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The construction and allied firms listed on the Nairobi Securities Exchange (NSE) have largely faced challenges in achieving profitability, with many reporting consistent losses over the years. A key factor contributing to these losses is the inefficient use of debt financing, which undermines overall productivity. This study investigates the impact of debt financing on the financial performance of construction and allied firms listed at the NSE. The specific objectives of the research include examining the effects of short-term debt, long-term debt, and total debt on financial performance, as well as exploring the moderating role of firm size in the debt-performance relationship. The study is anchored on five key theories: Pecking Order Theory, Modigliani and Miller Theory, Trade-off Theory, Profit Maximization Theory, and the Growth of the Firm Theory. A positivist research philosophy underpins the study, which employs a quantitative approach. Panel regression analysis was used to assess the relationship between debt financing and financial performance, with data collected from four construction and allied companies listed on the NSE over the period 2015-2021. A census was conducted, and secondary data was gathered to examine the variables of financial performance, short-term debt, long-term debt, and total debt. Findings revealed that both short-term and long-term debt had negative and significant effects on the financial performance of these firms, while total debt showed a negative but insignificant impact. Based on these results, it is recommended that construction firms reduce reliance on short-term debt and instead explore internal financing options to mitigate risks associated with high-interest debt obligations.
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1.0 INTRODUCTION
The construction industry is widely recognized for its significant contribution to national economies, particularly in developing countries where it generates employment and supports poverty alleviation. Governments often include construction in their strategic development plans and provide financial support such as subsidized loans to enhance firms’ performance (Karuma, Ndambiri, & Oluoch, 2018). However, whether such financing mechanisms improve the financial sustainability of firms remains a key concern (Matarirano, 2007). Debt financing, in particular, has emerged as a major external source of capital for firms that require additional resources beyond their internal capacity (Baltaci & Ayaydin, 2014). While it helps firms bridge financial gaps, debt also introduces risks such as bankruptcy if repayment obligations are unmet, creating tension between shareholders and debt holders (Jensen & Meckling, 1976).
Empirical findings on the relationship between debt and financial performance remain mixed across contexts. Nur, Anita, and Saiyidi (2017) reported that total debt negatively affects return on assets (ROA) among Malaysian construction firms, while Bhardwaj (2018) found a positive association between debt and profitability in Indian manufacturing firms. Similarly, Tauseef, Lohano, and Khan (2015) observed a non-linear relationship, where return on equity (ROE) rises with moderate debt levels but declines when debt-to-asset ratios become excessive. Firm size has also been investigated, with some studies suggesting it positively influences profitability (Velnampy & Nimalathasan, 2010), while others find no significant impact (Gabriel, Kilika, & Muchemi, 2020).
Regional studies further highlight these variations. Philip and Olanrewa (2020) found that short-term and medium-term debt negatively affect ROE, whereas long-term debt shows a positive relationship. In Nigeria, Egwurube, Lateef, and Onipe (2020) established that short-term debt significantly undermines financial health, while long-term debt-to-equity ratios exert little effect. Aziz and Abbas (2019) emphasized that excessive debt burdens financial performance due to high costs, suggesting reliance on internal financing as a more reliable strategy. In Kenya, Makanga (2015) argued that construction firms benefit from long-term debt provided borrowing costs remain below the rate of return, while Albert (2018) confirmed a significant link between capital structure and ROA.
Debt financing, therefore, represents a critical dimension of firm performance and sustainability. It entails acquiring funds from financial institutions to support current and future operations (Ng’ang’a, 2017). This study adopts short-term debt (STD), long-term debt (LTD), and total debt (TD) as indicators of debt financing. Short-term debt, repayable within a year, is less costly due to lower interest charges and flexible repayment terms, making it attractive for firms with immediate liquidity needs (Becker, Hege, & Mella-Barral, 2020). However, it may also expose firms to refinancing risks. By contrast, long-term debt extends beyond one year and, though more expensive, provides stability in financing long-term projects. Evidence suggests that construction firms in contexts of economic growth tend to rely more on LTD for expansion (Akeem, Kiyanjui, & Kayode, 2014). Total debt, representing the aggregate of a firm’s liabilities, is adopted when internal financing is insufficient to cover operational and investment demands (Lambe, 2014), debt financing is both a strategic enabler and a potential constraint for construction firms. Its effectiveness depends on the balance between short-term and long-term borrowing, economic conditions, firm-specific characteristics, and the cost of capital. Given its critical role in enhancing financial performance and sustaining competitiveness, examining debt financing in construction firms provides valuable insights into capital structure decisions and their implications for profitability and growth.
Financial performance reflects how effectively a company utilizes its resources to generate revenue and achieve its objectives. It is typically assessed through profits or losses over a specific period, alongside financial ratios that measure value and performance (Prahalathan & Ranjany, 2011). A firm’s financial performance is closely linked to its ability to meet financial goals and depends largely on the efficient use of resources in revenue-generating activities (Yahaya & Lamidi, 2015; Kajirwa, 2015). Financial performance also represents the overall financial health of a firm, encompassing the generation and sustainability of funds over time. Analysts often employ financial performance as a tool to compare firms within or across industries, making it vital for informed investment decisions.
For organizations, particularly for-profit firms, achieving strong financial performance is a central goal. This requires effective use of finances, guided by measurable and accurate performance indicators (Oakland, 1989). Financial statements provide essential information for this evaluation, with key performance measures including solvency, debt financing, activity ratios, profitability, and firm value (Pandey, 2009). Widely applied indicators include Return on Assets (ROA), Return on Capital Employed (ROCE), Return on Equity (ROE), profitability ratios, and interest margins. ROE calculates profit relative to shareholders’ equity, while ROCE accounts for both equity and debt to show returns on total capital employed, offering a comprehensive measure of performance (Rutivi, 2009). ROA, on the other hand, evaluates profitability relative to total assets, showing how effectively assets generate revenue. Profitability growth, reflected in rising profits after expenses, is a critical determinant of performance, signifying progress and firm advancement. Similarly, sales growth strongly influences financial performance, as increases in sales enhance both ROA and ROCE (Amos, 2016). Thus, financial performance broadly represents the extent to which firms achieve their financial objectives, serving as a benchmark for stakeholders in assessing competitiveness and sustainability.
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	Year
	
	

	Firm
	2015
	2016
	2017
	2018
	2019
	2020
	2021

	Crown Paints
	0.7%
	2.6%
	5.2%
	3.4%
	5.7%
	7.6%
	9.4%

	Bamburi Cement
	17.1%
	14.4%
	5%
	1.5%
	0.9%
	2.3%
	2.7%

	E.A Cables
	31%
	-7.7%
	-5.4%
	-8.6%
	-9.2%
	-12.7%
	-5.4%

	E.A Portland Cement
	31%
	14.9%
	-5.4%
	20.5%
	-9.2%
	-7.9%
	5.5%


Source: Capital Markets Authority (2022)
Debt financing plays a critical role in determining a firm’s financial structure and overall performance. Firms often rely on external funding, primarily through issuing bonds, preferred stock, or loans, to finance operations and investments. The proportion of debt in a company’s capital structure has significant implications for both risk and return, requiring management to carefully evaluate target debt levels. Although debt financing entails additional costs through interest payments, it can enhance profitability by enabling firms to invest in revenue-generating assets. The tax deductibility of interest payments further strengthens the appeal of debt financing. However, when operating profits fall below sustainable levels or taxable income is insufficient, excessive debt may erode shareholder value, reduce stock worthiness, and strain financial stability. Thus, management must balance debt and equity carefully, considering both market conditions and long-term strategic objectives.
The financing process begins with determining the amount of external capital needed, followed by assessing market conditions to identify viable funding opportunities. Market environments can constrain a firm’s ability to issue debt or equity at favorable terms, making it essential to align funding strategies with growth objectives. Industry-specific dynamics also influence capital structures. For instance, sectors such as retail, airlines, utilities, and banking often operate with high debt levels due to their reliance on steady cash flows. Debt financing, when appropriately structured, enables firms to capitalize on profitable investments, but lenders typically demand collateral and impose restrictions on fund usage to mitigate risks (Denis, 2013; Obuya, 2017).
Within Kenya, the Nairobi Securities Exchange (NSE), established in 1954 and regulated by the Capital Markets Authority, provides a platform for listed firms to raise capital. Construction and allied firms at the NSE have increasingly turned to debt financing to support large-scale investment projects, largely facilitated by commercial banks and financial institutions offering structured loan products. Debt is widely preferred in the sector due to its relatively lower cost compared to equity and the existence of well-developed local financing systems (Museiga, 2013). Despite the benefits, the choice between debt and equity ultimately rests with firm management, who must weigh profitability, growth potential, and financial risks. Evidence suggests that while debt financing is an accessible and cost-effective option for construction firms, its impact on financial performance remains firm-specific, necessitating further evaluation (Anyanzwa, 2015).
1.1 Research Problem
The financial well-being of firms, often measured by profitability and financial ratios, is a primary concern for shareholders, with managers obligated to align corporate performance with shareholder goals. Sound financial decision-making is therefore essential, particularly in selecting appropriate financing methods. Debt financing, while common, is often associated with financial distress, which arises when firms are unable to meet creditor obligations. Excessive or unsuitable debt accumulation exposes firms to heightened risks, including interest burdens and potential insolvency. The COVID-19 pandemic further exacerbated these challenges, significantly slowing growth across sectors such as construction, manufacturing, transport, and retail (CMA, 2020). Notably, listed construction firms have reported declining performance, with reduced Return on Assets (ROA). For instance, E.A. Cables reported a negative ROA of 5.4% in 2021, while Crown Paints, E.A. Portland Cement, and Bamburi Cement recorded positive but modest ROAs of 9.4%, 5.5%, and 2.7%, respectively. Such trends indicate declining productivity and financial strain in the construction sector. However, existing research provides limited evidence on how debt financing influences the financial health of construction firms. Previous studies reveal contextual, conceptual, and methodological gaps, underscoring the need to examine debt financing’s impact on the performance of construction and allied companies listed on the securities exchange. 
1.2 Research Objective
This study was guided by the following general objective to: investigate effects debt financing has on the financial performance of construction and allied companies listed at the NSE.
Specific Objectives were to; 
i. To determine the impact short-term financing has on financial performance of construction and allied firms listed at the NSE.
ii. To establish the impact long-term financing has on financial performance of construction and allied firms listed at the NSE.
iii. To assess the impact total debt has on the financial performance of construction and allied firms listed at the NSE.
iv. To determine the moderating impact of firm size on the relationship between debt financing and financial performance of construction and allied firms listed at the NSE.
1.3 Research Hypothesis
The study tested the following Hypothesis:
i. Short-term debt has no significant impact on financial performance of construction and allied firms listed at the NSE.
ii. Long-term debt has no significant impact on the financial performance of construction and allied firms listed at the NSE.
iii. Total debt has no significant impact on the financial performance of construction and allied firms listed at the NSE.
iv. Firm size has no moderating effect on the relationship between debt financing and financial performance of construction and allied firms quoted listed at the NSE.
1.4 Justification of the Study
This study holds significance for practitioners, policymakers, and scholars by providing insights into optimal financing decisions that enhance firm performance and shareholder wealth. The findings equip managers with guidance on structuring financing strategies that improve profitability, while offering regulatory bodies, such as the CMA, useful information for formulating policies that stimulate investment and resource mobilization. Financial experts and entrepreneurs gain deeper understanding of debt financing, including the choice between short- and long-term options. Moreover, the study contributes to academic discourse by expanding literature on debt financing and firm performance, serving as a foundation for further research.
1.5 Limitations of the Study
Mugenda and Mugenda (2012), limitations of a research refer to the characteristics of design or methodology that constraint the level to which results can be generalized. Secondary data utilized was extracted from financial statements that were published by the construction entities. This study overcame the usual constraint that may arise when dealing with secondary data by guaranteeing that official data collected is from firm certified financial statements.

2.0 LITERATURE REVIEW  
Theoretical Review
The relationship between debt financing and financial performance has been widely examined through various theoretical perspectives. This study draws upon five key theories that provide conceptual foundations for understanding how financing choices influence firm performance: the Pecking Order Theory, Modigliani and Miller Proposition, Trade-off Theory, Profit Maximization Theory, and Growth of the Firm Theory. Each of these theoretical frameworks explains the rationale behind firms’ financing structures, their prioritization of funding sources, and the subsequent implications for profitability, growth, and sustainability.
The Pecking Order Theory, advanced by Myers and Majluf (1984), emphasizes the hierarchical preferences firms adopt when choosing sources of finance. It suggests that firms prioritize internal financing before seeking external debt and, as a last resort, equity. This hierarchy is primarily driven by information asymmetry, where managers possess superior information about the firm compared to external investors. The theory assumes that internal funds incur the least cost since they avoid adverse selection problems, while debt introduces moderate costs, and equity issuance is the most expensive due to the dilution of ownership and heightened information asymmetry.
Scholars such as Chen and Chen (2011) note that firms often prefer short-term debt (STD) over long-term debt (LTD), given its lower information asymmetry costs. Shahar et al. (2015) further conclude that firms maximize their value when they select the least expensive financing option available. Myers and Majluf (1984) argue that retained earnings eliminate information asymmetry problems altogether, while short-term debt becomes the preferred alternative when internal funds are insufficient. This implies that debt structure decisions are not arbitrary but shaped by the degree of informational gaps between the firm and external financiers. The theory is particularly relevant for industries such as construction, where managers often rely heavily on short-term debt to manage working capital needs while minimizing the costs associated with external financing. In essence, the Pecking Order Theory underscores the prioritization of financing methods and provides insight into the use of debt as a strategic tool influenced by information asymmetry.
Modigliani and Miller (1958; 1963) introduced a contrasting perspective by arguing that a firm’s value is determined by the present value of its future earnings and assets, irrespective of its capital structure. This proposition, often referred to as the capital structure irrelevance principle, maintains that financing decisions whether through retained earnings, debt, or equity do not affect the overall market value of the firm under conditions of perfect capital markets and in the absence of taxes. In this framework, firms with higher debt levels are not inherently more valuable than those with lower debt levels.
However, Modigliani and Miller (1963) later recognized the role of taxes, particularly the interest tax shield, which gives debt financing an advantage by reducing taxable income. Yet, they also acknowledge that excessive debt may expose firms to financial distress costs, thereby offsetting the benefits of tax deductions. Miller (1977) further observed that while investment risk may not directly affect firm value, growth expectations significantly influence market perception and investor confidence. High-growth firms often attract higher valuations and stock prices, regardless of their financing choices. This theory, therefore, highlights the trade-off between tax advantages and the risks of financial distress associated with debt, offering critical insights into the long-term debt variable in capital structure decisions.
Building upon Modigliani and Miller’s insights, Myers (1984) developed the Trade-off Theory, which posits that firms balance the tax benefits of debt against the costs of potential bankruptcy and financial distress. The theory asserts that while debt provides an interest tax shield, it simultaneously increases the probability of insolvency and agency costs. The optimal capital structure, therefore, lies at a point where the marginal benefit of the tax shield is equal to the marginal cost of financial distress.
Baxter (1967) emphasized that excessive reliance on debt raises bankruptcy risk, while Persson and Ridderstrom (2014) showed that firms achieve maximization when tax benefits are balanced against distress costs. Kodongo (2013) argued that additional debt eventually leads to diminishing returns as the marginal gain from interest deductions declines. Accordingly, the Trade-off Theory provides a sophisticated framework for determining the ideal level of debt usage, making it particularly relevant for examining the total debt variable in this study. By highlighting the equilibrium between benefits and costs, the theory offers a rational basis for assessing whether firms should prefer debt or equity when financing new investments.
The Profit Maximization Theory, rooted in the works of Alfred Marshall (1890), is one of the earliest propositions explaining firm behavior. It assumes that firms operate as rational entities with the primary objective of maximizing profits, either in competitive or imperfect markets. According to this theory, firms strive to equate marginal revenue with marginal cost to ensure optimal profitability. Shareholders, in turn, expect management to act in ways that maximize returns, while managers aim to minimize inputs and maximize outputs to achieve higher profit levels (Young & Makhija, 2014).
Although this theory provides a straightforward explanation of firm objectives, it has notable limitations. Keen and Standish (2006) argue that the assumption of perfect knowledge regarding costs, revenues, and market conditions rarely holds true in practice. Uncertainty in future revenues and costs complicates firms’ ability to compute precise marginal values, undermining the accuracy of profit maximization as a guiding principle. Nevertheless, the theory remains useful in understanding financial performance, as it emphasizes the role of profitability in sustaining firm operations and guiding managerial decision-making. High profitability not only ensures survival but also provides opportunities for expansion, thereby enhancing shareholder value. In this regard, the Profit Maximization Theory contributes significantly to this research by linking debt financing decisions with the ultimate objective of maximizing financial performance.
Edith Penrose (1959) proposed the Growth of the Firm Theory, which examines how resources and capabilities influence a firm’s expansion. Penrose conceptualizes the firm as more than an administrative unit, describing it instead as a collection of productive resources whose deployment determines growth opportunities. The theory stresses that the services derived from resources, rather than the resources themselves, drive firm development. By leveraging their resources effectively, firms can achieve sustained growth and profitability.
Penrose further argues that firms with abundant resources enjoy greater growth opportunities compared to resource-constrained firms, since they can exploit economies of scale, attract financing, and adapt to market demands more efficiently. Conflicts, however, may arise between managerial capacity and the firm’s growth ambitions, leading to constraints on expansion. The theory highlights the importance of firm size as a determinant of financing decisions, noting that larger firms with extensive resource bases are more likely to secure external financing, including debt, due to the security they provide lenders. Consequently, the Growth of the Firm Theory informs this study by emphasizing how firm size moderates the relationship between debt financing and financial performance.
Taken together, these five theories provide a multidimensional framework for analyzing the effects of debt financing on financial performance. The Pecking Order Theory emphasizes the role of information asymmetry and financing hierarchies, while the Modigliani and Miller Proposition underscores the neutrality of capital structure under certain assumptions, later nuanced by tax considerations. The Trade-off Theory advances this by integrating the costs of financial distress, establishing the concept of an optimal debt level. Profit Maximization Theory links financing strategies directly to the fundamental objective of maximizing returns, and the Growth of the Firm Theory situates financing decisions within the broader context of firm resources and expansion potential. By integrating these theoretical perspectives, this study develops a robust conceptual foundation for examining how debt financing influences the financial outcomes of firms, particularly in industries characterized by resource constraints and competitive pressures.
2.1 Empirical Review
The empirical literature on debt financing and financial performance has yielded mixed findings across contexts, industries, and methodological approaches. Scholars have investigated short-term, long-term, and total debt as well as firm size to assess their respective contributions to financial performance, often measured by indicators such as Return on Assets (ROA) and Return on Equity (ROE). While international evidence provides broad insights, local studies highlight unique contextual dynamics, particularly within Kenyan markets. The review underscores both convergences and inconsistencies, while identifying methodological, conceptual, and contextual gaps that justify further inquiry.
Several studies demonstrate that short-term debt (STD) exerts varying effects on firm performance. Philip and Olanrewa (2020) examined short-, medium-, and long-term debt in relation to ROE and found a negative but insignificant association between STD and financial performance, with medium-term debt showing a significant negative link. Similarly, Iorpev and Kwanum (2012) established that STD to total assets negatively correlated with ROA among Nigerian manufacturing firms, although its relationship with profit margin was insignificant. This suggests that reliance on short-term financing may strain profitability.
However, contrasting findings emerge in SME contexts. Oando (2017), studying small and medium enterprises in Bondo Sub-County, Kenya, reported a moderately positive association between STD (including accounts payable and short-term loans) and financial performance. This divergence underscores the importance of firm type and operating environment, since SMEs may rely on short-term credit as a flexible financing mechanism. Nur, Anita, and Saiyidi (2017), focusing on Malaysian construction firms, similarly found that overall debt negatively influenced ROA, while STD and LTD showed no significant effects. Collectively, these studies reveal both methodological and contextual gaps, particularly given their restriction to manufacturing or construction firms and their varied geographical scopes.
The role of long-term debt (LTD) is equally contested. Kibunja and Fatoki (2020) found that among listed non-financial firms in Kenya, LTD positively influenced ROE, whereas STD and medium-term debt reduced it. Makanga (2015) similarly revealed a slight negative correlation between both STD and LTD with financial performance, but argued that LTD is less harmful than STD, provided its cost remains below the firm’s acceptable return threshold. Gupta and Gupta (2014), studying Indian construction companies, reported no significant negative relationship between LTD and performance indicators, suggesting contextual variability.
In contrast, Aziz and Abbas (2019), analyzing Pakistani non-financial firms, observed that both STD and LTD negatively affected corporate performance, recommending internal funding as a cheaper alternative. Comparable findings were reported by Abubakar (2017) in Nigerian service firms, where higher debt levels eroded overall financial health. These studies highlight the costly nature of long-term financing in some contexts, while raising methodological concerns given their reliance on secondary data and focus on non-financial sectors.
When considering total debt (TD), empirical results generally converge on a negative association with firm performance. Abubakar (2017) demonstrated that increased leverage undermined financial stability among Nigerian service providers, findings echoed by Chuke et al. (2016), who revealed that STD, LTD, and overall debt significantly reduced firm performance. Nonetheless, firm characteristics such as size and age moderated these effects positively, suggesting that structural attributes may buffer the adverse consequences of heavy indebtedness. This strand of evidence reinforces the notion that optimal debt management remains context-specific and contingent on firm-level attributes.
Firm size has emerged as a critical variable moderating debt-performance dynamics, though findings remain inconclusive. Gabriel, Kilika, and Muchemi (2020), examining Kenyan manufacturing enterprises, found that firm size exerted no significant effect on performance or dynamic capabilities. Conversely, Wahome, Memba, and Muturi (2015) demonstrated that in Kenya’s securities industry, larger firms enjoyed greater access to financing and lower borrowing costs, thereby achieving superior profitability relative to smaller firms. Similarly, Abiodum (2017), analyzing Nigerian firms, reported that firm size, whether measured by assets or sales, directly influenced profitability and leverage ratios.
Other studies provide nuanced perspectives. Manzano (2019) revealed that while debt financing negatively affected ROA among NSE-listed firms in Kenya, liquidity positively enhanced ROA, whereas firm size had a negative but insignificant relationship with performance. Albert (2018) further demonstrated that for Kenyan construction firms, asset tangibility and liquidity significantly improved performance, while firm size was inversely related to ROA, suggesting that efficient resource utilization mattered more than scale. Collectively, these studies present conceptual gaps by highlighting inconsistencies in whether firm size enhances or diminishes performance outcomes.
Across empirical contexts, the relationship between debt financing and financial performance remains inconclusive. Short-term debt tends to strain profitability in large industrial firms, but may serve as a useful financing tool for SMEs, highlighting the role of firm context. Long-term debt exhibits mixed effects, with some studies underscoring its relative safety compared to short-term borrowing, while others stress its detrimental impact due to high costs. Total debt is generally associated with declining financial health, though firm attributes such as size and age may mitigate these adverse outcomes. Finally, the role of firm size is contested, with evidence ranging from positive, negative, to insignificant associations with financial performance.
Several methodological and contextual gaps emerge. First, many studies rely heavily on secondary data and regression models without adequately addressing industry-specific dynamics. Second, much of the evidence stems from international contexts such as Malaysia, Nigeria, India, and Pakistan, limiting its applicability to Kenyan firms given differing market structures. Third, sectoral focus is often narrow targeting manufacturing, construction, or non-financial firms leaving gaps in understanding SMEs and other industries. Finally, conceptual inconsistencies regarding the moderating role of firm size underscore the need for deeper inquiry into how structural characteristics condition the debt-performance relationship. Overall, the reviewed literature indicates that while debt financing remains a critical determinant of financial performance, its effects are far from uniform. The inconsistencies across contexts, industries, and firm characteristics call for more nuanced, locally grounded research, particularly within Kenya, to establish clearer empirical patterns and inform evidence-based financial strategies.
3.0 RESEARCH METHODOLOGY
A study philosophy provides the underlying framework guiding how data on a given phenomenon is collected, analyzed, and interpreted. It rests on assumptions about the nature of reality (ontology) and the relationship between the researcher and that reality (epistemology) (Hudson & Ozane, 1988). Within social sciences, two dominant paradigms are positivism and interpretivism. Positivism assumes the existence of a single, objective reality that can be studied independently of the researcher’s views. Under this paradigm, the researcher adopts structured designs, formulates hypotheses, and applies statistical and mathematical techniques to identify relationships and make generalizations. Positivist research emphasizes neutrality, logical reasoning, and quantifiable methods to derive objective conclusions. In contrast, interpretivism posits that reality is complex, socially constructed, and context-dependent. Here, the researcher interacts closely with participants to interpret meanings and behaviors, focusing less on generalization and more on understanding (Hopkins, 2000). Given the study’s objectives, this research adopted a positivist philosophy, which allowed structured analysis of quantitative data to explain causal relationships.
A research design connects study variables with research objectives, offering a systematic plan for data collection and analysis. By clarifying the framework, it minimizes ambiguity and ensures that research questions are addressed effectively. This study adopted a quantitative research design, specifically a causal research design, which is appropriate when investigating variations between variables and predicting potential outcomes. Causal design enables the researcher to not only describe phenomena but also test hypotheses regarding cause–effect relationships. This choice was particularly relevant as the study examined the influence of debt financing on financial performance in construction firms, thus requiring a robust design to draw predictive and explanatory insights.
Population refers to the complete set of elements from which data relevant to a study is drawn. The population for this study consisted of four construction and allied firms listed on the Nairobi Securities Exchange (NSE). The target population, which provided the actual basis for analysis, was therefore limited to these four listed construction companies. By focusing on this specific population, the study ensured direct relevance and contextual applicability of its findings.
Sampling is the process of selecting elements from a population to make inferences about the whole (Malterud, Siersma, & Guassora, 2016). Given the small and manageable population of four construction firms, a census was conducted. A census involves collecting data from every member of the population, thereby eliminating sampling error and increasing confidence in the results. In cases where the target population is fewer than 30 units, census methods are recommended. For this study, the census approach ensured comprehensive coverage, enhanced statistical confidence, and yielded highly accurate results.
The study relied on secondary data comprising panel data that integrated both cross-sectional and time series dimensions. Data were collected from annual reports and financial statements of the four construction firms for the period 2015–2021. This timeframe was chosen because of its recency, accessibility, and adequacy for capturing performance trends. The data were drawn from financial statements of comprehensive income, financial position, and accompanying notes, using a structured data collection form to ensure completeness and accuracy. Variables considered included financial performance, debt structure (short-term, long-term, and total debt), and firm size as a moderating variable. Financial performance was measured using Return on Assets (ROA), while debt ratios such as current liabilities to total assets, non-current liabilities to total assets, and total liabilities to total assets were employed. These ratios enabled comparative analysis of firms’ leverage levels, with higher ratios indicating greater reliance on debt financing.
Data analysis involved descriptive and inferential statistics. Descriptive statistics, including means and standard deviations, summarized the characteristics of variables, while inferential statistics tested hypotheses and relationships among variables. Panel regression analysis was employed to establish associations between debt structure and financial performance. STATA software was used for statistical computations, offering reliability in handling panel data. The analysis considered both static and dynamic models. Where firms experienced adjustment delays in debt structures, static models were deemed unsuitable, aligning with prior studies (Antoniou, Yilmaz, & Krishna, 2006; Ozkan, 2000).
Several diagnostic tests were conducted to validate the regression model. Multicollinearity was assessed using Variance Inflation Factors (VIF), with values above 10 signaling problematic correlation among independent variables (Gujarati, 2003). Heteroscedasticity, which occurs when error variance is inconsistent, was tested using the Breusch-Pagan Cook-Weisberg test; failure to correct heteroscedasticity could bias standard errors (Wooldridge, 2003). The Hausman specification test determined whether fixed or random effects models were more appropriate by testing for correlation between regressors and error terms. Additionally, panel unit root tests (Fisher-Type) checked for variable stationarity, ensuring avoidance of spurious regression results. Non-stationary variables were differenced before analysis. Autocorrelation, a common challenge in panel data, was tested using the Breusch-Godfrey LM test. Where sequential correlation was detected, feasible generalized least squares (FGLS) were applied to correct biases and inefficiencies.
Research ethics ensures integrity in the collection, analysis, and dissemination of data (Greenwood, 2016). This study adhered strictly to ethical standards by obtaining research approvals from Kenyatta University and the National Commission for Science, Technology and Innovation (NACOSTI). Ethical safeguards included accurate citation of scholarly sources, avoidance of bias in data handling, and maintaining objectivity in interpretation. The use of secondary financial data minimized risks to human participants, further ensuring compliance with ethical requirements for academic research.


4.0 RESULTS AND DISCUSSION
4.1 Descriptive Statistics
Descriptive statistical analysis was conducted to examine the study variables using means, standard deviations, minimum, and maximum values. The results indicated that the financial performance of construction and allied companies listed at the securities exchange, measured by return on assets (ROA), had a mean of 0.0559, with a minimum of -0.1269 and a maximum of 0.3097. The standard deviation of 0.1124 reflected fluctuations in performance during the study period. Short-term debt recorded a mean of 0.3483, ranging from 0.1419 to 0.7020, with a standard deviation of 0.1996, indicating moderate variability. Long-term debt exhibited a mean of 0.1595, a minimum of 0.0051, and a maximum of 0.5081, with a standard deviation of 0.1265, suggesting notable variation. Total debt had a mean of 0.4888, with extreme values between 0.0007 and 0.9339, and a standard deviation of 0.2114, further highlighting variability. Firm size reported a mean of 4.2283, a minimum of 3.6570, and a maximum of 4.7137, with a standard deviation of 0.3912. These findings align with Abiodun (2017), who emphasized firm size as a significant determinant of organizational performance.

Table 2: Descriptive Statistics
	Variable
	Mean
	Standard Deviation
	Minimum
	Maximum

	ROA
	0.5585
	0.1124299
	-0.1269
	0.3097

	Short term debt
	0.3482736
	0.199642
	0.1419124
	0.7019722

	Long term debt
	0.1595035
	0.1264695
	0.005117
	0.5080917

	Total debt
	0.4888008
	0.2114015
	0.0007006
	0.9339177

	Firm size
	4.228307
	0.3911737
	3.657
	4.7137



4.2 Correlations of Analysis
Correlation analysis was conducted using the Pearson correlation coefficient to examine the relationships among the study variables. The results revealed a weak, negative, and insignificant association between return on assets (ROA) and short-term debt (-0.3231). Similarly, long-term debt exhibited a negative but negligible relationship with financial performance (-0.0117). The total debt ratio also showed a weak negative association with ROA (-0.3412). Conversely, firm size demonstrated a very weak positive linear relationship with ROA (0.1929). These findings suggest that financial performance, as measured by ROA, declines with increases in short-term, long-term, and total debt, while larger firm size is marginally associated with improved performance. The results are consistent with prior studies: Abiodum (2017) established that firm size positively influences profitability, while Abubakar (2017) reported that higher debt levels undermine financial health. Similarly, Aziz and Abbas (2019) found adverse correlations between both short- and long-term debt and corporate performance.
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	Return On Asset
	Short-Term Debt
	Long-Term Debt
	Total Debt
	Firm Size

	Return On Asset
	1.0000
	
	
	
	

	Short-Term Debt
	-0.3231
0.0936
	1.0000
	
	
	

	Long-Term Debt
	-0.0117
0.9527
	-0.4599
0.0138
	1.0000
	
	

	Total Debt
	-0.3412
0.0756
	0.4707
0.0115
	0.3516
0.0665
	1.0000
	

	Firm Size
	0.1929
0.3253
	-0.7643
0.0000
	-0.1516
0.4413
	-0.7033
0.0000
	1.0000



4.3 Diagnostic Tests
To ensure the robustness and reliability of the adopted model, several diagnostic tests were conducted. These included multicollinearity, heteroscedasticity, autocorrelation, panel unit root, and Hausman tests. Each of these diagnostics was applied systematically to assess whether the dataset satisfied key econometric assumptions, thereby validating the model for further analysis.

Multicollinearity Test
Multicollinearity was assessed using the Variance Inflation Factor (VIF). A VIF value of 1 denotes no correlation among independent variables, whereas values above 10 indicate high multicollinearity.

Table 4: Multicollinearity Test
	Variable
	VIF
	1/VIF

	Short term debt
	15.81
	0.063269

	Long term debt
	7.49
	00.133437

	Total debt
	2.73
	0.366291

	Firm size
	10.62
	0.094140

	Mean VIF
	9.16
	


The results indicate that short-term debt and firm size had VIF values above 10, suggesting strong multicollinearity, while total debt and long-term debt were moderately correlated.

Heteroscedasticity Test
The Breusch-Pagan/Cook-Weisberg test was employed to examine heteroscedasticity.
Table 5: Heteroscedasticity Test
	F (4   ,   23)                  =             0.59

	Prob    >    F                 =           0.6732



Since the p-value exceeded 0.05, the null hypothesis of homoscedasticity was accepted, indicating no heteroscedasticity in the dataset.

Autocorrelation Test
The Wooldridge F-test was conducted to detect autocorrelation.
Table 6: Autocorrelation Test
	lags (p)
	chi2
	df
	Prob > chi2

	1
	0.548
	1
	0.4591


With p > 0.05, the null hypothesis was accepted, implying no serial correlation in the data.

Panel Unit Root Test
Stationarity of variables was examined using the Fisher-type panel unit root test. Results for all variables (ROA, short-term debt, long-term debt, total debt, and firm size) showed insignificant p-values across multiple statistics (P, Z, L*, and Pm).
All tests failed to reject the null hypothesis of a unit root at the 5% significance level, confirming that the data series were non-stationary.

Hausman Test
Finally, the Hausman test was conducted to determine whether the random or fixed effects model was most appropriate.
Table 7: Hausman Test
	
	(b)
Fixed
	(B)
Random
	(b-B)
Difference

	Short term debt
	-1.152619
	-1.152619
	4.65e-13

	Long term debt
	-1.030685
	-1.030685
	4.44e-13

	Total debt
	-0.0615786
	-0.0615786
	-5.88e-15

	Firm size
	-0.4681752
	-0.4681752
	2.20e-13



Chi2 (4) = 0.0000; Prob > chi2 = 1.0000
The test confirmed that the random effects model was preferable, as no significant differences were observed between fixed and random coefficients.

4.4 Regression Analysis
The regression analysis examined the relationship between short-term debt (STD), long-term debt (LTD), total debt (TD), and firm size (FS) on financial performance, measured by return on assets (ROA). The initial model yielded an R-squared of 0.4018, indicating that 40.2% of the variation in financial performance of listed construction and allied companies was explained by the independent variables. Results showed that STD, LTD, and FS had a negative and significant effect on ROA, whereas TD exhibited a negative but insignificant relationship. The empirical model was expressed as ROA = 2.6314 – 1.1526STD – 1.0307LTD – 0.0616TD – 0.4682FS. Incorporating FS as a moderating variable increased the explanatory power of the model to 47.15% (R-squared), confirming its moderating role. Specifically, the interaction of STDFS and LTDFS had negative and significant associations with ROA, while TD*FS demonstrated a positive and significant influence on financial performance.
Table 8- Regression Analysis

	Variable
	Coefficient
	Std. Error
	t- statistic
	P > (t)

	Short Term Debt
	-1.152619
	0.361063
	-3.19
	0.004

	Long Term Debt
	-1.030685
	0.3924691
	-2.63
	0.015

	Total Debt
	-0.0615786
	0.1417124
	-0.43
	0.668

	Firm Size
	-0.4681752
	0.1510677
	-3.10
	0.005

	Constant
	2.631363
	0.7971982
	3.30
	0.003

	F, (4, 23) = 3.86
Prob > F = 0.0153
R-Squared = 0.4018
Adj. R-Squared =0.2978
	
	
	
	




4.5 Hypothesis Testing
[bookmark: _Toc142297205]The study conducted hypothesis testing to examine the relationship between debt financing and financial performance of construction and allied firms listed at the Nairobi Securities Exchange (NSE). Findings revealed that short-term debt (STD) had a significant effect on financial performance, leading to rejection of the null hypothesis (H01). These results align with Nur et al. (2017) and Oando (2017), who found positive associations between short-term liabilities and firm performance, though they contrast with Philip and Olanrewa (2020), who reported negative and insignificant effects. Long-term debt (LTD) was also found to significantly influence financial performance, rejecting the second null hypothesis (H02). This outcome supports Kibunja and Fatoki (2020) and Gupta and Gupta (2014), who highlighted the positive role of LTD in enhancing returns, though it diverges from Aziz and Abbas (2019) and Makanga (2015), who reported negative correlations. Total debt (TD) similarly demonstrated a substantial effect on financial performance, leading to rejection of the third null hypothesis (H03). These results support the trade-off theory, affirming the importance of optimal debt levels, though they contrast with Abubakar (2017) and Chuke et al. (2016), who observed negative impacts of debt on firm outcomes. Finally, the fourth hypothesis (H04) was rejected, as firm size was found to significantly moderate the relationship between debt financing and performance. This supports Abiodum (2017) and Wahome et al. (2015), who emphasized the role of firm size in profitability and access to capital, although it contradicts Gabriel et al. (2020) and Albert (2018), who found firm size to be insignificant or negatively related to performance.
Table 9: Summary of Research Hypothesis
	Hypothesis
	Analysis Model
	Findings
	Reject H0 or Accept Alternative

	[bookmark: _Hlk142289006]H01: Short-term debt has no significant impact on financial performance of construction and allied firms quoted at the NSE
	Regression Model
	3.559, P<0.05
	Reject H01

	H02: Long-term debt has no significant impact on the financial performance of construction and allied firms quoted at the NSE.
	Regression Model
	0.486, P<0.05
	Reject H02

	H03: Total debt has a significant impact on the financial performance of construction and allied firms quoted at the NSE.
	Regression Model
	0.124, P<0.05
	Reject H03

	H04: Firm size has no significant impact on the relationship between debt financing and financial performance of construction and allied firms quoted at the NSE.
	Regression Model
	0.679, P<0.05
	Reject H04



5.0 CONCLUSIONS 
The study examined the relationship between debt financing and financial performance of construction and allied firms listed at the NSE. Findings revealed that short-term debt negatively influenced performance, as firms’ reliance on easily accessible short-term financing weakened their financial outcomes. Long-term debt also exhibited a negative and significant effect, since the burden of regular installment repayments strained firms, risking bankruptcy and poor credit ratings, which further limited access to external financing. Consequently, firms are advised to prioritize internal financing over long-term borrowing. Additionally, firm size was found to significantly and negatively moderate the relationship between debt financing and financial performance, suggesting that larger firms are not necessarily better positioned to absorb the negative effects of debt.

6.0 RECOMMENDATIONS
The study revealed that short-term debt (STD) exerted a negative and significant effect on the financial wellbeing of construction firms listed at the securities exchange. It was therefore recommended that construction and allied companies minimize reliance on short-term borrowing, as its high interest costs erode revenues and weaken performance. Similarly, long-term debt was also found to negatively and significantly influence firm performance, largely due to the burden of regular installment payments, which may strain liquidity and increase bankruptcy risk. Consequently, firms were advised to prioritize internal financing over debt financing to sustain financial stability. Additionally, firm size demonstrated a negative effect, yet expansion was recommended as a strategy to attract potential investors who value growth and wealth maximization prospects. For future research, it was suggested that broader financing options be examined, incorporating both Return on Assets (ROA) and Return on Equity (ROE) to provide more comprehensive insights into firm performance.
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