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Abstract: Financial distress which ultimately causes an entity towards 
bankruptcy is a foremost concern for the entity itself and the broader 

stakeholders. The objectives of this study are to find out the impact of the 

financial distress on financial performance by using five years of data over the 

year 2013 to 2017 with a sample of 20 listed non-bank financial institutions of 

the Dhaka Stock Exchange (DSE)in Bangladesh. The study used two financial 

performance indicators return on asset (ROA) and return on equity (ROE) as 

dependent variables. Altman’s Z - score and Leverage ratio have been used as 

independent variables. This research is mainly based on the secondary data and 

data were obtained basically from published annual reports. The research 

observed that the number of distressed NBFIs is increasing rapidly. The study 

also found that the financially distressed situation has a significant impact on 

the financial performance of the listed NBFIs in Bangladesh. Hence, the study 

suggests the stakeholders, including regulatory authorities and researchers to 

taking into account the findings of the study and to be more watchful of the 

operations of NBFIs to progress the performance of this sector in the future to 

come. 
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1. Introduction 

In recent times Non-Bank Financial Institutions (NBFIs) are gaining increased popularity 

and become a necessity for the sake of the economy in Bangladesh. Generally, 

Commercial banks are considered the dominants players in the financial system, but they 

have some structural limitations and rigidity of different regulations. Such as not being 

able to expand their operations in all expected areas rather being confined to a relatively 

limited sphere of financial services, asset-liability mismatch to meet long term financing 

with short term resources, which can create pressure on their financial base (Carmichael 

and Pomcerleano, 2002). To fill up that gap of escalating industrialization and economic 
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growth the emergence of the NBFI sector is vital.  They play an important role in 

providing financial services besides the Commercial banks (Sufian, 2007).Due to some 

key limitations inherited in the banking sector, the NBFI sector is accelerating (Ahmed 

and Chowdhury,2007).NBFIs are the financial institutions that provide financial services 

including banking, though they do not hold a banking license. They offer a wide range of 

products and services to mitigate the financial intermediation gap and thereby play a 

balancing role side-by-side with commercial banksin the society (Shrestha, 2007; Sufian, 

2008; Vittas, 1997). NBFIs are important as a medium for the economic development of 

the country and focuses on the prevailing problems existed within the sector (Hossain and 

Shahiduzzaman, 2002). Moreover, the growth of NBFIs improves the capital market’s 

financial stabilityand guide the economy to shift into a market based (Sufian, 2007). 

Hence NBFIs intensify the country’s financial system, contribute to the economic 

development of the country through diversified financial services in the market(Ahmed 

and Chowdhury, 2007). Many researchers have analyzed the development, growth, and 

changes over time of this sector as well as its impact on the economy to evaluate the 

structure of this industry. Research also found that there is along term as well as a stable 

association between per capita real GDP and the NBFIs’ investment, trade openness, and 

employment. Another research found that with the development of NBFIs, the financial 

system and domestic capital market also develop that in turn contribute to the overall 

economic development of the country(Pirtea et al, 2008).  NBFIs deal with peoples’ 

money and many are even publicly traded, thus NBFIs must be practicing faithful 

business practices and their management must try to maximize the stakeholders’ wealth.  

“Financial distress occurs when promises to creditors are broken or honored with 

difficulty” (Brealey et al, 2006). Ross, Westerfield, & Jaffe, (2005) defined that 

“Financial distress is a situation where a firm’s operating cash flows are not sufficient to 

satisfy current obligations and the firm is forced to take corrective action”. Baldwin and 

Mason (1983) concluded that a firm entered the state of financial distress when its 

business deteriorates to the point where it cannot meet its financial obligations. Pindado 

(2005) and Ward(1997) opined that, if the firm is owning negative cumulative earnings 

over a few consecutive years, simply noted as cumulative losses and weaken 

performance, it will subject to a financially distressed situation. Again Opler and Titman 

(1994) develops a theory of Corporate Risk Management and set up that deadweight loss 

increase in a financially distressed firm and firm may lose its precious customers, 

suppliers and key employees. Limiting access to funds typically results in a company 

failing. In the long term, the problem of distress caused some large companies to file for 

bankruptcy. Identifying such a situation is very important for companies. 

To control the distressing situation the company may reduce its dividends, close plants, 

recurring losses, layoffs, plummeting stock price and eventually it may lead to 

bankruptcy. The company may take initiative to reduce some costs known as financial 
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distress costs. A business can restructure the overall business or merge with another firm 

to work out the financial distress. But the situation may not be handled if it is not on time. 

Financial distress is an ‘early warning’ indication for future downfalls. Thus the 

prediction of financial distress is crucial from the very beginning of a business lifecycle. 

Financial performance is a subjective measure of how well a firm can use assets from its 

primary mode of business and generate revenues (Investopedia, July 5, 2018). This term 

is also used as a general measure of a firm's overall financial health over a given period 

and can be used to compare similar firms across the same industry or to compare 

industries or sectors in aggregation. 

In the recent years, the incidence of business failure in the world is increasing and 

statistics show that more than 300 companies go out of business every week (Business 

failure record, Business Week, Jan 2009). There have been many cases of corporate 

failures; companies becoming financially distressed or labeled bankrupt (Samanhyia et al, 

2016). 

Recently the financial sector of Bangladesh becoming worrisome and is suffered by loan 

defaults and delinquencies, manipulated financial reporting, misconduct in resource 

allocation, nepotism in loan sanctioning, and these inconsistencies create an effect on the 

financial performance of the firm’s (August 14, 2012, The Daily Star). According to 

Bangladesh Bank (2017), the amount of non -performing loan stood a Tk. 74,303 crore. 

Moreover, the Sonali Bank loan scandal of Tk 3,500 core associated with Hallmark group 

during 2013, Basic Bank loan scandal of Tk 4500 revealed in 2014, Janata Bank loan 

scandal of Tk 5,500 crores associated with Anontex group during January 2018 (Hossain, 

2018) has been questioned the survival of the banking sector. Chemiaow Fan the country 

director of World Bank (9 March 2019, Prothom Alo) told it is high time to think about 

the need of State-Owned Bank in Bangladesh as these banks become questioned due to 

high non- performing loan. He also said that due to a lack of good corporate governance 

the amount of NPL is rising to the mountainous amount day today. In one study, Jahan 

(2018) found that SCBs of Bangladesh are financially distressed and in another study, 

Jahan.et.al (2018) found that both SCBs and PCBs are following the same path.  Hamid 

et al, (2016) found that most of the NBFIs are lying on the bankruptcy level and cannot 

attain a minimum score. Taking into account the crisis moments it’s really necessary to 

observe the distressing situation and to measure the significance of financial distress on 

financial performance. The objective of this study is to find out the impact of financial 

distress on the financial performance of listed NBFIs in Bangladesh. Altman Z- score has 

been used to measure financial distress. 
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2. Literature Review 

Non-bank Financial Institutions (NBFIs) a primary and recognized sector in the financial 

system of Bangladesh has a noticeable contribution to the economic development of the 

country as well as to extending of the country's financial system. The main business of 

most NBFIs is leasing, but some are also branching out into other lines of business like 

term lending, housing finance, merchant banking, equity financing, and venture capital 

financing. Non-bank Financial Institutions (NBFIs) are the financial institutions that offer 

financial services including banking, even though they do not hold a banking license and 

are not permitted to take deposits from the public. The NBFIs have grown since 1981, but 

the research on the sector remains substantially insignificant. About the performance of 

financial institutions, a review of the literature indicates that there is a dearth of literature 

about NBFIs in Bangladesh. This study tries to find out the impact of financial distress on 

the firm’s performance.  

Madhubani and Kawhala (2018) found financial distress has a significant impact on the 

financial performance of the listed non – bank financial Institutions in Srilanka. The 

study used two financial performance indicators ROE and ROA. In another study, 

Shaukat and Affandi (2015) performed research on Karachi Stock Exchange selected in 

the fuel and energy sector. Using Altman Z – score the research found a significant 

association between financial distress and financial performance in their research. The 

study exhibit that financial performance increase with a rise in Z –score values and with a 

decrease in financial distress. 

Collecting data from 11 biggest Saudi Banks (7 Conventional Banks and 4 Islamic 

Banks) Zehri and Mbarek (2016)showed in their research that the Islamic financial 

System has better resisted to the crisis than the compared the conventional one and 

Islamic financial System act more effectively during the crisis period. To estimate the 

Bank’s performance they had to categorize accounting ratios concerning profitability, 

risk, and efficiency.   

Goldsmith (1969) declares that the development of banking institutions is the primary 

reason for financial development in a country. Beck and Rahman (2006) showed a 

vigorous relationship between the development of financial intermediaries and economic 

growth. 

Islam and Osman (2011) closely studied the long-run relationship between per capita real 

GDP and the NBFIs based on the Malaysian market. They observed that in the long run 

there exists a stable relationship between per capita real GDP and the NBFIs' investment, 

trade openness, and employment. According to their observation, NBFIs is a vital 

component of the financial sector through which the flow of financial resource effectively 

channelized from the surplus units to the deficit units and promote long-run sustainable 

economic growth. 
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Again Hossain and Shahiduzzaman (2004) paying attention to the value of the non-

banking sector as a vehicle for the economic development of the country and identifies 

the principal problems existed within the sector. Financial system and the domestic 

capital market development along with the development of NBFIs stated by Pirteaetal 

(2008) and Vittas (1997) expressed that NBFIs creates long-term financial resources and 

provides a strong stimulus to the development of the capital market by creating new 

marketable securities in the area of leasing, factoring and venture capital. Sufian (2007) 

articulated that the overall growth of the economy is enhanced by NBFIs and NBFIs with 

the support of efficient money and capital market and NBFIs plays important role in 

providing complimentary facilities offered by the commercial banks. 

The research on various issues of NBFIs remains substantially inadequate, stays even 

more insignificant, particularly in the context of developing countries. Harker and Zenios 

(2000) showed in their research that about the performance of financial institutions there 

is a dearth of literature about NBFIs. But Ahmed and Chowdhury (2007) opined that 

NBFIs make stronger the country's financial system, contribute to the economic 

development of the country through diversified financial services in the market. A lot of 

researches have been conducted on NBFIs in the global context and in Bangladesh. 

Impact of financial distress in NBFIs is really an important issue to measure the 

performance of NBFIs. The focus of this study is to address the issue. It is expected that 

the outcome of this study will keep a significant contribution in literature and help the 

regulators to formulate policy and its implementation. 

3. Research Methodology 

3.1 Sample and Data Source 

The target sampling population for the research is based on the listed NBFIs. Out of 23 

total listed NBFIs in DSE, sample data have been collected for the 20 NBFIs over the 

period 2013-2017 (Table 1) from the respective financial statements. Thus a panel data 

set of 100bank year observations has been formed. Only two companies are excluded as 

expected data of these companies were not available. Data were analyzed using 

multivariate analysis with the aid of Microsoft Excel and STATA.  

Table 1: Information about Sample 

Sector 

No of  

NBFI listed 

with DSE 

No of 

Companies 

taken as 

Sample 

% of 

Companies 

taken as 

Samples 

No of years 

of sample 

company 

No of firms 

years of 

sample 

companies 

Non-Banking 

Financial 

Institutions 

23 20 86.96% 5 100 



192 Journal of Business Studies, Vol. XL, No. 1, April 2019 

33.2 Variables of the Study 

3.2.1 Dependent Variable 

Financial Institutions are profit-making organizations and the concept called 

“Performance” means the economic performance measured by the major financial 

indicators. Price to earnings ratio, earning per share, Tobin’s-q ratios are indicators for 

short term and long-term financial performance. For financial Institutions where the 

majority of investments are publicly traded financial assets, the q ratio measures the 

market capitalization of a firm’s goodwill (Harker and Zenios, 2000). According to 

Naïmy, Return on Equity (ROE) also measures profitability from the shareholder's point 

of view and prominence as the accounting measure of overall bank performance (Naïmy, 

2005). Based on the Kantawala study, it can be concluded that there exists a significant 

difference in the profitability ratios, leverage ratios and liquidity ratios of various 

categories of NBFCs. Khandoker, et al. examined the determinants of the profitability of 

firms in the NBFIs industry of Bangladesh (Khandoker, Rahman and Raul, 2012). 

Different research uses several dissimilar profitability indicators to measure a firm's 

performance. This study used accounting-based measures of profitability ROE and ROA 

as a proxy variable shown in Table 2. These profitability indicators have been widely 

used by many researchers (Demsetz and Villalonga, 2001; Kapopoulos and Lazaretou 

2007; Zeitun and Tian 2007; Madhuhani and Kawshala, 2018). 

  Table 2: Summary of Dependent Variable 

Measures Definition Formula 

ROA 
Amount of  profit a company generates on its total 

assets 
Net Income/ Total Assets 

ROE 
Shows the effectiveness of companies’ management 

in using investor’s money. 

Net Income / Total 

Shareholder’s Equity   

3.2.2 Independent Variables 

3.2.2.1Financial Distress 

The study considered two independent variable financial distress and Leverage ratio. 

Altman Z-scores have been used for measuring the financial distress of the NBFIs as a 

measurement tool. The Z-scores of the listed non-banking financial companies were 

obtained through the calculations. Altman's (1968) Z - score model forecasts the 

bankruptcy with a 72% level of accuracy before two years of event and 92% accuracy 

before one year. Altman Z-score model is appropriate to predict bankruptcy for 

manufacturing firms, non-manufacturing firms as well as financial institutions. Previous 

studies conducted by I. R. Badeaand G. Matei (2016), Hossain et al. (2017) and Elbadri 
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and Bektaş (2017), etc. have used Z-score for predicting periods of financial distress of 

Financial Institutions.  

The model is given below- 

        Z = 6.56X1 + 3.26X2 + 6.72X3 + 1.05X4 

Here, X1(Liquidity Ratio) = Net Working Capital/ Total Assets 

X2(Profitability Ratio) = Retained Earnings/ Total Assets 

X3(Return on Assets) = EBIT/ Total Assets 

X4(Solvency Ratio) = Market Value of Equity/ Book Value of Total Liabilities 

Interpretation of Financial Measures used in Z – score: 

Liquidity Ratio 

Liquidity ratios measure a company’s ability to pay debt obligations and its margin of 

safety through the calculation of metrics including the current ratio, quick ratio and 

operating cash flow ratio. For the bank, it is difficult to find out working capital as there 

is no specification of current assets and liabilities. According to I. R. Badea and G. Matei, 

(2016), this study considered net liquid assets as working capital. 

Profitability Ratio 

Profitability is the ability of a business to earn a profit. Profitability ratios (PR) are a class 

of financial metrics that are used to assess a business’s ability to generate earnings 

relative to its associated expenses. In this study, PR is calculated by retained earnings to 

total assets as it can consider the cumulative profit of the NBFIs since inception. 

Solvency Ratio 

Solvency refers to the financial stability of a company to meet its long-term financial 

obligations. Investors use ratios to analyze a company’s solvency. Solvency ratios vary 

by industry, so it is important to understand what constitutes a good ratio for the company 

before concluding the ratio calculations. If the Ratios suggest lower solvency than the 

industry average than it revealed that financial problems are on the horizon. This study 

measured solvency by the market value of equity plus debt by total liabilities. If liabilities 

exceed the assets the firm becomes insolvent (Altman, 1968).   

According to the Altman Z-score model, non-banking financial companies are more 

likely to be classified as three categories (Table 3): distressed, grey and safe firms. 
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 Table 3: Financial distress (Z-Score) 

Category Range Interpretation 

Distressed (Z-scores< 1.80) 

Bad signal. Means the financial institution is most 

likely to be heading towards bankruptcy problem. 

Necessary actions are needed to avoid the worst 

situation. 

Grey (1.80<Z-scores < 2.99) 

Alarming. There is a likelihood of being distressed 

shortly. So the firm should take necessary actions 

are to improve the scenario. 

Safe Z -score> 2.99 Good position. The firm has no financial problem. 

3.2.2.2 Leverage Ratio 

A company's leverage ratio indicates how much of its assets are paid for with borrowed 

money. Company's degree of leverage that is, its debt load is often a measure of risk. 

When the debt ratio is high, indicates the company has a lot of debt relative to its assets. 

Here Leverage ratio is calculated as, 

Leverage ratio: Total debt/Total equity 

3.2.3 Model Specification 

As mentioned above, the independent variable of the study is financial distress and 

leverage ratio. And the dependent variable for the study is Financial Performance 

measured by ROA and ROE. The following models have been used to examine the 

relationship between financial distress and financial performance: 

Model 1:  

Model 2:  

Where,  

  = Dependent variable (Financial performance), 

 = Dependent variable (Financial performance) 

Subscript it= denotes bank year observations, 

= Intercept constant 

  = Independent variable (Financial distress) 

=Independent variable (Leverage Ratio) 

, are the coefficients for the independent variables and  

= Represents error term 
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4. Results and Discussion 

4.1 Descriptive Analysis of Z – Score 

Table4 shows the summary of the financially distressed scenario of listed NBFI of 

Bangladesh. The table exposed that the number of the safe firm decreases gradually 

within this period. In the year 2013, the number of safe firms was 9 (45%) and in 2017 it 

becomes 3 (15%). This is a bad signal for the NBFIs in Bangladesh. 

Table 4: Financial Distressed scenario of NBFI 

   2013 2014 2015 2017 

Safe 9(45%) 6(30%) 4(20%) 3(15%) 

Grey 7(35%) 11(55%) 11(55%) 8(40%) 

Distressed 4 (20%) 3(15%) 5(25%) 9(45%) 

In the second row, the table depicts that no of a grey firm increases first and then become 

decrease. The table showed that grey no firm was 11(55%) in 2014 and 2015 then 

decline to 8(40%) in the year 2017. And the consequences we observed in a distressed 

row. In the year 2013 no of the distressed firm was 4(20%) and in 2017 this no increase 

in 9(45%). This indicated the unanticipated situation for NBFIs. Thus the sector should 

be alert immediately and take necessary actions to avoid the worst financial condition in 

the upcoming days.  

4.1.1 Graphical representation of Z- Score of NBFI 

The following graph shows a clear picture of the financial position of NBFI. Graph 

exposed that safe firms are declining within the observer year (2013 – 2017) and the 

number of distressed firms increasing gradually. 
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Figure 1: (a) Distressed (b) Grey (c) Safe 

 

4.2 Regression Analysis for Financial Performance 

To find out the impact of financial distressed on financial performance in NBFIs, at first 

Pooled Ordinary Least Square regression has been run. The regression results of Pooled 

OLS for both models are presented in Table 5. The linear regression established that 

financial distress has a significant impact on financial performance ROEMs well as ROA 

of the firm. The result shows the coefficient of Z-score is significant at 1% level in both 

models. It also observed from the results that leverage is not a significant variable for the 

firm’s performance. 
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Table 5: Regression Result for Financial Performance 

   
Ordinary Least Square (OLS) 

Model 1(ROA) Model 2 (ROE) 

Z 
1.212*** 

(0.085) 

0.105*** 

(0.006) 

Leverage 
0.037 

(0.082) 

0.003 

(0.006) 

Cons 
-3.41*** 

(0.786) 

-0.259*** 

(0.062) 

R-squired 0.68 0.72 

Adjusted R-squired 0.67 0.71 

Number of observations 100 100 

F(2,97) 
103.07,  

Prob> F=0.00 

124.55,  

Prob> F=0.00 

Breusch-Pagan Test 

H0:Constant variance 

Chi2(1) =53.30,                   
Prob>Chi2= .000 

Chi2(1) =26.42,                   
Prob>Chi2= .000 

Note: Standard Errors are in Parenthesis. *** indicates 1 per cent level of significance 

Overall R
2
 shows the amount of variance of Financial Performance explained by 

Altman’s Z-score and Leverage Ratio. Adjusted R
2 

values 67% and 71% represents a 

good fit for model 1 and model 2 respectively. Model 01 represents that distress and 

leverage account for 67% variation of the firm’s performance ROE. On the other hand 

Model 02 represents that distress and leverage account for 71% variation of firm’s 

performance ROA. F-test results represent that models are a significant 1% level.  

Thus the estimated regression equation for model 1 becomes, 

 

And the estimated regression equation for model 02 becomes, 

 

An important assumption of OLS is homoscedasticity i.e the variances of the error term 

are constant. Breucsh Pagan tests for both models have been done to see whether the 

variances of the error term are constant or not. The test results reject the null hypothesis 

of constant variance and found heteroskedasticity problem in variances of error term for 

model 1 and model 2. So, it is wise to use Generalized Least Squares (GLS) as GLS is 

more efficient than OLS under heteroskcedasticity or autocorrelation (Hansen & 

Christian, 2007). 
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4.3 Generalized least Squares 

OLS estimator is not efficient when heteroskedasticity is present in the data set. 

RatherGLS estimator is unbiased, consistent, efficient and asymptotically normal if 

heteroskedasticity is present in the data set (Hansen & Christian, 2007). Applying 

Breusch Pagan test the study detected heteroskedsticity in the data set. So further we 

estimated the parameters by using GLS. The following Table 6 shows the results and 

found that Z-score has a significant impact on firm’s performance. Again, the research 

did not observe any significant impact of the leverage ratio on the financial performance 

of the firms. P values of chi square indicate that models are significant at 1per cent level. 

Table 6: GLS Regression Result for Financial Performance 

 Generalized Least Squares (GLS) 

Model 1 (ROE) Model 2 (ROA) 

Z 1.21*** 

(0.083) 

0.105*** 

(0.007) 

Leverage 0.037 

(0.080) 

0.003 

(0.006) 

Cons -3.41*** 

(0.775) 

-0.259*** 

(0.061) 

Wald chi2(2)   = 212, 

Prob>chi2 = 0.000 

256.80, 

Prob>chi2 = 0.000 

Note: Standard Errors are in Parenthesis. *** indicates 1 per cent level of significance 

Thus the models becomes,  

 

 

5. Conclusion 

This study is motivated by the desire to understand how the financial performance of 

NBFIs is affected by financial distress. This will enable the financial institutions to take 

corrective measures inappropriate time if they find themselves in distress position. 

Observing 100 observations over 05 years from 2013-2017 this study made a few 

conclusions. The conclusions were based on the outcomes of the descriptive statistics and 

regression analysis by OLS and GLS. The study found that the within-study period 

number of the safe firm decreases year to year, become grey and eventually, many of 

them become distressed. Thus it has been seen that the number of a distressed firm 

increases gradually in the listed NBFIs in Bangladesh. The regression analysis revealed 

that financial distress (Altman Z-score) and leverage correlates positively with the proxy 
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variables of financial performance ROA and ROE. It reveals that if Z-score increases 

than the firm’s performance of the firm also get higher, which is supported by theory. 

Theoretically, if Z-score gets higher firms are in a safe zone and performance goes up. 

Moreover, the study found there is a significant impact of Z-score on the firm's 

performance. The study observed leverage has no significant contribution to the firm's 

performance. This study recommends the management of listed NBFIs as well as 

regulators to incorporate the findings of the study and to take necessary steps to increase 

the Z-score of NBFIs. As the Z-scores of NBFIs are deteriorated day by day and 

eventually the problem of distress caused companies to file for bankruptcy. So this is 

high time to address the problems to increase Z–score and discontinue failure of NBFIs. 

Further research can be done on this topic using different distressed measures and 

applying advanced econometric tools. Moreover, it would be interesting to find out the 

impact of corporate governance and other qualitative factors on the financial performance 

of NBFIs.  
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