it is evident that morc activity is 
concentrated on the current assets. especially on the inventory build-up. 
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This ind icates a short-term objective, and not long-term strategy, and it 
does not say much for the increased production at the cost of the long-

• term utility val ue of a plant an(1 machinery, and other fixed-asset types 
of investme nt. 

1.1 4 Rat io of Sa les to Total Assets 
(Asset Turnover) 

Asset tu rnover is the ratio of sales to the IOta I assets, that is by 
dividing the sales into the total assets, and is expressed as number of 
limes turnover, indicating the volume of sales generated by the total 
assets invested. The ,greater tile amount of turnover, the highe r the 
efficiency of the asset utilization. In the Ethiopian manufacturing 
enterprises examined, overall, on the average, the turnover was less than 
1.00, or at most close to 1.00 (Table 5). this is not what would be 
considered efficient ulilization of investment, The volume of sales 
generated by the investment is relatively small, although it can vary from 
industry to industry, from enterprise 10 ente rpri se, and from period 10 

Aperiod. Especially when the turnove r rate is below 1.00, this rate is not 
only a sign of inefficiency, but a lso a sign of difficulty in operating the 
enterprise. 

1.15 Relationship of Sales to In\'entory Turnover 

T he relationship of sales to inventory turnover expresses the numbe r 
of times the inventory has been "turned ove r" or replenished through the 
volume of sales allained. The larger the turnover and the faster the 
inventory moves shows that the quality of the inventory leads to 
increasing liquidity. The turnover also indicates the extent of the capital 
tied up in the inventory, for, if the turnover is small, more capital is tied 
ur :'1 the slow-moving inventory. Naturally, the rate of any turnover will 
vary, depending on thl~ type of activity and industry the ente rprise I:. 



Jolulltll n Ki l1fw ACc;olllllillg Twls ill P,,/J!i( EIIICI/JnW:J 

engaget! in. It is usual to find an inventory much highe r in a retail 
industry than in it manufacturing industry. 

The invelltory turnover for thc ethiopian manufacturing enterprises 
observed had, ove rall , an average of 2.2 (times), and it showed a 
decreasing Irend in almost all the enterprises Cr able 6). 

It is possible here to raise a question as to whe ther we can expect as 
large a \lIrnove r in public enterpriscs as in private enterpri ses. By itself, 
the whole of the Ethiopian inventory turnover studied seemcd to 
nuctuate in the neighbollrhood of 1.00, except for the Food alllJ Beverage 
Corpor:ltions. which have been able to exhibit a high turnove r of from 3 
10 4 (times). From the relations hip of sales and inventory, it may be 
inferred that a low turnover occurs as a result of larger inventory 
holdings relative to the sales, i.e., Sirles have not been able to increase 
as fast as the inventory holdings. But the question as to why the 
inventory holdings have been increasing faster requires further inquiry 
into the activity. Perhaps the holdings have been increased in 
anticipation of expected ~hort:rges, or to meet an expected increase i~ 
demand, or simply to meet and executive order for a give n production or 
target requirements such as those set by supervi sing ministries of 
e nterprises under their jurisdiction. It is also possible that the method of 
inventory valua tion may be questionable, and that the inventory content 
is overstated, because supplies and other consumable items are included 
in the inventory. Sharp distinctions in the definition and classification of 
an inventory are not observable in the accounting practices of Ethiopian 
public enterprises. 

Other reasons for the low turnover may he found in the depressed 
sale~ related to the rising costs of inventory and produclion. 
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1.1 6 Ital io of Net Working Capil a l 
10 Total Assets 

As sl:lIed earlier. research in the Indian experie nce ind ic; lIe~ a decline 
in the ratio uf net working cap ital to [ot;tl asse ts three ycar~ priur w 
fa ilure of th e enterprise~ sWd ied. In the Ethiopian publ ic manufacturing 
ente rprise"" this rat io b found to have, overall, an average of 0.22, and 
it is constantly decli ning in the majority of the corp(lratiun~. except tlm:-c 
o f Tobacco a nd Matches, Suga r, Print ing. and Wood Work~.:llI of whkh 
exhibit changing patterns. The ratio is in gene ral 100 low, 10 a low of 
0.02 ( Building 1aterials) from a high (If 0.55 (Tob:lcco a nd Mat che~) . 
TIle decline in such a rat io is the sign of a liquidity problem, :rnd 
increasing difficulty in ope r;Hions, as the growth in the IOtal inve!'trncn t 
is be ing obta ined with an increasing (Iebt. without genera ting a sufficient 
intern:1I or eq uity fund 10 mee t the obligmions incurred. 

Taking into consideration the ol her non-financial ~ign: .l s and 
sym ptoms of enterprise sickness. indicnted earlier in the ill uSlTation fro m 
Yudav (October 1956), we ca n d iscern the following factors: 

(a) A persiste nt shortage of cash is visible in the low-liqllidity ra lios 
and liquidity problems noted in our public e nt erpri~c~. 

(b) Delayed paymen ts of obligations arc visible in the ta:<e~ payable 
and capital charges payable: in the residual su rplu s payable that 
appear on the balance sheet of state e nterprises in Ethiopia: 
and in requests fOl"\va rded by the corpora tions within the 
ente rprises to the Mi nistry of Finance for a waiver or 
post poneme nt o f these payable. 

(e) Frequent requests for bank loans by the ent erprises i ~ 

observable in the heavy use of overdrafts and short-term 
borrowings, even for a payment of capital charge~. 
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(d) Postponement and avoidance of making provisions for accruals 
such as inte rest and wages, o r unckared advances and/ or the 
mixing-up of debts and prepaymcnts, or outright failure to 
provide appropriately for bad debts and depreciation - all these 
are not only the means of drcssing--up the financial statement 
and apparently improving the current posit ion, but are also 
signals of an enlerprise's ope ra tional difficulty in properly 
managi ng its assets and costs. 

(e) Frequent uelays in the auditi ng of accoun ts have bee n observed 
for a long period in public Ethiopian en terprises. either because 
of non-c1osu rt! of books of accounts on time. o r shonage of 
auditors. or simply because of the absence of ;ldcquate books 
and accounts. . 

Poor and inauequute accounting and fin<lncial information for 
decision-making are eviucnt in the va rying methods of surp lus 
determination based on va rying interpretat ions of anu lack of guidelines· 
on the computation of capital charges: on provisions fo r doubtful 
accounts; on losses: on the accumulation, use and recuperation of 
rese rves; on costing; and on net su rplus disposition or appropriation, 

II . CONCLUSION 

The creation of machinery 10 ide ntify "puhli c enterpri se sickness" and 
to establish a mechanism to rehabilit<lle and nurture each enterprise is 
an important step in the right direction to prevent financial hemorrhage 
and to save national resou rces. To what extent the problem of publ ic 
enterprise sickness and its associated uifficulties are resolved depends ot\. 
the manner in which the rehabilitation programmes of the potentially 
sick units can be handled. :lOd on the accuracy of their timely 
idenlification of the sickness. 
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Line of 
Business 

Beverages 

Building 
Materials 

Chemical 

Fiber 

F""" 
Leather and 
Sh"", 

Metal Works 

Print ing 

Sugar 

Texti les 

Tobacco and 
Matches 

Wood Works 

Avera~e 

Source: 

Table 1 

Ratio of Net Worth to TOial Assets in 
Publ ic Manufacturing Enterprises in Eth iopia 

1976/n n/78 78/79 19/81J 80/81 

0.69 0.57 033 0.29 0.29 

0.72 0.58 0.42 0.29 0.17 

0.62 0.61 0.39 034 0.28 

0.51 0.37 0.32 0.2 1 0. 16 

0.46 0.44 0." 0.19 0. 18 

0.28 0.21 0.1 2 0.05 o.cm 

0.49 0.33 0." 0.23 0.26 

0.52 0.45 0.29 OJO 0.31 

0.83 0.85 0.71 0.75 0.5 1 

0.54 0.50 0.37 0.36 0.38 

o.n o.n 0.71 0.51 0.49 

0.43 0.38 03' 0.43 0.24 

051 0.50 038 0.38 0.27 

Average 

0.43 

0.44 

0.45 

0.3 1 

OJO 

0.13 

0.3 1 

0.37 

0.73 

0.43 

0.64 

0.37 

0.4 1 

Pre pared from Ministry of Industry Data, in "Ethiopia: Recent Economic 
Development5 and Future Prospects', Volume II , pp. 149-154. World 
Bank, 31 May 1984. 
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Lines of 
Business 

Beverages 

Building 
Materials 

Chemicals 

Fiber 

Food 

Leather and 
Shoes 

Metal Works 

Printing 

Sug<lr 

Textiles 

Tobacco and 
Matches 

Wood Works 

Average 

Source; 

Table 2 

Ratio of Debt to Net Work in Public 
Manufactu ring Ente rprises in Ethiopia 

1976/n n/78 78/79 79/&J 

0.43 o.n 2.07 2.44 

0.39 0.73 1.37 2.40 

0.62 0.63 1.50 1.95 

0.97 0.69 2.10 180 

1.l9 1.29 2.90 4.38 

2.62 3.8 7.10 18.60 

1.05 1.99 2.98 3.34 

0.85 0.99 1.64 1.77 

0.20 0. 18 0.42 0.33 

0.85 0.99 1.64 t.n 

0.31 0.38 0.42 0.95 

1.32 1.67 1.53 1.32 

0.90 1.28 2.25 3.63 

&J/8l Average 

2.42 1.63 

4.80 1.94 

2.63 1.47 

5.13 2.74 

4.55 2.86 

414.30 89.42 

2.90 2.45 

1.66 1.38 

0.97 0.42 

1.66 1.38 

1.05 0.62 

3.13 1.79 

37.10 9.04 

Prepared from Ministry of Industry Data, in "Ethiopia: Percent Economic' 
Developments and Future Prospects", Volume II , pp. 149-154. World 
Bank. 31 May 1984. 
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Line of 
Business 

Beverages 

Building 
Materia ls 

Che mieals 

Fiber 

Food 

Leathe r a nd 
Shoes 

Metal Wo rks 

Printing 

Sugar 

Textiles 

T obaeco and 
Matches 

Wood Works 

Average 

Table 3 

Ratio of Current Assets 10 Current Liabi lities in Public 
Manufacturing Enterprises in Ethiopia 

1976/77 77/78 78/79 79(80 BO/81 

1.43 1.32 1.10 1.09 1.()6 

2.40 1.71 1.35 1.14 1.03 

2.09 1.99 1.4 \ 1.28 1.18 

1.34 1.30 1.22 1.10 1.06 

1.43 1.32 Ll O U)t) l.ll 

1.83 1.60 1.28 1.13 1.13 

1.90 1.43 1.35 1.27 1.31 

1.74 1.61 1.74 1.17 1.25 

4.37 4.89 2.27 3.00 1.47 

1.70 1.70 1.41 1.38 1.36 

336 2.90 2.90 1.69 1.62 

1.26 1.18 1.30 1.46 \.14 

2.07 1.91 1.53 1.40 1.22 

Average 

1.20 

1.53 

l.59 

1.20 

1.2 1 

1.39 

1.45 

t.50 

3.20 

l.51 

2.49 

1.27 

1.63 

Prepared from Ministry of Industry data, in "Ethiopia: Reeent Economic 
Developme nts and Future Prospects", Volume II , pp. 149-154. World 
Bank, 31 May 1984. 

39 



JoIw"" ts Klllfu: AccOlllumN Tools ill Public Emerprist s 

Line of 
Business 

Beverages 

Building 
r.·laterials 

Chell1 ic .. l.~ 

Fiber 

F~~ 

I.c"t hcr ;,nd 
Shuc~ 

I\·Iel:,1 Works 

Printing 

Sugar 

Texliles 

Tobacco and 
M:llchcs 

Wood Works 

AI·crage 

Source: 

Table 4 

Rat io of Fixed A~ts to Total As.o;cts in Public 
M:mufacruring Enterprises in Et hiopia 

1976/77 TIn8 78/79 79/W 80/8 1 

0.32 0.34 0.37 0.32 0.35 

0.33 0.30 0.27 0.25 0.25 

0.20 0.23 0.15 0.15 0. 15 

0.34 0.266 0.25 U. 17 0. 13 

0.27 0.30 0.24 0.17 0.18 

0.42 0.36 0.32 0.25 tl.22 

0. 14 0.12 O.Q7 0.06 0.06 

0.20 0. 16 0.12 0.17 0.1 6 

0.53 0.49 0.39 0.32 0.41 

0.26 0.23 0.25 0.24 0.27 

0.21 0. 18 0.15 0. 18 0.17 

0.30 0.26 0.23 0. 17 0.14 

0.29 0.027 0.23 0.20 0.20 

AI'crage 

0.34 

0.28 

0.18 

0.23 

0.23 

0.31 

0.00 

0.16 

0.43 

0.25 

0. 18 

0.22 

0.24 

Prepared from the Ministry of Industry Data, in "Ethiopi ;r: Recent 
Econo mic Dc\,cloprnents i1nd Future Prospects·, Volume II , pp. 149· 154. 
Wo rld Bank, 31 May 1984. 
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Line of 
Busines.s 

Builtl ing 
M:l!erials 

Chemicals 

Food and 
Beverages 

Lcilther lmd 
Shoes 

Metal 
Works 

Prin ting 

Sugar 

Tcxtiles lmd 
Fiber 

Tobacco and 
Matches 

Wood 
Works 

Average 

Source: 

Table 5 

Riltio or Sales of Total Assets in Public 
fo,hnur-.cturi"S Enterprises in Ethiopia 

1976/n 77/78 78/79 79/F,O 

0.66 0.61 O.W 0.(,7 

1.2h 0 .... 1.27 1.05 

1.43 1.24 1.20 1.25 

0.72 0.(,2 0.90 1.05 

0.97 1.37 1.11 1.46 

0.85 0.>16 0.86 0.88 

0.38 0.30 0.53 0.49 

0.90 0.71 0.8-1 0.99 

1.07 I."' 1.00 0.93 

0.93 0.87 1.10 1.01 

0.91 0.85 0.95 0.97 

SO/81 Avcrilgc 

0.69 0.65 

0.99 1.08 

1.25 1.22 

0.98 U.>16 

2.30 ,-""' 

0.89 0.S7 

0.43 0.43 

0.98 0.88 

0.95 1.02 

1.07 0.99 

1.05 0.95 

Prcpared rrom fo,·l inislry or I"dustry Data. in "Ethiopia: Rcccnt Economic 
Dc\"dojJmc nl and Future PrO:S llCcts', Volume II. pp. 149· 154. World 
Bank, 31 May 1984. 
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Line of 
Business 

Building 
M,ttcriills 

Chemicals 

Food and 
Beveragcs 

Leat her and 
Shoes 

Mctal'Works 

Printing 

Sugar 

Textiles and 
Fiber 

Tobacco and 
Ma1ches 

Wood Works 

Avcrage 

Sourcc: 

Table 6 

Ratio of Salcs to Inventory in Public Manufacturing 
Public En1erprises ill Ethiopia 

1976/n Tlf78 78/19 "'f'" SO/81 

1.50 1.30 1' 0 1.50 I.'" 
2.40 1.10 3. 10 2.20 2.30 

4.'" 4.50 4.40 J.90 J.60 

1.70 1.30 1.7<) I.'" I.'" 
1.10 2.90 I.'" 2.20 1.50 

2.10 1.90 1.90 2.00 2.10 

1.70 1.70 2.10 2.20 1.90 

2.10 1.30 1.60 2.30 2. 10 

2.60 2.60 2.30 2.911 2.20 

2.50 2.30 2.50 2. 10 2.50 

2.30 2. 10 2.30 2.30 2.20 

Averagc 

1.50 

2.30 

4.20 

1.70 

2.00 

2.00 

1.90 

1.90 

2.50 

2.40 

2.20 

Preparcd from Ministryof Industry Data. in "Ethiopia: Recent Economic 
Developmcnts and Future Prospects·, Volume II , pp. 149-154. World 
Bank, 31 May 1984. 
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Line of 
Business 

Beverages 

Building 
Materials 

Che mieals 

Fiber 

Food 

Leather and 
Shoes' 

Melal Works 

Printing 

Sugar 

Texti les 

Tobacco lind 
Matches 

Wood Works 

Average 

Source: 

Table 7 

Ratio of Net Working Capital to Total Assets in 
Public Manuracturing Enterprises in Ethiopia 

1<J76j77 77/78 78/79 791'" 80/81 

0.39 0.25 0.07 0.074 0.089 

0.08 0.29 0.19 0.'" 0.02 

O.4 t 0.38 0.24 0.18 0. 11 

0.16 0.17 0.14 0.07 0.05 

0.22 0. 16 0.07 0.07 0.049 

0." 0.24 0. 15 0.<>1 0.'" 

0.41 0,. 0.24 0. 19 0.22 

0.34 0.32 0. 19 0. 12 0. 16 

0.37 0.41 0.34 0.45 0. 18 

OJI 0.32 0.21 0.20 0.19 

0.55 0.54 0.55 0.34 0.31 

0.14 0.11 0. 18 0.26 0. 10 

0.30 0.29 0.2 1 0.18 0.13 

Average 

0. 17 

0. 13 

0." 

0.12 

0.13 

0. 16 

0." 

0.23 

0.35 

0.25 

0.46 

0. 16 

0.22 

Prepared fr om Ministry of Industry Data, in "Ethiopia: Recent Econo mic 
Developments and Future Prospects', Volume II , pp. 149-1.54. World 
Bank, 31 May 1984. 
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Line of 
8usine~ 

Ikve r<lge 

Buildi ng 
i\i<lteri<lls 

Chemicals 

Fibe r 

Food 

Leathe r and 
Shoes 

Metal 
Works 

I'rint ing 

Sug,lr 

Textiles 

Tobacco and 
Mil lches 

Wood 
Works 

Average 

Sourcc: 

Table 8 

R;ltio of Total Debt to Total Ass.c t~ in Public 
l\13 nufaclllr ing Enlerprises in Et hiopia 

1976/77 77/78 78/7') 79/00 &1/8 1 

0.30 0,43 0.67 0.71 0.71 

0.28 0.42 0.58 0.71 0.83 

0.38 0.39 O.GO 0.66 0.72 

0,49 0.63 0.68 0.79 0.84 

0.54 0.56 0.74 0.8 1 0.82 

0.72 0.79 0.88 0.95 0.99 

0.5 1 0.67 0.75 0.77 0.74 

0.48 0.55 0.71 0.69 0.68 

0. 17 0. 15 0.29 0.24 0.49 

0.46 0 50 0.62 0.64 0.62 

(J.24 0.28 0.29 0.49 0.5 1 

0.57 0.63 0.60 0.57 0.76 

0.43 0.50 0.62 (J .G7 0.72 

A\'erage 

0.5(. 

0.56 

0.55 

0.68 

O.(t) 

0.87 

0.69 

0.62 

0.27 

0.57 

OJ6 

0.63 

0.59 

I' rcpared from Minislry of Industry Data, in "Eth io pia: Recent Economic 
Dc\'elopmcnts and FlIIurc Prospects·, Volumc, II , pp. 149·154. World 
Bank, 31 May 1984. 
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Line of 
Business 

Building 
Materials 

Chemicals 

Food and 
Beverages 

Leather and 
Shoes 

Mctal Works 

Printing 

Sugar 

TeJlliles and 
Fiber 

Tobatco ~nd 
Matches 

Wood Works 

,\\'erage 

Source: 

Table 9 

Ratio of Net Surplus to Total Assets in Public 
Manufacturing Enterprises in Ethiopia 

1976/n n/18 78/79 791"" ""I"" 

(0.01) (0. 111) (OJ}.f) (0.n7) (11.23) 

0. 11 0.005 0.12 0.08 0.06 

0.10 0.05 0.05 0.04 0.02 

0.03 (o.(~) 0.01 0.Q2 (0.02) 

0.06 0.06 0.05 0.'" 0.00 

0.08 (0.7') (0.10) 11.13 0.12 

(0.1)4) 0.02 0.07 0.09 0.05 

0.06 (0.003) (0. 15) 0.05 0." 

0. 16 0.16 0. 11 0, 12 OJ)3 

0.07 (U.OI) 0.04 0.04 U.US 

0.062 (0.1J6.I8) 0.016 0.058 0.021 

Average 

(0.09) 

0.07 

0.05 

O.(kJ 

0.07 

(0. 11 ) 

0.04 

(0.0006) 

0.12 

0.04 

0.02 

Pre pared from Ministry of Industry Data. in "Ethiopia: Retellt Economic 
Developments and Future Prospctts: . Vo lume II , pp. 149·154. World 
Bank. 31 May 1984. 
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