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CORPORATE FINANCIAL HEALTH ASSESSMENT:
METHODS AND TOOLS FOR EMERGING MARKETS

The paper address the methodological approaches to the corporate financial health assessment. The
research purpose was to systematize corresponding methods and tools in the context of investment
monitoring, with an emphasis on the level of financial development. The research methodology was based
on the assumption that there are three key theoretical foundations for corporate financial health
assessment: bankruptcy prediction, investment analysis and financial systems assessment. The main
prerequisite of the research is that the choice of methods and tools to the corporate financial health
assessment in emerging markets lies in the field of bankruptcy prediction models. Besides, it is advisable
to analyze the potential of structural models for bankruptcy prediction, the principles of which are most
closely related to investment analysis. Finally, the results of methodological approaches systematization
in the research field need to be adjusted to the instruments of financial systems assessment. The research
shows that the specifics of corporate financial health assessment in the emerging markets is associated
with its theoretical, methodological and informational support. The focus of relevant methods and tools
remains in the plane of bankruptcy prediction models. The models based on market indicators can be
applied to public companies, but their applicability should be tested taking into account information
limitations. Factors of corporate financial health, in turn, can be subdivided into market and specific
ones, being adjusted for the level of financial development.
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OIEHKA KOPIIOPATUBHOI'O ®PHUHAHCOBOI'O 310POBbAI:
HHCTPYMEHTBDI VI @OPMUPYIOIINUXCH PBIHKOB

B cmamve paccmampusaromcs Memooudeckue Nnooxoovl K OYEHKE Kopnopamuenoco (Z)MHCIHCOSOZO
300p06b}1. Ueflb UCCAe008aHUSL 3AKTIOHANACH 8 cucmemamusayuu coomeemcmeyrouux Memooos u
UHCMPYMEHRNIO6 6 KOHMeKcme UH6eCMUYyUOHRO20 MOHUMOPpUHeA C AKYEHMOM HA YPOBEHb ¢MHCIH006020
paseumus. Memooonocuss  uccaedosanus 6a3up06aﬂa0b Ha 60nyweHuu 0O mpex Klo4esoblx
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Meopemuyeckux OCHOBAX OYEHKU PUHAHCOB020 300P08bsl KOPNOPAYUIL: NPOSHOZUPOBAHUEe OAHKPOMCMEA,
UHBECMUYUOHHBIL aHAU3 U oyenka @uuancogvlx cucmem. OCHOBHOU NpPeonoCHIIKOU UCCIe008aAHUA
AGNANOCL MO, YMO GblOOP MemoO08 U UHCMPYMEHMO8 OYEHKU DUHAHCOBO20 300P08bs KOPNOpayull Ha
Gopmupyrowuxca pulHKax aexcum 6 obracmu mooeneli npocHo3uposanus b6ankpomcmea. Kpome moeo,
YenecooopasHo  NpOAHANUZUPOBAMb  NOMEHYUAN  CMPYKMYPHLIX — MoOenell  NPOSHO3UPOBAHUs
OanKkpomcmed, NPUHYUNbL KOMOPbIX HAUOOIee MeCHO CEA3AHbL C UHBECINUYUOHHbIM ananuzom. Hakouey,
pe3yrbmamosl  CUCeMAMU3AYUU  MemoOUyecKUx nooxo0o8 6 o00aacmu UCCIe008aHUll HeobX00UMO
CKOPPEKMUPOBAMb C YYemOM UHCIPYMEHMAPUs OYeHKU GuHancosvix cucmem. HMccrnedosanue nokazano,
umo cneyughuka oyenku QUHAHCOB020 300POBbs KOPNOPAYUL HA POPMUPYIOWUXCS PLIHKAX CEA3AHA C ee
meopemuyeckum, MemoooI0SU4ecKUM U UHPOPMAYUOHHLIM obecnederuem. DoKyc coomeemcmayouux
Memo0o8 U UHCIMPYMEHMO8 OCMAemcs 8 N0CKOCmu Mooenell npo2Ho3uposanus bankpomemea. Mooenu,
OCHOBAHHbIE HA PLIHOYHBIX NOKA3AMENAX, MO2YM NPUMEHAMbCA K NYOIUUHBIM KOMNAHUAM, OOHAKO UX
APUMEHUMOCIb  OONIHCHA  NPOBEPSAMbCS. € YYEemOM UHGOPMAYUOHHBIX — o2paHudeHutl. Dakmopol
KOPNOPAMUBHO20 PUHAHCOB8020 300P0O8bs, 8 CE0I0 0Yepedb, MO2ym Oblmb NOOPA30eNeHbl Ha PbIHOUHbIE U
cneyuguueckue, KOppekmupyemvle Ha yposeb QUHAHCOB020 PA3GUMUAL.

Kntouesvle cnoea: nyOnuuHvle KOMHAHUU, KOPNOpamugHoe QuUHAHCO80e 300posbe, (DUHAHCO8AsA
OUACHOCIMUKA, — NPOSHO3UPOBAHUe  OAHKpOMCMSa,  Qopmupylowuecs  pulHKU,  UHBECHMUYUOHHDIU
MOHUMOPUHE.

Background. Public companies are of A large body of literature in the field of
systemic importance in the financial economy. It bankruptcy (financial insolvency) prediction is
iS no coincidence that the stock market represented by numerous replicas of outstanding
capitalization is taken as the basis for evaluating research that proposed new methodological
financial markets’ depth, access and stability [1; solutions. Among these studies, we note the
2]. Therefore, the financial health of public prominent articles of W. Beaver [3], E. Altman
companies (hereinafter — corporate financial [4], J. Ohlson [5], M. Zmijewski [6]. Detailed
health) is an important indicator of a country's reviews of the bankruptcy prediction
investment  attractiveness, and  financial methodology formation and development,
diagnostics  (corporate  financial  health including current trends of the machine learning
assessment) is one of the key areas of the implementation, are presented in many
corporate  sector’s investment monitoring. monographs and articles on this subject [for
Despite rich instrumentation of financial instance: 7]. It should be noted that the early
diagnostics, methodological approaches to models mainly belonged to the class of
assessing the public companies’ corporate accounting-based models, whereas in the future
financial health in the context of investment they began to actively compete with market-
monitoring have not received comprehensive based models. The R. Merton’s concept of
attention in the literature, which hinders the assessing corporate liabilities [8] made a
development of the research in this area. significant contribution to the development of
Besides, theoretical perspectives on the content market-based models and became the basis of
of public companies’ financial diagnostics often structural models (including the KMV models).
conflict with practice. However, the approaches These tools, based on the Options Pricing
elaborated for developed countries are not Theory, were originally and mainly intended for
always applicable in emerging markets. public companies (modifications for closed

Correspondingly, the research purpose was to companies are not so numerous).
systematize methods and tools to the corporate A comprehensive analysis of the KMV
financial health assessment in the context of models is given in: [9, p. 181-198]. In particular,
investment monitoring, with an emphasis on the it has been shown that the line between
level of financial development. Considering the bankruptcy prediction and the investment
theoretical background of the research issues, let analysis is virtually erased. In fact, the decision
us presume that there are three key theoretical on defaulting (more precisely, the feasibility of
foundations for corporate financial health declaring a company bankrupt) in the KMV
assessment: bankruptcy prediction, investment models is associated with the investment
analysis and financial systems assessment. decision of the owners to purchase the business,

which allows us to consider the company's
24



ISSN 2078-5410 SKOHOMMKA 1 BAHKMH. 2019. Ne 1

equity as a real option and, therefore, apply the
pricing model for corporate financial health
assessment. Basically (as was noted earlier),
bankruptcy prediction models go back to the
financial neoclassical concept and, as a rule, do
not allow to take into account the institutional
factors of the corporate financial health.

However, this conclusion concerns more
financial models and less complex ones,
including financial and non-financial parameters
(a classic example is J. Argenti’s model [10]).
Remarkably, the investment monitoring of the
corporate sector, as a rule, is not limited to
financial indicators. With regard to investment
monitoring, the main interest within the
framework of the research issues are the models
of financial systems evaluation (they are
characterized by great diversity and, in
particular, can be concentrated on assessing of a
financial market, as well as analytics on
international stock indices). Thus, the theoretical
foundations of the corporate financial health
assessment combine an extensive layer of
research, the systematization of which is a
necessary prerequisite not only in the choice of
effective methodological approaches for the
emerging market, but also in the development of
investment monitoring methodology.

Material and methods. In order to
systematize the methodological approaches to
the corporate financial health assessment, we
will rely on the results of a theoretical
background analysis.  Firstly, the main
prerequisite of the research is that the choice of
methods and tools to corporate financial health
assessment in emerging markets lies in the field
of bankruptcy prediction models. Secondly,
taking into account the availability of market
data on public companies, it is advisable to
analyze the potential of structural models for
prediction of financial insolvency, the principles
of which are most closely related to investment
analysis. Thirdly, the results of methodological
approaches systematization in the research field
need to be adjusted to the instruments of
financial systems assessment, including an
evaluation of financial development level.

In addition to the identified background of
the research, the question of what unites the
theoretical foundations of the corporate financial
health assessment into a unified, hierarchical
and interconnected whole is a priority for
substantiating the effective and efficient
methodology. Such a unifying principle in the
choice of methodological alternatives should be
a general concept, which allows us to speak not
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just about the aggregate, but about the system of
methodological ~ approaches to  financial
diagnostics.

We suppose that the logic of this concept as a
whole can correlate with the Capital Assets
Pricing Model (CAPM), which, by analogy with
an analysis of the issuer's default risk, will make
it possible to speak about market and specific
factors of the financial health of public
companies [11; 12].

r=re+PB(rm—r) Q)

r — expected return of investment (corresponding
discount rate);

r¢ — risk-free rate of return;

B — beta of the investment;

rm — market rate of return.

Market factors act as determinants of the

corporate financial health and can be
systematized based on the methodological
approaches used in  financial  systems
assessment. Specific factors are subject to

assessment using bankruptcy prediction tools
that require adaptation to investment monitoring
tasks. In the development of the proposed
concept, its modification can be applied,
corresponding to the Adjusted Capital Assets
Pricing Model (ACAPM) [13].

r=ri+p(rm—rs)+S1+S2+C 2

r — expected return of investment (discount rate);

rs — risk-free rate of return (for the developed
market);

B — beta of the investment (for the developed
market);

rn — market rate of return (for the developed
market);

S; —small capitalization premium;

S, — specific risk premium;

C — country risk premium.

Obviously, in order to study the idea of
adjusting the basic indicators for assessing the
investment value should receive a conceptual
refraction. In the framework of the choice of
methods and tools for the corporate financial
health assessment in emerging markets, this
means that market factors need to be determined
taking into account the appropriate level of
financial development. According to the
accepted concept of financial diagnostics and
research methodology, the system of relevant
methodological approaches should be divided
into two main blocks that meet the objectives of



ISSN 2078-5410 SKOHOMMKA 1 BAHKMH. 2019. Ne 1

assessing the market and specific factors of the
corporate financial health, adjusted for country
classification results.

In choosing methods and tools for assessing
the market factors of the corporate financial
health in emerging markets, it is advisable to be
guided by the leading international practice of
financial systems assessment. Thus, the depth,
efficiency, access and stability of financial
systems should be positioned as key
prerequisites for the corporate financial health.
The assessment tools in the models of
monitoring of financial systems are largely
represented by relative indicators (in relation to
GDP, the total number of issuers in a separate
market segment, etc.), which are aggregated
according to data on financial institutions and
capital markets. The final scores are generated
using non-parametric models, including models
of financial development indices. The specificity
of these models allows to vary the composition

Table — The list of Emerging Markets

of the basic indicators and introduce additional
areas of assessment, which let flexibly consider
the level of financial development and the nature
of analytical tasks [2].

Accepting the assumption of a universal
characteristic of national financial systems, it is
advisable to outline the determinants of the
corporate financial health, depending on the
level of financial development. For this, relevant
country classifications are in demand, and,
above all, those used in the compilation of
leading global stock indices [14]. The choice of
these classifications is not accidental, because
the emerging markets group has the most clear
and consistent characteristics in them (in
addition to this group, developed and frontier
markets are highlighted as well; underdeveloped
countries remain beyond the classification)
(table).

# Country MSCI FTSE Russel S&P Dow Jones
1 Brazil + + +
2 Chile + + +
3 China + + +
4 Colombia + + +
5 Czech Republic + + +
6 Egypt + + +
7 Greece + + +
8 Hungary + + +
9 India + + +
10 Indonesia + + +
11 Korea + - -
12 Kuwait - + -
13 Malaysia + + +
14 Mexico + + +
15 Pakistan + + +
16 Peru + + +
17 Philippines + + +
18 Poland + - +
19 Qatar + + +
20 Russia + + +
21 South Africa + + +
22 Taiwan + + +
23 Thailand + + +
24 Turkey + + +
25 UAE + + +

Source: prepared by the author on the base of MSCI Emerging Market Index, S&P Emerging BMI, FTSE Emeging

Index, 2019 [see also: 15].
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In our opinion, country classifications have
an independent significance in the development
of methodological approaches to assessing the
market factors of the financial health of public
companies in emerging markets, since they
allow revealing the financial specifics of the
latter. In turn, the analytics of global, regional
and national stock indexes is of high interest for
investment monitoring purposes.

Let us consider methodical alternatives for
assessing the specific factors of the corporate
financial health in the emerging markets. The
main range of alternatives here covers the choice
between financial models of bankruptcy
prediction. Therefore, we will go through them
in more detail. The basic criteria used in these
models is financial indicators. Among the most
popular financial models in the emerging
markets are that of regression (MDA, logit and
probit models). There are  numerous
modifications, including those specialized in
size, regional and industry belonging of the
companies. It seems that in investment
monitoring, preference should be given to
universal models (it is more correct to say:
conditionally universal) that have been tested on
a global sample, including emerging markets
[16]. Aggregated estimates for such models can
act as indicators of the corporate sector financial
stability as a whole and by certain types of
economic activity.

Structural financial models, as was noted
earlier, are mainly used specifically for public
companies. However, it is logical to assume that
in the conditions of the emerging market, the
predictive accuracy of these models does not
always meet expectations, which is associated
with  increased  information  asymmetry.
However, analysis of data on Russian public
companies shows that the structural model is
able to provide more accurate results than the
regression one [17, p. 174]. In general,
accounting (for example, Z" Altman’s model)
and market (including KMV modifications)
models are recommended to be used in
combination [18], which can provide a higher
quality of financial diagnostics.

Alternative regression and structural models
are models based on machine learning methods
(neural networks, decision trees, etc.). These
models provide high predictive accuracy and are
rapidly gaining popularity, including the
emerging markets. For example, the financial
risk assessment of a company based on neural
network modeling is offered by the Russian
information and analytical system SPARK. At
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the same time, the explanatory ability of such
models causes reasonable criticism [19, p. 134].
The priority task of scientific research is also
transformed: in the conditions of working with
big data, the question of justifying the model is
replaced by the question of finding an effective
methodology [20, p. 133].

Comprehensive  bankruptcy  prediction
models allow to complement the basic methods
and tools of the corporate health assessment with
high-quality indicators of external and internal
business conditions. Thus, within the framework
of one complex methodology, it is possible to
combine the assessment of market and specific
factors of the financial health, as well as flexibly
take into account the specifics of the emerging
market and other significant aspects of
investment monitoring.

Conclusions. The specifics of corporate
financial health assessment in the emerging
markets is associated with its theoretical,
methodological and informational support.
Literature shows that the main choice of relevant
methods and tools lies in the plane of
bankruptcy (financial insolvency) prediction
models. At the same time, the models based on
market indicators can be applied to public
companies, but their applicability should be
tested taking into account information
limitations. Factors of public companies’
financial health, in turn, can be subdivided into
market and specific ones, being adjusted for the
level of financial development. The external
financial business environment requires close
attention, which predetermines the direction of
further empirical research.
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