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Abstract 

Small and medium-sized enterprises (SMEs) are significant contributors to development and growth in an 
economy. Since SME failure is common, this study develops a failure prediction model for the small and 
medium-sized enterprises. By using 132 distressed and non-distressed SMEs in Malaysia during the period 
of 2000 through 2010 based on the logistic regression, the results for Model 1 illustrate that higher gearing 
and lower profitability are associated with a higher failure risk. In addition, the incorporation of the firm ’s age 
as an additional factor in Model 2 significantly improves the model’s predictive accuracy. A high area under 
the receiver operating curve indicates that Model 2 is excellent in discriminating between the distressed and 
non-distressed SMEs. The Hanley and McNeil test statistic shows that both models could predict failure 
better than a random model. The overall prediction accuracy rate ranges from 50% to 83% and 75% to 89% 
for the respective Model 1 and 2 when applied to the 1-year, 2-year, 3-year and 4-year prior to distress 
holdout samples. Our result indicates that young SMEs rely heavily on debt and they are less efficient which 
led them into distressed situation. The model can detect failure as early as four years prior to the event. The 
developed model could be used as a refined tool to avoid possible adverse situations among the small 
medium-sized enterprises, creditors and investors. To the SMEs, the model could assist in early detection of 
distress situation; whereas to credit providers the predictors could be included in the score card for better 
credit decision making. Investors could potentially use the model to assess the financial well-being of 
companies to safeguard their interests. 
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