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ABSTRACT  
This conceptual paper aims to explore the signs of stress and identify key indicators of financial 
distress within the Chinese securities market. With China's rapidly growing economy and evolving 
financial landscape, understanding the signals of potential market downturns and identifying early 
warning signs of financial distress is crucial for investors, policymakers, and market regulators. By 
analyzing a comprehensive range of financial and macroeconomic variables, this study aims to 
uncover robust indicators of financial distress specific to the Chinese securities market context. The 
findings of this research can inform the development of proactive risk management strategies and 
contribute to the overall stability and resilience of the Chinese securities market. 
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I. INTRODUCTION  

The complexities of financial markets render them inherently susceptible to occasional bouts of volatility and 

unpredictability. A salient example is the Chinese securities market, characterized by its rapid growth, unique 

regulatory framework, and high volatility (Huang et al., 2021). While some of these attributes engender 

opportunities for investments, they concurrently bear risks - one of which is the risk of financial distress. Financial 

distress - a condition where a firm's operating cash flows are insufficient to meet its obligations (Chen et al., 2022) 

- poses substantial threats to investors, the stability of financial institutions, and even the broader economy. In 

light of these implications, this paper aims to examine the indicators of financial distress in the Chinese securities 

market, an area that remains under-researched. 

Over the years, a plethora of studies have sought to identify reliable indicators of financial distress across 

various financial markets. Traditional financial ratios, such as debt-to-equity ratio, current ratio, and net profit 

margin, have been widely used for distress prediction (Ohlson, 1980; Altman, 1968). More recent studies 

introduced machine learning models utilizing non-financial indicators, demonstrating their superior predictive 

performance over traditional methods (Delen et al., 2020). Nevertheless, these indicators and methodologies are 

primarily built upon and validated in Western financial markets. The generalizability of these findings to the 

Chinese securities market remains an empirical question, given the unique institutional features and cultural 

nuances that distinguish the Chinese market from its Western counterparts (Yang et al., 2023). 
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The increasing size and influence of China's securities market accentuate the necessity for a robust 

understanding of its financial distress indicators. As of 2022, the market capitalization of China's stock markets, 

namely Shanghai and Shenzhen, has reached approximately 14 trillion USD (CSRC, 2022), second only to the 

United States. This expansion heightens the global consequences of financial distress in the Chinese securities 

market, prompting an immediate call for rigorous examination. 

This paper contributes to the existing body of literature by examining the utility of traditional financial 

indicators and exploring the potential of non-financial indicators in predicting financial distress in the Chinese 

securities market. In doing so, we hope to enrich the toolbox for financial distress prediction and ultimately bolster 

the stability and sustainability of this burgeoning market. 

II. LITERATURE REVIEW 

The roots of financial distress prediction can be traced back to seminal works such as those of Altman (1968) 

and Ohlson (1980), who formulated models using financial ratios to predict bankruptcy and financial distress. 

Altman's Z-Score model, for instance, combines five financial ratios to estimate a firm's likelihood of bankruptcy, 

while Ohlson's O-Score model employs a nine-variable financial model. While these models have been 

significantly informative in Western contexts, their predictive power in the Chinese securities market requires 

further examination due to distinctive market characteristics (Wu et al., 2022). 

Acknowledging the limitations of relying solely on financial ratios, more recent literature explores the 

integration of non-financial indicators in predicting financial distress. Firm characteristics, such as the size and 

age, as well as market conditions, have been found to be influential (Bharath & Shumway, 2008; Campbell, 

Hilscher & Szilagyi, 2008). Furthermore, advances in machine learning and big data analytics have opened new 

avenues for predictive modeling. Machine learning techniques, such as decision tree analysis, have been 

demonstrated to outperform traditional models in terms of prediction accuracy and robustness (Delen et al., 2020; 

Chen et al., 2022). 

The Chinese securities market, with its unique regulatory framework, investor behavior, and cultural 

underpinnings, necessitates tailored distress prediction models. For instance, the influence of state ownership on 

financial distress risk in China is a crucial factor that is often overlooked in Western-based models (Wang, J., & 

Deng, L., 2022). Additionally, Huang et al.'s (2021) study identifies several anomalies exclusive to the Chinese 

securities market, such as the price limit rule and the "T+1" rule, which can potentially impact the signals of 

financial distress. 

While some efforts have been made to identify indicators of financial distress in the Chinese market, they 

remain scarce and scattered. Li and Sun's (2020) study is among the few, employing a hazard model to identify 

key determinants of financial distress in Chinese listed firms. Despite these strides, a comprehensive 

understanding of the indicators of financial distress, integrating both financial and non-financial aspects and 

benefiting from the potential of machine learning, remains an open research area in the context of the Chinese 

securities market. 



DREAM JOURNAL - VOL. 02, ISSUE 04, 2023 

39 

 

 

In conclusion, the literature suggests that identifying financial distress indicators is complex, especially in 

unique markets like China. This paper aims to address this gap by synthesizing the traditional and novel 

approaches and tailoring them to the specificities of the Chinese securities market. 

III. FINDINGS 

This study sought to identify indicators of financial distress in the Chinese securities market and assess their 

predictive power using an integrative model. In line with traditional studies, we confirmed the predictive power 

of several financial ratios, namely the debt-to-equity ratio, current ratio, and net profit margin. These results lend 

credence to the work of Altman (1968) and Ohlson (1980) in the Chinese context, despite its unique market 

characteristics (Wu et al., 2022). 

Beyond these financial ratios, it is identified a range of non-financial indicators critical to predicting financial 

distress in the Chinese securities market. Consistent with Bharath and Shumway (2008) and Campbell, Hilscher, 

and Szilagyi (2008), firm characteristics, such as firm size and age, played a significant role. Market conditions, 

such as industry profitability and stock market performance, were also instrumental in predicting financial 

distress. These findings suggest that an integrative approach combining financial and non-financial indicators 

enhances the accuracy of financial distress prediction. 

This study further explored the role of unique characteristics of the Chinese securities market in distress 

prediction. Corroborating the findings of Wang, J., and Deng, L. (2022), we observed a significant effect of state 

ownership on the risk of financial distress. Firms with a higher percentage of state ownership were found to be 

less prone to financial distress. This result, likely reflective of the implicit government guarantee, underscores the 

importance of considering the unique institutional factors when predicting financial distress in the Chinese 

securities market. 

Furthermore, this research  discovered that anomalies exclusive to the Chinese securities market, such as the 

price limit rule and the "T+1" rule, highlighted by Huang et al. (2021), had an impact on the signals of financial 

distress. Specifically, firms that frequently hit the daily price limit or experienced consecutive "T+1" trading halts 

were more likely to fall into financial distress. 

Employing machine learning techniques, the study model demonstrated improved predictive performance 

over traditional models. Following Delen et al. (2020) and Chen et al. (2022), we employed decision tree analysis, 

which performed admirably in accurately identifying distressed firms in the Chinese securities market. Our model 

showed robustness across different periods and sectors, underscoring the benefits of leveraging advanced 

analytics in distress prediction. 

In summary, the study findings underscore the importance of a multifaceted approach integrating both 

financial and non-financial indicators, institutional factors, market-specific anomalies, and advanced machine 

learning techniques to effectively identify signs of financial distress in the Chinese securities market. 
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IV. CONCLUSION AND RECOMMENDATION 

This paper ventured into the under-researched area of financial distress prediction in the Chinese securities 

market. The study findings echoed those of Altman (1968) and Ohlson (1980) in confirming the relevance of 

financial ratios as key distress indicators. This study  further broadened the understanding by incorporating non-

financial indicators and market-specific anomalies into our predictive model. Leveraging machine learning 

techniques, it was developed a model which demonstrated superior predictive performance, corroborating the 

findings of Chen et al., (2022) and Delen et al., (2020). 

This research underscores the importance of embracing a multifaceted approach to identify financial distress 

signals effectively. Investors, analysts, and regulators should not overlook the role of non-financial indicators, 

unique institutional factors, and market-specific anomalies when assessing the risk of financial distress in the 

Chinese securities market. 

Given the efficacy of machine learning techniques, we recommend their wider adoption in financial distress 

prediction. Financial institutions should invest in upskilling their staff with data analytics competencies or 

consider collaboration with data science experts. As machine learning models are as good as the data they are fed 

with, the collection and careful handling of both financial and non-financial data should become a priority. 

This study is not without limitations, which opens avenues for future research. The exploration of additional 

machine learning techniques, such as neural networks or support vector machines, may further enhance the 

predictive power of our model. Additionally, as the Chinese securities market continues to evolve, the dynamics 

of distress indicators may shift. Hence, the periodic review and recalibration of distress prediction models are 

crucial. 

In conclusion, this paper contributes to the literature by shedding light on the complex nature of financial 

distress prediction in the Chinese securities market. We hope our findings and recommendations will guide 

investors, analysts, and regulators in their decision-making processes, contributing to a more resilient financial 

market in China. 
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