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1. Introduction 

Financial distress research of companies has attracted an growing attention in the recent past (Odipo & Sitati, 2011) and 

Nyamboga, Nyamweya, Murimi and George, 2014). This upsurge in research attention could be attributed to the importance 

attached to the need of firms to understanding financial dimensions that are revealed in moments of crisis (Nyamboga et al., 

2013). (Odipo & Sitati, 2011) defined financial distress as the inability of a firm to satisfy its financial obligations as and when 

they fall due. This is often witnessed whenever the firm’s operational cash flows are lower than its financial expenses. Business 

firms additionally encounter financial distress when they confront lacking liquidity to meet their financial liabilities. The most 

discernible impact of financial distress is the suspension of debt premium installments, cutting capital costs, exchanging settled 

resources and scaling back temporary insolvency and low liquidity (Makini, 2015). 

 

One of the major objectives of financial analysis is to decrease the degree of risk, to which creditors are exposed as a result of 

bankruptcies and defaulting on debts. One system often used to scrutinize the financial position of a firm as reflected in its 

financial statements is ratio analysis - comparison of various data in the balance sheet and profit and loss statement. The ratio of 

current assets to current liabilities, for example, indicates the firm's capacity to meet such liabilities; the ratio of net worth to total 

liabilities shows the owners' share in the assets of the business; the ratio of net profit to net worth gives the return on proprietary 

capital; and the ratio of net profit to the value of production gives some indication of the enterprise's pricing policy. The exact 

choice of ratios will clearly depend on the object in view and the information available (Tabari, Ahmadi and Emami, 2013). 

Ratios are among the most popular and widely used tools of financial analysis. Yet their function is often misunderstood and, 

consequently, their significance often overrated. A ratio expresses a mathematical relation between two quantities (Mahama, 

2015.  

 

Financial ratios are the most commonly used in analyzing, understanding and interpreting corporate financial statements and in 

evaluating and monitoring company’s performance over time. The ratios point out changes and identify irregularities, 

abnormalities and surprises that would require further investigation to ascertain the current and future financial standing of the 

company (Nyamboga et al., 2014). The ratios are based on the firm's past behavior and are unaffected by any additional 
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knowledge in the hands of the investigator on the future of the branch, the business or social standing of the owner, Government 

policy (Tabari et al., 2013).  

 

For ratios to be meaningful, a ratio must refer to an economically important relation. Ratios are tools providing us with clues 

and symptoms of underlying conditions. Analysis of a ratio reveals important relations and bases of comparison in uncovering 

conditions and trends difficult to detect by inspecting individual components comprising the ratios Kariuki, (2013). Financial 

ratios can broadly be classified into six groups, namely liquidity ratio, capital structure or leverage, profitability ratio, activity 

ratios, integrated ratios and growth ratios. Liquidity ratios include: Current ratio, Acid test ratio and Super-quick ratio. Capital 

structure or leverage ratios include; Debt/Equity ratio, Debt to total capital ratio, Debt to total assets ratio, Proprietary ratio, 

Capital gearing ratio, Interest coverage ratio,  Dividend coverage ratio, Total coverage ratio, Cash flow coverage ratio and Debt 

service coverage ratio. The profitability ratios include; Return on total assets, Return on capital employed, (iii) Return on 

shareholders‟ equity, Return on equity funds, Earnings per share, Dividends per share, (vii) Earnings yield and Price earnings 

ratio. The activity ratios also known as efficiency or turnover ratio include; Raw material turnover ratio, Work-in-progress 

turnover, Finished goods turnover ratio, (iv) Debtors turnover ratio,  Average collection period, Total assets turnover ratio, Fixed 

assets turnover ratio, Current assets turnover ratio and Working capital turnover ratio. In general, ratios measuring profitability, 

liquidity and solvency prevailed as the most significant indicators but the order of their importance is not clear since almost every 

study cited a different ratio as being the most effective in indicating impending problems (Kipruto 2013).  

 

Financial distress is often a long-term process and has an impact on the capital structure, investment policies, and performance 

of many firms even after they emerge from debt restructurings (Kahl, 2012).  

 

2. Research Problem  

 

Kenyan companies have equally been affected by financial distress. In the recent past uchumi Supermarket has suffered 

financial distress and was put under receivership (Kipruto, 2013). Companies listed at the NSE are no exception to financial 

distress and bankruptcy (Mohamed, 2013). These companies are expected to be health financially in order to maintain investor 

confidence. Kariuki (2013) argues that the bankruptcy on indebted firm will send a shock wave to the firm’s equally indebted 

suppliers leading in turn to more bankruptcies until eventually the whole economy collapses in a heap. The financial health of 

firms listed at the NSE will influence the transactions conducted at the NSE. More recently Mumias Sugar Company, Kenya 

airways have been hit hard by financial distress and have asked the government for bailouts (The Standard Newspaper, June 27 

2015).  

 

The financial crisis in many listed companies highlight the need for future research on the world trade implications, as well as 

individual macroeconomic variables of each country. This study looks at the Kenyan companies listed in the Nairobi Securities 

Exchange. This study would seek to determine the predictive power of ratios in all the firms listed in NSE and thus determine the 

most appropriate ratios that can be used to effectively predict the financial distress in Kenyan firms after a period of economic 

depression and prolonged drought in the agricultural sector. 

 

3. Objectives of the Study  

 

The specific objectives of the study were:  

i. To determine the effectiveness of leverage ratios in predicting financial distress of listed firms in Nairobi Security 

Exchange Market, Kenya. 

ii. To assess the effectiveness of liquidity ratios in predicting financial distress of listed firms in Nairobi Security 

Exchange Market, Kenya. 

 

4. Research Hypotheses 

  

The study was guided by the following null hypotheses: 

H01: Leverage ratios are not statistically significant to effectively predict financial distress of listed companies in 

Nairobi Security Exchange market. 

H02: Liquidity ratios are not statistically significant to effectively predict financial distress of listed companies in 

Nairobi Security Exchange market. 

 

5. Justification of the Study 

 

This study will be of great benefit to management of listed companies in the NSE. Findings, of this study added knowledge to 

the existing literature on the effect of accounting ratios s on financial performance. Therefore, CMA would formulate policies on 

financial ratios s that promote financial performance. Firms would also benefit from concerted commitment to accounting ratios 

reporting including a strong reputation, investors and shareholders’ interest, being exemplified as responsible by stakeholders, 

sustainable product brand loyalty and improved government and community relations. 
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6. Review of Literature 

 

6.1 Theoretical Framework 

 

6.1.1 The Liability Management Theory 

 

Since the early 1960s, the loan portfolios of banks have been affected by the emergence of new theory, which became known 

as the liability management theory. This is one of the significant liquidity management theories and says that there is no need to 

follow old liquidity norms like maintaining liquid assets, liquidity investments etc. lately banks have focused on liabilities side of 

the balance sheet. According to this theory, banks can satisfy liquidity needs by borrowing in the money and capital markets. The 

fundamental contribution of this theory was to consider both sides of a bank’s balance sheet as sources of liquidity (Kariuki, 

2013). 

 

Most firms nowadays concentrate on liabilities side of the statement of financial position. The essential influence of this theory 

was meant to make firms deliberate both sides of the statement as sources of liquidity. To an extent, the theory’s objective has 

been achieved because today, banks among other firms use both assets and liabilities to meet liquidity needs. Management of 

money received by a firm from clients as well as funds secured from other institutions constitutes liability management. It also 

entails equivocation against changes in interest rates and calculating the crack between the maturities of assets and liabilities. 

Asset liability is the application in managing risks that come up due to mismatches between the assets and liabilities (Bardia, 

2012). 

 

This theory is relevant in this study because as earlier mentioned, firms are using both assets and liabilities to meet liquidity 

needs and therefore, the management of liquidity is relevant. Liquidity management means ensuring that institutions maintain 

sufficient cash and liquid assets. Reasons for this are: First, to satisfy client demand for loans and savings withdrawals and 

secondly, to pay the institution’s expenses. Liquidity management involves a daily analysis and detailed estimation of the size and 

timing of cash inflows and outflows over the coming days and weeks to minimize the risk that savers will be unable to access their 

deposits in the moments they demand them. For an institution to manage liquidity the institution must put in place management 

information system; which will be able to generate and compute ratios needed to make realistic projections on liquidity (Makini 

2015). 

 

6.1.2 The Shiftability Theory of Liquidity 

 

Shiftability theory was pioneered by H. G. Moulton in 1918, who affirmed that if the institutions especially of finance 

maintain a reasonable quantity of assets that can be exchanged for cash without losing materials in case of need, then you don’t 

need to rely on maturities. In other words, to perfectly shift an asset, it must be instantly be transferred without losing capital when 

the need for liquidity arises. This is specifically applicable to market investments which are of short term, such as treasury bills 

which can be immediately sold whenever it is necessary to raise funds by these firms (Mbogo & Waweru, 2014). 

 

The shiftability theory liquidity replaced the commercial loan theory and was supplemented by the doctrine of anticipated 

income. Formally developed by Harold G, H.G. Moulton in 1918, the shiftability theory held that banks could most effectively 

protect themselves against massive deposit withdrawals by holding, as a form of liquidity reserve, credit instruments for which 

there existed a ready secondary market. Included in this liquidity reserve were commercial paper, prime bankers’ acceptances and, 

most importantly as it turned out, treasury bills. Under normal conditions all these instruments met the tests of marketability and, 

because of their short terms to maturity, capital certainty (Bwisa, 2010). 

 

A major defect in the shiftability theory was discovered similar to the one that led to the abandonment of the commercial loan 

theory of credit, namely that in times of general crisis the effectiveness of secondary reserve assets as a source of liquidity 

vanishes for lack of a market (Bwisa, 2010). The role of the central bank as lender of last resort gained new prominence, and 

ultimately liquidity was perceived to rest outside the banking system. Furthermore the soundness of the banking system came to 

be identified more closely with the state of health of the rest of the economy, since business conditions had a direct influence on 

the cash flows, and thus the repayment capabilities, of bank borrowers. The shiftability theory survived these realizations under a 

modified form that included the idea of ultimate liquidity in bank loans resting with shiftability to the Banks (Alshatti, 2015).  

 

6.1.3 Criticism of Financial Distress Theories 

 

As cited by Daniel (2011), Fama (2010) independently explored the concept that stocks of financially distressed firms 

consistently underperform those of financially sound firms. This is normally motivated by the desire among investors to opt out 

before the firm ultimately fails and they lose their investment (Memba & Job, 2013). The act of withdrawing funds from already 

financially distressed firms who quite to the contrary badly need those funds is referred to as “recking”. The action can also be 

explained as the process of pre-emptive destruction of a company before its value ultimately plummets to a value beyond salvage. 
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Investors withdraw resources from the firm as private, non-dividend benefits (Mbogo, &Waweru, 2014). Financially distressed 

firms shareholders will only suffer opportunity cost if the firm recovers, however if it defaults on its obligations, the withdrawal of 

funds is deemed to be a free source of funds which can be reinvested somewhere else for an acceptable return. This act is 

compared to the traditional concept of ripping apart an old ship which is beyond or too expensive to repair and utilizing its 

individual parts to put another newer one hence not economically worth (Kalckreuth, 2006). 

 

6.2 Empirical Literature Review 

 

6.2.1 Financial Distress 

 

Regular survey conducted consistently show that many insolvency proceedings could have been avoided if professional advice 

has been obtained earlier, and the longer a company delays seeking professional help the higher the chance that the business 

cannot be rescued. Economic failure has no real concrete definition but in economic terms, research done by researchers suggests 

the following common reasons why a company may become insolvent: loss of market where companies have not recognized the 

need to change in a shrinking or changing marketplace because their margins have been eroded or because their service has been 

overtaken technically (29%), management failure to acquire adequate skills, either through training or buying them in, over 

optimism in planning, imprudent accounting, lack of management information (22%), bad debts (10%), lack of working capital 

(20%) and other reasons including excessive overheads, new venture/expansion/acquisition are also attributed (Balcaen & Ooghe, 

2013). 

 

In his study on the possibility of using financial ratios to predict the distress of industrial companies General food in Syria, 

Makini (2015), tried to develop a model that could benefit from it for predicting distress of these companies, so it is an important 

indicator to judge the performance of such industrial companies, by analyzing 10 financial ratios obtained  from the financial 

statements using a sample of 22 companies for tracking food industrial public sector in Syria, found out that 12 of them failed and 

10 is non-failed using discriminatory analysis .He concluded that a set  of 3 ratios can be used to predict the failure of companies, 

namely: the rate of external funding, liquidity ratios rapid, profitable sales. About the accuracy form in predicting distress of the 

companies is 100% in the study, 87.5% in the first year before faltering, 82.5% the second year before faltering, 79.17% the third 

year, 66.67% of the fourth year before faltering. 

 

By using logistical support and discriminatory methods with the aim of establishing model to predict financial of public share 

holding companies listed in Amman financial Market, (Shisia, Sand and Okibo, 2014), concluded that 26 companies failed and 26 

successful company, was obtained from the evidence public shareholding companies during the period (1991-2002). Ratios were 

classified into financial liquidity and profitability ratios, leverage and activity. The researcher found that the discriminatory form 

and logistical they can predict the failure of companies with an accuracy of 96.2% a year earlier failure, the ability of these models 

to predict has decreased the beginning of the second year to the fifth year prior to failure. Odipo & Sitati (2011) conducted a study 

using Altman’s model in bankruptcy prediction at the Nairobi securities exchange. The study used twenty firms listed between 

1989 and 2008. 

 

6.2.2 Liquidity Ratios and Financial Distress 

 

An organization may be considered solvent if the belongings that exist are beyond or equal total liabilities. However, if the 

assets in are below current liabilities, the organization faces insolvency risk because it will not be able to pay its debts (Nyamboga 

et al., 2014). Solvency normally is measured by ratios. There are three main ratios that can be used to measure solvency: the 

solvency ratio, the net worth ratio, and the leverage ratio. The solvency ratio subdivides total liabilities by total assets and gets the 

amount of debt per dollar of assets. The net worth ratio, which is the ratio of total equity to total asset uses the owner’s equity in 

the business to indicate future solvency owned and the leverage ratio compares debts to equity (Khidmat & Rehman 2014). 

  

Liquidity ratios impact a company’s ability to obtain loans, financing and investment capital. This is because solvency 

indicates a company’s current and long-term financial health and stability as determined by the ratio of assets to liabilities. In 

other words, the degree of solvency in a business is measured by the relationship between the assets, liabilities and equity of a 

business at a given point in time. A company may be able to cover current or upcoming liabilities by quickly liquidating assets 

with little business interruption. However, fluctuations over time in the value of assets while the value of liabilities remains 

unchanged affect asset-to-liability ratios. The accounting equation: assets = liabilities + equity, means that businesses usually have 

positive equity. When this equity becomes negative, the business is said to be insolvent. By subtracting liabilities from assets you 

calculate the amount of equity in a business. The larger the number is for the equity amount the better off is the business. But 

everything is relative. Larger businesses need more equity to remain viable than does a smaller business. Bankruptcy is just 

around the corner for an insolvent business if it does not generate enough cash flow income to meet its debt requirements in a 

timely manner (Bwisa, 2010). 

 

Thachappilly (2009), also state that the Liquidity Ratios help Good Financial. He know that a business has high profitability, it 

can face short-term financial problems and its funds are locked up in inventories and receivables not realizable for months. Any 
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failure to meet these can damage its reputation and creditworthiness and in extreme cases even lead to bankruptcy. In addition, 

liquidity ratios are work with cash and near-cash assets of a business on one side, and the immediate payment obligations (current 

liabilities) on the other side. The near-cash assets mainly include receivables from customers and inventories of finished goods 

and raw materials. Coupled with, current ratio works with all the items that go into a business' working capital, and give a quick 

look at its short-term financial position. Current assets include Cash, Cash equivalents, Marketable securities, Receivables and 

Inventories.  

 

6.2.3 Leverage Ratios and Financial Distress 

 

In his empirical study of the financial ratios on financial distress on insurance companies Cheluget (2009) says that, financial 

leverage had a significant positive effect on the organizations profit on equity given that earnings’ power of the organizations’s 

assets is in exceed of the average interest cost of debt to the firm. (Clausen, 2011) found results that are significantly positive in 

terms of relationship between debt ratio and measures of profitability. Kumar (2011) identifies a positive connection between debt 

and profitability but for industries. In their study of leveraged buyouts, (Nyamboga et al., 2014) established a significantly 

positive relation between profitability and total debt as a percentage of the total buyout-financing package.  

 

(Shisia et al., 2014) in their article, using Uchumi Supper market in Kenya to critically analysis of the Altman’s failure 

prediction model on corporate financial distress ,he briefly about the asset management ratio. It divided into different types of 

categories. He state that about the used to analyze accounts receivable and other working capital figures to identify significant 

changes in the company’s operations and financial accounts. He said that there are two categories about this ratio such as account 

receivable turnover and average age of account receive. He measurement the ratio as, Accounts receivable turnover = Sales / 

Average Accounts receivable. Average age of accounts receivable/ collection period = 365 days / Accounts receivable Turnover. 

 

7. Research Methodology 

 

This study adopted cross sectional research design. A cross-sectional study is an observational study. Explanatory research 

seeks to establish causal relationship between variables (Saunders, Lewis and Thornhill, 2009). 

 

A population is the total collection of elements about which inferences are made and refers to all possible cases which are of 

interest for a study (Sekaran, 2003). A target population is the totality of cases conforming to the designated specifications as 

required by the study and could be people, events or things of interest. In this study the target population comprised all firms listed 

at the Nairobi Securities Exchange (NSE). The NSE had 51 firms as at August 10, 2016. This excluded the firms in the banking 

industry since they are highly regulated. The population of  therefore comprised of firms quoted at the Nairobi securities exchange 

excluding firms in the banking industry since they are highly regulated. The data were collected from firms from year 2011-2016 

were employed. This will enable the researcher obtain 255 observations from 51 firms listed in NSE for the five years. 

 

The data collected was analyzed using Karl’s Pearson correlation model was used to measure the degree of relationship 

between the two variables (Saunders, 2009) With the aid of Stata.Hypotheses were tested at 0.05 level of significance (95% 

confidence level) from the multiple regression models which shows the relationship between the independent variable and 

dependent variable. The data was analyzed was presented in a tabular form.  

 

The analysis of the data collected from financial statement followed a number of basic statistical techniques in order to identify 

and interpret the ratings of respondents such as means, standard deviations, T – test for independent variable. Multiple regression 

models were used to establish the relationship between independent variables on dependent variable through computation of the 

regression coefficients of linear function. The model for this study was summarized as: 

 

Y = βo + β1 X1 + β2X2 + e 

Where:   

Y= Financial distress, X1 = Liquidity analysis ratios, X2 = Leverage analysis ratios, β1, β2, are the coefficients, e = Error 

of margin 

 

8. Research Findings and Data analysis 

 

8.1 Descriptive Results 

 

In panel data descriptive statistics are a collection of measurements of two things: location and variability. In this case, 

location tells the central value of the variable (where the mean is the most common measure). Variability refers to the spread of 

the data from the center value (that is, variance, standard deviation, in this case the standard deviation is inferred). Consequently, 

the study sought to determine the descriptive statistics of the panel data especially the mean, standard deviation and maximum and 

minimum values. The findings were summarized and presented in Table 1. 
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Table 1 Descriptive statistics 

Variable N Mean Std. Dev. Min Max 

Liquidity analysis Ratio 240 1.675 1.029 0.000 6.209 

Leverage  Ratio 240 2.286 1.432 0.000 9.350 

Financial distress 240 1.152 0.113 0.000 0.947 

 

The findings in Table 1 showed that assessment of the liquidity ratio analysis of the firms revealed a mean of 1.675 with a 

minimum of 0.000 and a maximum of 6.209 (std. dev. = 1.029) implying that majority of the firms were able to meet their current 

liabilities comfortably using their current assets. The mean for financial distress was 1.152 with a minimum of 0.000 and a 

maximum of 0.947 (std. dev. = 0.113) while the mean for leverage ratio was 2.286 with a minimum of 0.000 and a maximum of 

9.350 (std. dev. = 1.432).  

 

8.2 Inferential Statistics 

 

8.2.1 Coefficient of Correlation  

 

Correlation analysis is usually used to establish the level to which two variables converge or diverge together depending on the 

case so as to determine the significance of the relationship. Normally, the Pearson's Product Moment Correlation Coefficient is 

used to make inference about the existing relationship between two variables. Generally, correlation analysis depicts to a certain 

degree, the aspect of how one factor influences another. However, correlations do not imply or infer a cause-effect relationship. 

Consequently, a correlation analysis of the independent factors and the dependent factor (Financial distress) was conducted and 

the findings were summarized and presented in Table 2. 

 

Table 2 Pearson Correlation Analysis 

 Financial 

Distress 

Leverage 

Ratios 

Liquidity 

Ratios 

Financial 

Distress 

Pearson 

Correlation 

1   

Sig. (2-tailed)    

    

Leverage 

Ratios 

Pearson 

Correlation -0.156* 

  

Sig. (2-tailed) 0.016   

Liquidity 

Ratios 

Pearson 

Correlation 

240 1 

 

 

Sig. (2-tailed) 0.549** -0.083  

N 0.000 0.199  

 240 240 1 

    

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

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

The findings show that leverage ratio has a negative and significant relationship with financial distress, ρ = -0.157, p-value = 

0.016 at 5% level of significance indicating that there is a 15.6% chance that financial distress will decrease with increase in 

leverage ratio. In addition, liquidity ratio was found to have a positive and significant relationship with financial distress, ρ = 

0.549, p-value = 0.000 at 1% level of significance meaning that there is a 54.9% chance that financial distress will increase with 

increase in liquidity ratio. 

8.2.2 Regression Analysis 

 

In this study the random effects model was used in constructing the panel regression models. The decision for using random 

effects models in this study was based on the Hausman specification test between random and fixed effects. Accordingly, the null 

hypothesis is rejected when Prob.> χ
 2

 is less than the critical p-value and in such a case the fixed effects regression is appropriate. 

All the models were run on random effects since the significance levels were greater than the critical value of 0.05. 
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Table 3 Model Specification Test Statistics for Z score 

Model    χ2 Statistic      χ2 d.f.  Prob.    Appropriate Model 

 1     4.578   14  0.764            Random Effects 

 

To test the various hypotheses the various predictor variables were regressed against the response variable. Pool least 

squares regression models were run for all the models and using Y = βo + β1 X1 + β2X2 + e the model the results presented. 

 

Table 4 Pooled Least Squares Regression  Model Results  

Financial distress  Coef. Std. Err. t P > t [95% Conf. Interval] 

_cons 0.885 0.684 1.29 0.197 -0.462 2.232 

Liquidity analysis ratio 0.593 0.053 11.24 0.000 0.489 0.697 

Leverage ratio -1.852 0.549 -3.38 0.001 -2.933 -0.771 

 

The first hypothesis stated that leverage ratio does not have significant effect on financial distress of firms listed on the NSE. 

The findings show that leverage ratio has a negative and significant effect on financial distress of firms listed on the NSE, β2 = -

1.852, p < 0.05 at 5% level of significance and this implies that with each unit increase in the leverage ratio, the financial distress 

of a firm decreases by 1.852 units. These findings mean that the hypothesis is rejected. In line with these findings, Hutchinson 

(1995) found out that financial leverage had a significant positive effect on the organizations profit on equity given that earnings’ 

power of the organization’s assets is in exceed of the average interest cost of debt to the firm. In addition, Thachappilly(2009) 

found that the Ratio of Debt to Equity has implications for return on equity debt ratios check the financial structure of the business 

by comparing debt against total capital, against total assets and against owners' funds. The ratios help check how "leveraged" a 

company is, and also the financial maneuverability of the company in difficult times. 

The second hypothesis stated that liquidity ratios do not have significant effect on financial distress of firms listed in the NSE.  

The findings showed that liquidity analysis ratio has a positive and significant effect on financial distress, β1 = 0.593, p < 0.05. 

This means that hypothesis 3 was rejected. This implies that with each unit increase in liquidity analysis ratio, financial distress 

would increase by 0.593 units. These findings correspond with literature that liquidity ratios determine the organization’s ability 

to pay debt in short term. Liquidity performance measures the ability to meet financial obligations as they fall due (Thachappilly, 

2009). Thus, an increase in liquidity position enhances firms’ financial position. Any failure to meet these can damage its 

reputation and creditworthiness and in extreme cases even lead to bankruptcy. 

9. Conclusions and Recommendations 

 

9.1 Conclusions 

The main objective of the study was to determine the effectiveness of financial ratios in predicting financial distress of firms 

listed in Nairobi Securities Exchange. Liquidity analysis ratios have been shown to have a positive effect on financial distress. 

Liquidity ratios measure a company's ability to pay debt obligations and its margin of safety. Liquidity ratios are most useful when 

they are used in comparative form. This analysis may be performed internally or externally. In general, a higher liquidity ratio 

indicates that a company is more liquid and has better coverage of outstanding debts. 

The findings also revealed that activity ratio has a negative and significant effect on financial distress of firms controlling for 

firm age and firm size. This means that liquidity through activity ratios significantly influences financial distress. While some 

scholars have found a positive relationship, others have found a negative relationship while others have found weak relationships. 

This means that it all dependents on the type of industry as well as the policy environment in which the firm operates in. 

9.2 Recommendations 

Financial ratios can provide small business owners and managers with a valuable tool with which to measure their progress 

against predetermined internal goals, a certain competitor, or the overall industry. In addition, tracking various ratios over time is 

a powerful means of identifying trends in their early stages. Ratios are also used by bankers, investors, and business analysts to 

assess a company's financial status. Ratios are aids to judgment and cannot take the place of experience. But experience with 

reading ratios and tracking them over time will make any manager a better manager. Ratios can help to pinpoint areas that need 

attention before the looming problem within the area is easily visible. It is important to keep in mind that financial ratios are time 

sensitive; they can only present a picture of the business at the time that the underlying figures were prepared. Determining which 
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ratios to compute depends on the type of business, the age of the business, the point in the business cycle, and any specific 

information sought. However, in this study, the firm age and firm size were controlled. 
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