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Abstract: The study focuses upon the financial distress and dividend policy of selective public
banks across the India. The study provides highlights on relationship between previous two along
with assessing the moderating effects of debt-equity of banks, the study aims to establish a relationship
between the financial distress with dividend policy, many studies have been conducted to verify the
robustness of the banking industries across the world, the authors also focused to verify the financial
distress using Altman Z-Score model, this study focuses upon the impact of financial distress of
selective banks on dividend policy of selective banks. The study found insignificant impact of
financial distress on the dividend policy of selective banks, whilst debt-equity negatively moderates
the association of previous both at 5% level of significance. The study uses panel data analysis
adopting fixed effects and random effects model. The collinearity test is conducted at 5% level of
significance; indicate that no variable has any significant impact on the dividend policy of banks.
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Introduction
Financial distress in banking sector  has
witnessed many tragic changes, the case of
Lehman Brothers cannot be forgotten while
remembering the financial crisis, the banking
sector has witnessed ground-breaking changes
in recent decades regarding operations and policy
making, and the Indian banking sector has also
witnessed robust shift in financial and policy
decision. Previous work on financial distress has
indicated that various scoring techniques and

tools such as CAMEL model are used to predict
the level of financial distress in the organization
[0]. However, recent studies also suggest that
financial distress of the organization can also
measured using Z-Score analysis, one of the
primary factors that are used to verify the financial
stability of the company [0]. The use of Z- Score
model is highly effective as it provides high
accurate results in very limited use of financial
ratios and financial parameters. The result of the
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analysis is reliable proven by various researchers
across the world [0]. Financial distress is a term
which focuses on the financial inability of the
firm to meet its financial objectives. The more
financial sound firms are having very less likely
proportion of risk associated with bankruptcy.
Banking sector in India has gone through
changes regarding “Cash Reserve Ratio,
Statutory Liquidity Ratio, Cash with bank, Cash
with RBI” etc. The real problem arose after the
pandemic of COVID-19, which shook the
foundations of every economic sector of the
countries across the world, the paradigm shift
towards sustainability is also witnessed due to
sudden changes in environmental issues and
recent summits. The main focus on the financial
health check of banking industry in India is
required; the sudden escape of many multi-
millionaire causing dents on the financial system
of the country is also not ignored. Therefore,
Reserve Bank of India is taking crucial steps to
recover the banking sector by providing grants
and relaxations and similarly by checking up on
the sector through robust policy making and
regulation system.

The Indian banking system has been regulated
by Reserve Bank of India, due to such regulations
the trust on banking industry is quite utmost.
The government has been taking regulative
steps, however, the banking industry has not
remained unaffected by loopholes in the context
of various policies and corporate governance,
the increasing number of banking frauds cannot
be fully ignored.

Review of Literature
The history of the banking and banking theories
goes back to early 18th century; the ground
breaking theory developed by Adam Smith which
gave rise to free market banking, and brought
revolution in banking industry. The rise of
merchant bank after  1800s brought many
historical changes in the current banking system.
The firm named J.P. Morgan was the pioneer
company to bring many theoretical as well as
policy based changes in the current banking
system.

The rise of bank fall came into discussions after
the shocking fall of Lehman brothers, the banking
company having the most valued among the
banking industry across the world, failed due to
liquidity and policy crisis. The studies conducted
by various researchers also suggested that the
fall of Lehman brother could have been avoided
by following various disclosures such accounting
and policy related facts (Yang, 2023). The
profitability of the banking companies have not
been quite sound over the decade, the reason
behind it is the rise of Non-Performing Assets
(NPA), even after the policy regulations the rate
of non-performing assets have been corrected,
the profitability decline cannot be fully avoided
(Gunasekaran et al., 2024).

While dealing with the problems related to
financial distress, the approach of reducing the
leverage results into the favourable position of
company’s financial performance, however debt-
restructuring is not always suitable, as it has
significantly less impact on value maximization
of the firm, so the approach of the management
policy regarding capital structure determines the
sound financial stability of the firm (Wruck, 1990).
The relation between dividend policy of the firm
and the profitability are positively related,
however it cannot be ignored the insignificant
impact of dividend policy on the market value of
the firm. (Malombe, 2011). The study proves that
z-score, liquidity and performance ratios of the
firm have significant impact to measure the
financial distress of the firm, however liquidity
and financial ratios of the firm are useful to
measure the financial distress levels of the
companies (Kazemian et al., 2017). The dividend
history of the firm is, however the strong indicator
to measure the financially distressed firm, proven
by the studies of (Sami & Abdallah, 2021) and
(Santosa et al., 2020).

The study conducted prove that financial
distress analyzed using Altman z- score model,
dividend pay-out ratio, debt/equity, sales are the
main parameters that can be used to assess the
financial distress of the banking industry. The
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study found that financial distress linearly
influences the dividend payout ratio, whilst debt/
equity ratio moderates the financial distress and
its association with dividend payout ratio (Rawal
& Gopalkrishnan, 2024).

Conceptual Model of the Study
The conceptual model of the study is adopted
by the work of, where the financial distress is the
dependent variable and dividend payout is the
independent variable, the debt/equity is the
moderating variable of the study. The sales
(income) is control variable in the study.

Figure 1: Conceptual Model of the study

Table 1: List of Selected Public Sector Banks

Hypothesis of the Study

H0: There is no impact of financial distress on
the dividend payout ratio among selective banks.

H1: There is an impact of financial distress on the
dividend payout ratio among selective banks.

Results & Discussion
Table 2: Correlation Analysis

The above Table 2 indicates the correlation
analysis of the selected variables; it suggests

that Financial Distress (Z-Score) of banks have
positive impact on both Z-Score as well as Income
of the Bank.

 

Debt-Equity Ratio

 

Financial Distress Dividend 

Sales 
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Table 3: Collinearity Test

The above Table 3 illustrates that, R-square value
having impact of 58.38% impact on the
independent variable; on the other hand the value
of 0.0032 indicates that, among the selected
variables, at least one variable has significant

impact on the model. Financial Distress (Z-Score),
debt equity negatively collinear to the model,
whereas income has positive collinearity on the
model, the interaction point is statistically
significant at 5% level of significance.

Table 4: Fixed Effects Model
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The above fixed effects model controls the time
variable and entity specific characteristics, the
model is tested at 5% level of significance,
indicating 62% influence of effects within the
model whereas 66% influence between the model,
and overall 33% influence on the study. The
model explains that Financial Distress (Z-Score),
debt equity negatively influence the model with

insignificant value, whereas the income (sales)
positively impact the model with also insignificant
value.

The above model explains that, controlling the
entity specific variables, and treating them to
verify the relationship among the variables, it is
found that financial distress has no impact on
dividend payout ratio of the selective banks.

Table 5: Random Effects Model

The above random effects model assess the entity
specific relationships, and hence useful to
measure the relationship of selective variables
across the selective banks in the study. The model
is tested at 5% level of significance, and explains
58.78% influence within the group, 58.49%
between the group and overall 58.38% influence
on the study. The model explains that whereas
Financial Distress (Z-Score) and debt equity
negatively influence the model, with Financial
Distress having insignificant value; however
debt equity is significant at 5% level of
significance. The income (sales) positively

influences the model explaining the overall
insignificant value at 5% level of significance,
however significant at 10% level of significance.
The random effects model helps to understand
that, considering the entity specific
characteristics; however minor impact could be
analyzed of financial distress on dividend payout
ratio of banks; however debt equity negatively
moderates the association between financial
distress and dividend payout ratio of selective
banks.
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Conclusion
The study focused upon the relationship
between the financial distress and the dividend
policy of selective public sector banks of India.
The study found by adopting fixed effects model
that relationship of selected variable have no
significant impact on the dividend policy of
selective public sector banks. The random effects
model was adopted and found that considering
entity specific characteristics (such as financial
distress, income and debt equity), no significant
impact of financial distress could be found on
the dividend policy of the banks. Whereas the
debt-equity is significant considering the
moderating effect on the association between
financial distress and dividend policy of selected
banks.
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