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ABSTRACT 

This study aimed at establishing the determinants of financial distress in the context of listed firms where 

despite there being strict compliance and regulation rules and the reporting frameworks in place firms still 

struggled to operate and were faced with financial distress challenges. The specific objectives of the study 

were to show the influence of liquidity, the influence of financial leverage, the influence of capital structure 

and the influence of asset structure on financial distress of listed firms at the NSE. A descriptive survey design 

was adopted and the target population for the study was 65 listed firms and a census was conducted for all 

the listed firms. Document analysis sheet was used to collect secondary data. Data was analyzed using SPSS 

and multiple regression showed that Liquidity (β=-1.221, p-value=.004)), Financial leverage (β=5.002, p- 

value=.031), capital structure (β=0.531, p-value=.025) significantly influence financial distress of listed firms 

at the NSE whereas asset structure (β=6.051, p=.067) had an insignificant positive effect on financial distress 

of listed firms at the NSE. The study concluded that liquidity, financial leverage and capital structure were 

significant determinants of financial distress and thus firms should strive to adopt moderate thresholds that 

ensure payment of maturing short term obligations while also ensuring maximum returns on investment. The 

study recommended that firms should strive to maintain an optimal liquidity and debt level that could lower 

the cost of borrowing such that the earnings generated by debt financing are not exhausted by fixed charge 

payments such as interest. Lastly the management of firms listed at the NSE should periodically review their 

capital structure so as to alter it depending on the financial fortunes of the company. The regulatory 

authority should continuously play their vigilance roles so as to ensure investor’s wealth is safeguarded so as 

to enhance confidence in the capital markets authority. 
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INTRODUCTION 

For a long time now financial distress has become a 

famous topic in the field of corporate finance 

because of its momentous adverse effect on an 

organization that reduce these entity’s existence 

abilities (Khaliq, Basheer, Mohd, Thaker & Nurun, 

2014). When an institution is facing challenges in its 

operations, management or financing then it can be 

argued that it is facing financial distress (Adeyemi, 

2011).  

Therefore, financial distress refers to events before 

and including bankruptcy, such as violation of loan 

contracts, constant losses or failure to honour of an 

organizations commitment to stakeholders (Ray, 

2011). Financial distress can be indicated in a case 

where organizations operating cash flows are not 

sufficient to satisfy current obligations necessitating 

it to take corrective action such as restructuring, 

mergers, renegotiating for new loan agreements, 

issuing additional capital or an acquisition (Steven, 

Jayaraman, Shankar & Ally, 2011).  

The coming into existence of a firm is assumed to 

mark the start of an infinite lifetime of the entity 

where it will operate into the foreseeable future 

without the need of suspending its operations or 

closure of business, however in the course of 

operation some firms face financial difficulties that 

can eventually cast doubt on its ability to operate if 

no mitigation mechanisms are put in place 

(Schmidt, 2010). Normally, a firm in financial 

distress is faced with two possible problems, either 

a cash shortage on the assets side of the statement 

of financial position or an overdue obligation or 

debt overhang in liabilities. Both sets of 

circumstances however conclude that cash flow is 

insufficient to cover current obligations forcing 

firms into negotiations with creditors about the 

conditions of deferment on their debt repayment 

during the ensuing period of distressed 

restructuring and this occurs when fair valuation of 

assets fall shorter than liabilities (Ijaz, Hunjira, 

Hemeed & Maqbool, 2013). 

Financial distress doesn’t occur in isolation as there 

are various triggers to this condition. The most 

prevalent causes of financial distress and business 

failure are often a mix of problems and symptoms 

(Jahur &Quadir, 2012). However, the causes of 

financial distress in young companies may slightly 

vary from established entities. For instance, capital 

inadequacy where the business did not start with 

enough capital is a characteristic of young 

companies.  

Capital in any business serves as a mean by which 

loses may be absorbed. It provides a cushion to 

withstand abnormal losses not covered in the 

current earning pattern (Adeyemi, 2012).Capital 

adequacy and net working capital are extremely 

significant in assessing financial distress (Zeytmoglu 

& Akarim, 2013).When a firm is unable to meet its 

current obligation, it may have high probability of 

financial distress (Ong’era, 2017). Liquidity 

contributes to firm’s growth by enhancing working 

capital adequacy and ideal cash investment.  

The Nairobi Securities Exchange, formally Nairobi 

Stock Exchange was constituted in 1954 as a 

voluntary association of stock brokers in the 

European community. The NSE is regulated by the 

Capital Markets Authority whose function is 

overseeing the affairs of listed companies (NSE, 

2015). Since then the market has undergone 

tremendous transformations. At the heart of the 

Exchange is market liquidity enhancement by 

fostering transformational and utmost ethical 

practices amongst the participants so that more 

investors are assured of free and fair information 

for their trade related decision making (NSE, 2014).  

 

Statement of the Problem 

Financial distress has been present in the corporate 

world for many years now. For instance, the world 

has witnessed numerous cases of failure among 

globally reputed firms that were regarded as drivers 

of corporate financial soundness and their collapse 

came with massive losses to jobs and stagnation in 

the economy which negatively impacted investors, 

employees and the economy (Bender, 2013). In the 

local front, a total of 13 listed corporations have 

either been placed under receivership, faced 

financial challenges, undertaken financial 

restructuring or delisted from NSE altogether since 
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independence (NSE annual bulletin, 2016).Further, 

more than 56 % of the companies listed in NSE had 

declining trend on their market capitalization for 

the years 2011-2016(CMA, 2016). 

Financial distress leads to deterioration in the 

performance of an entity that leads to a decline in 

the returns of a company (Muigai, 2016). This 

situation if left unchecked negatively impacts many 

stakeholders such as employees, managers, 

creditors, investors and the Government by eroding 

their earnings leading to job losses, nonpayment of 

taxes and a reduction on the GDP (Altman & 

Hotchkiss, 2010). The investors and lenders return 

on their investment suffers uncertainty which 

demoralizes them from investing hence negatively 

affecting the economy because without investment 

the GDP suffers stagnation (Bender, 2013).  

Various studies conducted in this field reveal 

conflicting results on the causative agents of 

financial distress. Whereas some find out liquidity, 

leverage, capital structure and asset structure to 

positively impact on financial distress others argue 

these variables affect financial distress negatively 

(Tesfamariam, 2014; Khaliq et al., 2014; Muigai, 

2016). Firms listed at the NSE should ensure they 

meet certain minimum operating criteria so as to 

guarantee investors confidence but despite all 

these regulations in place it’s disturbing that these 

firms struggle to operate (NSE, 2014). It’s also 

worth noting that financial distress manifests itself 

over a long period of time whereas most studies 

conducted in this area in Kenya were for a period of 

five years and below and therefore may not 

adequately identify financial distress. This study 

endeavored to address these challenges and 

providing a long lasting solution to the problem of 

financial distress faced by listed firms at the NSE. 

 

Research Objectives 

The main objective of the study was to establish the 

determinants of financial distress among listed 

firms in Kenya. The specific objectives were:- 

 To establish the effect of liquidity on financial 

distress among listed firms at the NSE. 

 To assess the effect of financial leverage on 

financial distress of listed firms at the NSE. 

 To evaluate the effect of capital structure on 

financial distress of listed firms at the NSE. 

 To establish the effect of asset structure on 

financial distress of listed firms at the NSE. 

 

Research Hypotheses 

 H01: Liquidity has no significant effect on financial 

distress of firms listed at the NSE. 

 HO2: Financial leverage has no significant effect on 

financial distress of firms listed at the NSE. 

 H03: Capital structure has no significant effect on 

financial distress of firms listed at the NSE.  

 H04: Asset structure has no significant effect on 

financial distress of Firms listed at the NSE. 

 

LITERATURE REVIEW 

Theoretical Review 

Credit Risk Theory 

This theory was proposed by Robert C Merton in 

1974 and enhanced by Darrell Duffee and Stephen 

Schaeffer in 1988. Credit is the provision of goods 

and services to a person or entity on agreed terms 

and conditions where the payments are to be made 

later with or without interest. Credit risk is 

therefore the investor’s risk of loss, financial or 

otherwise, arising from a borrower who does not 

pay his or her dues as agreed in the contractual 

terms (Nyunja, 2011). Firms have contractual 

obligations to fulfill and when they don’t fulfill this 

obligation the risk is that creditors may not extend 

credit to them in future and may bring an action for 

winding up the company in a court of law. They also 

sell on credit and failure to collect the money will 

destabilize their earnings potential by affecting the 

liquidity position leading to distress. 

This theory is relevant to this study because it helps 

us understand the effect of credit on liquidity of a 

business.It proposes that firms that don’t manage 

their credit risks sufficiently are exposed to financial 

distress due to their inability to meet their present 

obligations when due. 
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Pecking Order Theory 

According to this hypothesis, there is an order of 

financing where firms must first exhaust funds from 

internal sources before going for external 

borrowing and equity (Myers & Majluf, 1984)  as 

earlier proposed  by Donaldson (1961). Thus, firms 

that are profitable are expected to use less debt 

capital than those that do not generate high 

earnings. 

The theoretical implication of pecking order theory 

is that there exists a clear financing hierarchy and 

there is no well-defined target debt ratio as 

suggested under the trade-off theory. This theory 

provides for preference to use of internal funds in 

place of external funds that encapsulate debt and 

equity in an effort to preserve value and firm 

stability. The implication is that increased use of 

external capital such as debt and equity influences 

the firm value negatively and increases the chances 

of financial distress. This theory explains why it’s 

important to maintain a target capital structure that 

mitigates the effect of financial distress. 

 

Trade-off Theory 

Modigliani and Miller (1963) came up with tradeoff 

theory which assumes that there are benefits to 

leverage within a capital structure up until the 

optimal capital structure is reached. Firms achieve 

the optimal capital structures by trading off the 

costs against the benefits of the use of debt. This 

theory states that a firm’s optimal financing mix is 

ascertained by balancing the losses and gains of 

debt financing. Myers (1977) suggested that 

although debt financing benefits the firm through 

tax-shield cash flows, the benefits from use of debt 

are not perpetual.  Effectively, the theory 

postulates that as debt levels increases, the firm 

value also increases proportionately until a certain 

point where further increase in debt use increases 

both agency costs and bankruptcy costs and 

reduces the firm value leading to the likelihood of 

bankruptcy.  

This theory supports the study by helping us to 

understand how tax shield benefit can help improve 

liquidity through borrowing. It however cautions 

that increased borrowing erodes the gains made 

from tax saving as agency and distress costs 

increase significantly which may lead to bankruptcy. 

Therefore, this theory cautions on the effect of 

increased borrowing on financial leverage of a firm. 

 

Cash Management Theory 

This theory was formulated by James Mao and 

Charlie Sarndral in 1977. Cash management theory 

is concerned with the managing of cash flows into 

and out of the firm by financing deficit or 

investment surplus cash. Short term management 

of corporate cash balances is a major concern of 

every firm. This is so because it is difficult to predict 

cash flows accurately, particularly the inflows, and 

there is no perfect coincidence between cash 

outflows and inflows (Aziz & Dar, 2006). 

 During some periods cash outflows will exceed 

cash inflows because payments for taxes, dividends 

or seasonal inventory will build up.  At other times, 

cash inflow will be more than cash sales and 

debtors may realize in large amounts promptly 

(Pandey, 2005).  An imbalance between cash 

inflows and outflows would mean failure of cash 

management function of the firm. Persistence of 

such an imbalance may cause financial distress to 

the firm and hence business failure (Aziz & Dar, 

2006). This is because a firm’s liquidity position 

fluctuates significantly therefore furthering the 

effects of financial distress. 

 

Empirical Review of Literature 

Liquidity and Financial Distress 

Liquidity helps a firm to establish its effectiveness in 

operations and hence it’s prudent that optimal 

liquidity levels must be maintained to meet short 

term obligations when they fall due (Bhunia, 

2010).It refers to the ease with which current assets 

can be converted into cash so as to meet the 

obligation of a firm(Pranowo, 2010). 

Therefore, if an organization can easily convert its 

current assets into cash to offset its short term 

financial obligations when or before they fall due 
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the entity liquidity position is said to be better (The 

Economic Times, 2014). Liquidity is a key concern 

for any institution and a short fall in liquidity would 

result into institution failure because it will not be 

in a position to settle its obligations in a timely 

manner whereas having too much liquidity means 

making sub optimal investment decisions which in 

the long term if left unchecked can erode the gains 

that could have been made if the funds had been 

invested. Therefore, a firm with low liquidity level 

may be unable to meet its current obligation when 

it falls due which may expose it to financial distress 

(Ong’era, 2017).   

 

Financial Leverage 

Leverage is the increased use of fixed return capital 

to finance firm’s operations, whereas leverage 

ratios are measures of the relative contribution of 

stockholders and creditors.  In general the higher 

the firms leverage, the lower the firm’s ability to 

cover its debt services and this will lead to financial 

distress (Lee et al., 2010). Therefore, to improve on 

leverage a firm should manage its debt service 

charge by maintaining higher levels because it 

improves a firm’s leverage and hence reducing the 

probability of financial distress (Tesfamariam, 

2014). 

 

Capital Structure 

Capital structure refers to the mix of debt and 

equity used by a firm in financing its activities. It 

refers to the way firms finance their assets through 

a combination of various financing sources such as a 

combination of earnings (internal sources), debt 

and finally equity (Siddiki, Kabiraj & Joghee, 2017). 

Capital structure plays a vital role in determining 

the success or failure of an entity because firms that 

plan for a target capital structure eventually 

succeeds because this contributes to maximizing 

the shareholder’s wealth and minimizing the cost of 

capital (Muigai, 2016). 

Capital structure is ascertained by both debt and 

equity. Debt comes in the form of bond issues or 

long term notes payable, while equity is categorized 

as common stock, preferred stock or retained 

earnings. Irwin and Scott (2010) categorizes sources 

of finance into personal savings, personal and 

business bank loans, private and business credit 

cards, grants and others. Uremadu and Efobi (2012) 

argued that the importance of capital structure 

cannot be overlooked when determining corporate 

financial stability, growth, adequate returns and 

financial performance.  

 

Asset Structure 

Asset structure refers to the way in which an entity 

chooses to hold its assets investments 

(Pouraghajan, Malekian, Emamgholipour, 

Lotfollahpour& Bagheri, 2012). It is the extent to 

which corporations retain their asset investment in 

one form or another (Cuong, 2014). Assets can 

either be tangible or intangible. Tangible assets are 

the physical assets such as property, plant and 

equipment whereas intangible assets are non-

physical assets such as intellectual property, 

patents and copyrights (Babalola, 2013). 

Firms with low and small tangible assets should 

borrow less because they don’t have the capacity to 

meet constant debt payment contracts which may 

negatively impact on their financial distress (Maina 

& Ishmail, 2014). Akintoye (2010) suggests that 

entities that retain more tangible assets as their 

investments have the capacity to produce more 

products that are converted into sales which in turn 

increases their profitability and reduces their 

financial distress. 

 

Financial Distress 

Financially distressed firms are firms that are 

experiencing financial difficulties in maintaining 

their normal operations and in most severe 

conditions they are exposed to bankruptcy 

proceedings (Baharin & Sentosa, 2013). These are 

events preceding and including bankruptcy, such as 

violation of loan contracts. It is a condition when a 

company cannot meet (or has difficulties paying off) 

its financial obligations to its creditors. It occurs 

when operating cash flows are not sufficient to 
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satisfy current obligations and the firm is forced to 

take corrective actions (Ray & Mahavidyalaya, 

2011). Recent history indicates that there have 

been several corporate failures throughout out the 

world. During these last years, the annual flow of 

failures of companies did not stop growing and this 

trend became more marked during the periods of 

world economic crisis of 2007-2008 (Sami, 2013). 

The world witnessed collapse of reputed 

institutions such as  General Motors (2009), Swissair 

(2001), The CIT Group (2009), Conseco (2002), 

Pacific Gas & Electric Ltd (2001), Delta Air lines 

(2005), Parmalat (2003), Enron (2001) and 

WorldCom (2002) which were icons of corporate 

financial stability prior to filing for bankruptcy. 

Corporate financial distress has mainly been 

attributed to poor governance, severe competition, 

adverse economic factors and the capital structure 

(Outecheva, 2007). 

 

Conceptual Framework 

 

 

 

 

 

 

 

 

 

 

       

 

 

 

 

 

 

 

Independent variables        Dependent variable 

Figure 1: Conceptual Framework 

Source: Author (2018) 

 

METHODOLOGY 

The study adopted descriptive survey research 

design which assumes several world views 

(Creswell, 2006).  Sekaran and Bougie (2011) argue 

that descriptive survey design helps one to 

understand the characteristics of a group in a given 

situation and assists in systematic thinking about 

aspects of a given situation.  The target population 

of the study comprised the companies listed at the 

NSE as at December 2016. In total, there were 65 

firms listed at the NSE (NSE, 2017) and participated 

in the study. Since the target population comprised 

of 65 firms listed at the NSE, a census of all the 

firms was conducted for the study on condition that 

they have published accounts for the years 2012 to 

2016.  Quantitative data collected was analyzed by 

the use of descriptive statistics using Statistical 

Package for Social Sciences and presented through 

frequencies, percentages, means and standard 

deviations. The information was displayed by use of 

tables. This was done by computing percentages of 

variations in response as well as describing and 

interpreting the data in line with the study 

objectives and assumptions through use of SPSS. 

Inferential statistics involved Pearson correlation 

while multiple regression was used to test the 

relationship between independent and dependent 

variables. 

In this study the following baseline model was used: 

Yit= β0+ β1X1it+β2X2it+ β3X3it+ β4X4it+ e 

Where: 

Y is the dependent variable (Financial distress),  

β0 is the regression constant,  

β1, β2, β3 and β4 are the coefficients of independent 

variables 

 X1it is liquidity,  

X2it is financial leverage,  

X3it is capital structure 

 X4it is asset structure. 

e is error term 

Leverage 
 Debt ratio 
 Fixed charge 

capital to total 
capital ratio 

 
Liquidity 
 Current ratio 
 Quick/Acid 

test ratio 

Financial distress 
 Altman Z 

Score for 
emerging 
markets 

Capital structure 
 Debt to equity 

ratio 
 Internal equity 

to Total equity 
ratio 

Asset structure 
 Fixed assets to 

total assets 
 Current assets 

to total assets 
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RESULTS AND DISCUSSIONS 

Table 1: Descriptive Statistics 

 Variables N Min Max Mean Std. Dev. Skewness Kurtosis 

Liquidity 63 -11.710 45.042 2.4757 6.1298 5.455 38.800 
Financial leverage 63 -.0915 1.0550 .56838 .28503 -.360 -.864 
Capital Structure 63 -56.650 7.9708 1.23210 7.7862 -6.798 51.165 
Asset structure 63 .0064 1.2037 .58529 .25638 .366 -.183 
Financial Distress 63 .4924 19.4860 11.5390 5.8669 -.377 -1.258 

Table 1 showed variables that were used in this 

study. The data was obtained from 63 companies 

listed in Nairobi Securities Exchange. Current ratio 

which was obtained by taking current assets divided 

by current liability was used to measure liquidity. It 

had a mean of 2.4757 and standard deviation of 

6.12983. The findings revealed that one of the firms 

had minimum liquidity of  -11.7101 implying that it 

may be unable to meet its short term financial 

obligation. However, the maximum liquidity was 

45.042. The liquidity was positively skewed 

meaning that it skewed towards the right. 

Debt ratio was obtained by taking total debt divided 

by total assets and it was used to measure financial 

leverage. Financial leverage had a mean of .568387 

and standard deviation of .28503. This implies that 

firms listed in the NSE have less debt in comparison 

to total asset and they are unlikely to fall in financial 

distress. However, the findings revealed that one of 

the firms had maximum financial leverage of 

1.0550implying it is likely for suffer from financial 

distress. The minimum financial leverage was -

0.0915 while it was negatively skewed implying the 

financial leverage was skewed towards left. 

Debt Equity ratio was obtained by taking total debt 

divided by total equity and it was used to measure 

capital structure. Debt equity ratio had a mean of 

1.232101 and standard deviation of 7.786232. This 

implies that firms listed in the NSE have more 

equity as compared to total debt and they are less 

likely to fall in financial distress. However, the 

findings revealed that one of the firms had 

minimum financial leverage of -56.6506 implying 

that it is more likely to suffer from financial distress 

as a result of capital structure. The maximum debt 

equity ratio was 7.9708 while it was negatively 

skewed implying debt equity ratio was skewed 

towards left. 

Current assets to total assets were obtained by 

taking current assets divided by total assets and it 

was used to measure asset structure. Current assets 

to total assets had a mean of .585and standard 

deviation of .2563899. This implied that firms listed 

at the NSE have more current assets compared to 

non-current assets and they are unlikely to fall in 

financial distress. However, the findings revealed 

that one of the firms had maximum current asset to 

total asset ratio of 1.2037 implying that it is less 

likely to suffer from financial distress as a result of 

asset structure. The minimum current asset to total 

assets ratio was 0.064 while it was positively 

skewed implying current assets to total assets was 

skewed towards the right. 

Lastly, Financial Distress was obtained using Altman 

Z score for emerging Markets. Z score above 2.99 -

"Safe" Zones. The company is considered 'Safe' 

based on the financial figures only. Between 1.8 to 

2.99 -"Grey" Zones. There is a good chance of the 

company going bankrupt within the next 2 years of 

operations. Z score below 1.80 -"Distress" Zones. 

The score indicates a high probability of distress 

within this time period. The minimum score was 

.4924 while maximum score was 19.4860. The 

mean score was 11.5390 with standard deviation of 

5.86693. The distribution was negative skewed 

implying the distribution extended towards the left. 

From the findings, firms listed in NSE were not likely 

to suffer from financial distress although the 

minimum value indicated that some firms were not 

in good financial health.  

The Table 2 showed distribution of financial 

distress. 
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Determinants and financial distress among listed 

firms in Kenya 

The overall objective of the study was to establish 

the determinants of financial distress among listed 

firms in Kenya. The correlation coefficient (r) results 

were presented as shown in Table 2 using Pearson 

correlation analysis, which computed the direction 

(Negative/negative) and the strength (Ranges from 

-1 to +1) of the relationship between two continues 

or ratio/scale variables. 

 

Table 2: Multiple Correlation Matrix 

 Liquidity Financial Leverage Capital Structure Asset 
Structure 

Liquidity 
Pearson Correlation 1    
Sig. (2-tailed)     
N 63    

Financial 
Leverage 

Pearson Correlation -.105 1   
Sig. (2-tailed) .411    
N 63 63   

Capital 
Structure 

Pearson Correlation -.165 .471** 1  
Sig. (2-tailed) .195 .000   
N 63 63 63  

Asset Structure 
Pearson Correlation .036 .103 .138 1 
Sig. (2-tailed) .782 .424 .282  
N 63 63 63 63 

Financial 
Distress 

Pearson Correlation -.267* .291* .265* .177 
Sig. (2-tailed) .035 .021 .036 .166 
N 63 63 63 63 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 

The correlation of interest was obtained by 

examining the correlation between financial 

distress and each of the determinants. From the 

correlation table above, liquidity was negatively 

correlated to financial distress as the coefficient 

was -0.267 (p value < 0.05) this was significant at 

95% confidence level. Thus increase in liquidity 

would make financial distress to decrease. Similarly, 

the correlation coefficient for financial leverage 

was0.291, P=0.021, suggesting that there was 

significant positive relationship between financial 

leverage and determinants of financial distress 

among listed firms in Kenya. Increase in financial 

leverage would results to increase in financial 

distress. Similarly, a correlation coefficient of0.265 

implied that there was significant positive 

relationship between capital structure and financial 

distress. However, there was insignificant positive 

relationship between asset structure and 

determinants of financial distress among listed 

firms in Kenya as indicated by .177 p=0.166. This 

implies that increase in asset structure would result 

to increase in financial distress.  

Table 3: Multiple Linear Regression Results 

Model Summary 
Model R R Square Adjusted R Square Std. Error of the Estimate 
1 .518a .268 .218 5.0835072 
a. Predictors: (Constant), Asset structure, Liquidity, Financial leverage, Capital structure 
ANOVAa 

Model Sum of Squares df Mean Square F Sig. 
1 Regression 549.399 4 137.350 5.315 .001b 
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Residual 1498.839 58 25.842   
Total 2048.237 62    

a. Dependent Variable: Financial Distress 
b. Predictors: (Constant), Asset structure, Liquidity, Financial leverage, Capital structure 
Coefficientsa 
Model Unstandardized 

Coefficients 
Standardized 
Coefficients 

T Sig. 

B Std. Error Beta 

1 

(Constant) 14.469 2.297  6.299 .000 
Liquidity -1.221 .409 -.341 -2.984 .004 
Financial leverage 5.002 2.683 .238 1.865 .031 
Capital structure 0.531 .282 .243 1.884 .025 
Asset structure 6.051 2.788 .217 2.170 .067 

a. Dependent Variable: Financial Distress 

The results from the model summary give us 

information on the overall summary of the model. 

From, R square column, determinants account for 

26.8%significant variance in financial distress (R 

square =.268, P=0.001) implying that 73.2% of the 

variance in financial distress is accounted for by 

other variables not captured in this model. In order 

to assess the significance of the model, simply 

whether the study model is a better significant 

predictor of the financial distress rather than using 

mean score which is considered as a guess, the 

study resorted to F Ratio. From the findings, the F 

value is more than one, as indicated by a value of 

5.315, which means that enhancement as a result 

of model fitting is much larger than the model 

errors/inaccuracies that were not used in the model 

(F (4,62) = 5.315, P=0.001). The large F value is very 

unlikely to exist by chance (99.0%), thus implying 

that the final study model had significant 

improvement in its prediction ability of financial 

distress of listed firms at the NSE. 

The study used unstandardized coefficient column 

because we wanted to compare determinants 

effect across different measures. Therefore, 

unstandardized coefficients which were based on 

standard deviation were appropriate. If 

determinants were held at zero or it is absent, 

financial distress among listed firms in Kenya would 

be significant at 14.469, p=0.000.  

Liquidity had a significant unique contribution to 

the model (β=-1.221, p=.004). This implied that a 

unit increase in liquidity led to a decrease in 

financial distress by1.221. Similarly, Financial 

leverage had a significant unique contribution to 

the model (β=5.002, p=.031). This implies that a 

unit increase in financial leverage led to an increase 

in financial distress by5.002.Capital structure had 

also a significant unique contribution to the model 

(β=0.531, p=.025). This implied that a unit increase 

in capital structure led to an increase in financial 

distress by 0.531. However, asset structure had 

insignificant unique contribution to the model 

(β=6.051, p=.067). It was therefore worth noting 

that financial leverage had the highest contribution 

to financial distress followed by liquidity and lastly 

was capital structure. Since asset structure was 

found to be insignificant in prediction of financial 

distress it was dropped from the model. Therefore 

the new model was: Y =-

14.4690+1.221X1+5.002X2+0.531X3 

 

CONCLUSIONS 

The results revealed that liquidity had significant 

negative relationship with financial distress of firms. 

Therefore, the first null hypothesis was rejected as 

the study concluded that liquidity had significant 

relationship with financial distress. Hence, liquidity 

was a significant predicator of financial distress. 

This implies that as liquidity increases, the firms are 

unlikely to suffer from financial distress. Most of 

the listed firms were found to be liquid with some 

firms having current asset over ten times of their 

current liability. This implied listed firms were able 

to meet their short term obligation by using their 
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current asset to pay back their short term maturing 

obligations. Depending on how the company’s 

assets were allocated, a high current ratio 

suggested that that company was not using its 

current assets efficiently, was not securing financing 

well, or was not managing its working capital well. 

Basing on the second objective, the study 

concluded that financial leverage had significant 

positive effect on financial distress. Using debt to 

total asset ratio, it was established that increase in 

debt relative to total asset would result to financial 

distress and therefore, firms should seek to lower 

this ratio. Therefore, the second null hypothesis 

was rejected as financial leverage has significant 

relationship with financial distress. Most of the 

firms were found to use debts to finance their 

operations. This does not imply that firms are 

unable to meet their obligation but it can be used 

to indicate the confidence credit institutions have 

on the firms listed at the NSE. However, some firms 

have low debt ratio as indicated by minimum ratio 

indicating they are unlikely to suffer from financial 

distress. 

The study concluded that capital structure had 

significant positive effect on financial distress. 

Therefore, the third null hypothesis was rejected as 

P<0.05 as obtained from linear regression. This 

implies that capital structure is a significant 

predicator of financial distress and increase in debt 

equity ratio would result to increase in financial 

distress. This implies that firms are using more debt 

to meet their obligation as compared to equity. If a 

lot of debt is used to finance increased operations 

(high debt to equity), the company could potentially 

generate more earnings than it would have without 

this outside financing. However, if the cost of debt 

financing ends up outweighing the returns that the 

company generates on the debt through 

investment and business activities, it may lead to 

financial distress. 

Lastly, the study concluded that asset structure has 

insignificant positive relationship with financial 

distress. This implies that, increase in current asset 

as compared to total assets would result to increase 

in financial distress. Therefore, the last null 

hypothesis was accepted as asset structure is not a 

significant predicator of financial distress. It was 

concluded that most firms had high current asset as 

compared to total asset which indicates that they as 

able meet their short term obligation when they fall 

due. However, inferential results indicated that this 

relationship is not significant implying other factors 

may be playing significant roles. 

RECOMMENDATION 

The study recommended that company 

management should arbitrage between moderate 

liquidity and financing. Firms listed at the NSE 

should maintain moderate liquidity level which is 

just sufficient to meet their shorter maturing 

obligations when due and ensure no 

overinvestment is made in working capital items. 

This will ensure productive utilization of its most 

liquid assets in generating earnings to the firm. 

As leverage is a significant predictor of financial 

distress the study recommends that firms should 

strive to maintain an optimal debt level that will 

lower the cost of borrowing such that the earnings 

generated by debt financing are not exhausted by 

fixed charge payments such as interest. Firms 

should match their debt covenants with assets 

pledged as a security to ensure these assets are 

productive enough to generate sufficient returns 

that can cover up the fixed financial charges. 

The management of firms listed at the NSE should 

periodically review their capital structure so as to 

alter it depending on the financial fortunes of the 

company. If the returns from fixed charge capital 

are diminishing because of the increase in the cost 

of capital then the management should consider 

using more equity compared to debt in its capital 

structure so as to regulate the impact of financial 

distress. 

The study recommends that less emphasis should 

be placed on asset structure as a contributor to 

financial distress. Though current assets are an 

essential component of curbing liquidity, the 

management of firms should not over invest in 

current assets as this will deprive off firms earnings 
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that will have been generated from noncurrent 

assets which generates earnings for the firm. 

Therefore the study recommended that the 

securities exchange should continuously be vigilant 

and monitor listed firms at the securities exchange. 

This is so because some firms still were found to be 

in the grey zone and even others experiencing 

financial distress yet investors had strong belief in 

listed firms at the securities exchange to generate 

above average returns yet this firms still struggled 

to operate on a going concern basis. If not checked 

investors risk losing the financial fortunes of their 

investments. As regulators the capital markets 

authority should review the operations of these 

firms so as to safeguard investors wealth as some 

firms may soon be declared insolvent. 

 

Suggestion for further studies 

This study was conducted on listed firms at the 

securities exchange which are highly regulated by 

the capital markets authority. Further research 

should be conducted on privately owned firms 

which have no mandatory reporting requirements 

to its shareholders. 

This study only focused on liquidity, financial 

leverage, capital structure and asset structure as 

the main determinants of financial distress. 

However, from the regression analysis only 26.3% 

was significantly accounted by these four factors 

implying other factors also contribute to financial 

distress among listed firms at the NSE. Therefore, 

more research needs to be done on the other 

factors such as board composition and 

management, internal control systems and 

corporate governance framework to determine 

which other factors significantly affect financial 

distress among listed firms at the NSE. 
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