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ABSTRACT -

Financial distress (FD) remains a major concern for firms, shareholders, investors, regulators and the
whole economy. If not addressed on time, FD can escalate into bankruptcy. Therefore, this stody
aims to predict FD among Indian firms in the post-Insolvency and Bankruptcy Code 2016 using
machine learning (ML) models. A balanced sample of distressed firms and non-distressed firms was
analysed over a five-year period preceding distress (Y-1 to Y-5), cnabling the study to capture the
gradual deterioration of financial and non-financial conditions over time. Multiple ML models are
utilised for the prediction as there is no commonly accepted best model in the FD literature, and they
are compared with the traditional benchmark model, logistic regression. The results indicate that ML
models outperformed the traditional model, with the deep learning model demonstrating superior
stability over a longer time frame for prediction. The feature importance results show that the key
drivers of FD, including leverage, liquidity efficiency, profitability and capital productivity, continue
to be significant predictors over the entire period and therefore confirm the cumulative nature of FD.
However, while the model's predictive performance decreases as the horizon increases, it still
provides early warning of companies likely to experience FD five years prior to distress. In order to
take the classification beyond the simple binary classification, the study developed a financial
distress severity index (FDSI). The FDSI was developed based on an ordinal framework for
capturing both the degree and the progression of distress. The FDSI demonstrated excellent
discriminatory ability, with most classification errors occurring between adjacent severity levels,
indicating teliable severity ordering rather than extreme misclassification. Overall, the study
provides a comprehensive, multi-horizon framework for FD prediction that integrates advanced
analytics with severity-based risk assessment, offering practical relevance for early warning systems
and financial risk monitoring in emerging market settings.
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