The Altman’s Z-score formula is written as follows:

​ζ = 1.2A + 1.4B + 3.3C + 0.6D + 1.0E
Where:

Zeta (ζ) is the Altman’s Z-score
A is the Working Capital/Total Assets ratio
B is the Retained Earnings/Total Assets ratio
C is the Earnings Before Interest and Tax/Total Assets ratio
D is the Market Value of Equity/Total Liabilities ratio
E is the Total Sales/Total Assets ratio

What Z-Scores Mean
Usually, the lower the Z-score, the higher the odds that a company is heading for bankruptcy. A Z-score that is lower than 1.8 means that the company is in financial distress and with a high probability of going bankrupt. On the other hand, a score of 3 and above means that the company is in a safe zone and is unlikely to file for bankruptcy. A score of between 1.8 and 3 means that the company is in a grey area and with a moderate chance of filing for bankruptcy.

Investors use Altman’s Z-score to make a decision on whether to buy or sell a company’s stock, depending on the assessed financial strength. If a company shows a Z-score closer to 3, investors may consider purchasing the company’s stock since there is minimal risk of the business going bankrupt in the next two years.

However, if a company shows a Z-score closer to 1.8, the investors may consider selling the company’s stock to avoid losing their investments since the score implies a high probability of going bankrupt.

The Five Financial Ratios in Z-Score Explained
The following are the key financial ratios that make up the Z-score model:
1. Working Capital/Total Assets
Working capital is the difference between the current assets of a company and its current liabilities. The value of a company’s working capital determines its short-term financial health. A positive working capital means that a company can meet its short-term financial obligations and still make funds available to invest and grow.
In contrast, negative working capital means that a company will struggle to meet its short-term financial obligations because there are inadequate current assets.
2. Retained Earnings/Total Assets
The retained earnings/total assets ratio shows the amount of retained earnings or losses in a company. If a company reports a low retained earnings to total assets ratio, it means that it is financing its expenditure using borrowed funds rather than funds from its retained earnings. It increases the probability of a company going bankrupt.
On the other hand, a high retained earnings to total assets ratio shows that a company uses its retained earnings to fund capital expenditure. It shows that the company achieved profitability over the years, and it does not need to rely on borrowings.
3. Earnings Before Interest and Tax/Total Assets
EBIT, a measure of a company’s profitability, refers to the ability of a company to generate profits solely from its operations. The EBIT/Total Assets ratio demonstrates a company’s ability to generate enough revenues to stay profitable and fund ongoing operations and make debt payments.
4. Market Value of Equity/Total Liabilities
The market value, also known as market capitalization, is the value of a company’s equity. It is obtained by multiplying the number of outstanding shares by the current price of stocks.
The market value of the equity/total liabilities ratio shows the degree to which a company’s market value would decline when it declares bankruptcy before the value of liabilities exceeds the value of assets on the balance sheet. A high market value of equity to total liabilities ratio can be interpreted to mean high investor confidence in the company’s financial strength.
5. Sales/Total Assets
The sales to total assets ratio shows how efficiently the management uses assets to generate revenues vis-à-vis the competition. A high sales to total assets ratio is translated to mean that the management requires a small investment to generate sales, which increases the overall profitability of the company.
In contrast, a low or falling sales to total assets ratio means that the management will need to use more resources to generate enough sales, which will reduce the company’s profitability.
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