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Abstract

Capital structure is considered important corpofatancial management context and is mainly reldtethe
establishment of an ideal debt policy. The deteatiom of a company’s capital structure constitwtedifficult
decision, one that involves several and antageniatitors, such as risk and profitability. Despifesubstantial
theoretical developments in the field of corporffatance over the past several decades, the riftdmt theory
and practice still needs to be reconciled. Thisepampirically investigates the relationship betweapital
structure and the firm’s profitability of bankingdustry in Kenya, by using panel data extractedanfitbe
financial statements of the companies listed onNaigobi Stock Exchange from year 2004-2012. Thionalie
behind the industry specific analysis is the fhett exogenous variables appear to force institatinorthe same
industry in similar fashion, thus leading to théstence of an industry specific capital structurés found that a
significant positive relationship exists betweea #hort term debt and profitability and statisticaignificant
negative relationship between long term debt ardfitpbility. The results are partially consistentttwthe
previous studies as the negative relationship beivieng term debt and the firm performance tendsptot the
dominant pecking order theory. The associationhafrtsterm debt and the financial performance intiast
attests the static trade-off theory. Total deb& aghole has no association with the firm’s perfonoebecause
of the inherited different characteristics of shterim debt and long term debt.

Key words: Capital Structure, Profitability, Banking industigxogenous variables

1. Introduction

The capital structure of a firm is a mixture offeient securities. In general, institutions canaggamong many
alternative capital structures. For example, in8tnhs can arrange lease financing, use warrastjei
convertible bonds, sign forward contracts or trbdad swaps. Institutions can also issue dozensstihck
securities in countless combinations to maximizeral market value (Abor, 2005Y.he debate of optimal
capital structure has been the focal point of tharfce literature for previous several decades.oAting to
finance theory, the capital structure do affectsy® cost of capital and consequently financialfgenance.
Cost of capital serves as the benchmark for fircaigital budgeting decisions therefore the optimal of debt
and equity is imperative to outperform. Sharehateealth maximization concept also dictates thatiiutions
choose the optimal mix of debt and equity financingt best serve the ultimate objective of the fiGapital
structure theory in response suggests that institsiestablish what is often referred to as a target dsatio,
which isbased on various trades-offs between the costbamefits of debversus equityDespite of the crucial
nature of capital structure decisions the empiritatiies have very little to say about the optifesél of debt
financing.Therefore, logical parameters wigmpirical proves are still waited as the availdidgature is unable
to evaporate the rift between practice and theory.

This paper, by using dynamic panel data techniguesstigates the relationship between capitalcstine and
the profitability of the banking sector in Kenyahigh is the one of the largest industry in KenyheT
investigation is kept limited to banking industipce different industries have different financimgjuirements.
Previous researchers, including Bradley, Larrel kind (1984) and Almazan and Molina (2005), reportieak
institutions in a given industry develop similarpital structures. Exogenous variables appear teefor
institutions in the same industry in similar faghithus leading to the existence of an industrycifigecapital
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structure. According to Eli Schwartz (1959) optimwmapital structure varies for institutions in diat
industries because the typical asset structure eamding stability which determine inherent risk ydor
different types of production and thus the borraypowers of the firm. MacKay and Phillips (2002pyided
evidence that industry factors help explain firmaficial structure, the diversity of institutionsattpopulate
industries, and the simultaneity of real and finahdecision.

The rationale of this study is to provide insightto the relationship between capital structure &indncial
performance of Kenya’s banking industry. The pioneerk on capital structure by Modigliani and Mille
(1958) despite of the unrealistic assumptions reenbsource of inspirations for scholars. Their psipns
state that the market value of any firm and its cb<apital are independent of its capital struetin presence
of perfect market conditions. In the real worldcertainty and lack of knowledge as to the relewartables
may make this optimum solution a difficult achieverh

2. Statement of the problem

Financial Managers have a responsibility of detaimng the optimal mix of debt and equity that wilisaire
maximization of shareholders wealth. This has tethe desire to establish whether there is an @gbtaapital
structure that maximizes firm’'s value. Studies be tmpact of capital structure on firm performarweve
mostly been carried out in developed economiesangeland listed firms. In the developing econonfsang
Yat Hung et al., (2002) concluded that while higlagng is positively related to asset, it's negativelated to
profit margins in Hong Kong. In Kenya, Kiogora (B)0the only study in the literature, found a pwsit
relationship between capital structure and valugeffirm.

Since Kiogora’s (2000) study, equity levels of ferfisted at the NSE have substantially risen. Adcan
observation shows that debt equity ratios have girdsubstantially from 5.03, 1.53 and 1.89 in 2@02.07,
0.64 and 1.51 in 2012 respectively for Kenya PoB&T Kenya and Kenya Airways. Over the same peribd,
returns on equity have improved substantially far three firms from —1.18, 0.20 and 0.17 in 200Q.83}, 0.31
and 0.72 in 2012 respectively for the three comgmni similar pattern is observed for many firnstdd at the
NSE. Given these observations, it would be intargsto establish, whether there is a clear linkhgaveen
capital structure and the profitability of bankiirgstitutions quoted on the Nairobi Securities Exaf@ in the
period 2004-2012.

3. Objectives Of The Study

The general objective of this study was to focugramining the link between capital structure ardifability
of banking institutions listed at the Nairobi Settes Exchange.
The specific objectives of this study were to:
i. Determine effect of equity financing on profitabiliof banking institutions listed on the Nairobi
Securities Exchange.
ii. Determine the effect of debt financing on the padfility of banking institutions quoted on the Nzt
Securities Exchange.

4. Review Of Related Literature

The capital structure of a firm could be explainedgeneral terms, by two dominant theories; theeroff and
pecking order theories. Based on an arbitrage azgtinModigliani & Miller (1958) ascertained thatttvithe

existence of perfect capital market, the capitalcstire decisions would have no impact on the vafube firm.

Arbitrage, they argued would ensure that an indialt exposure to risk would not change becausechmade
leverage was as good as corporate leverage. Howtinege was a reaction from Duraud (1959) to Madiul
and miler’s irrelevant theory. He questioned thpligpbility of arbitrage process and the assumggtitvey made
of a risk-less world that are somehow unrealistiaesponse to this and other criticisms, Modigliamd Miller

(1963) modified their original hypothesis. Relaxitige assumption of zero taxation, they argued léhadred
institutions will be more value than unlevered itations due to the fact that debt is a tax dediletexpense.

Modigliani & Miller (1958) affirm that, in if treahg of perfect markets; the capital structure ddesave

influence on the market value of the company, whidh be settled by the composition of its assétsis is a

model with several presuppositions - unreal fordbgrent context - in which perfect markets areséhwithout

brokerage costs, and individual taxes and wheigepbssible to investors to obtain financing at shene rates
practiced to companies. There is not an informagisymmetry, and the company’s debt of is freesK.ri
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Since Modigliani & Miller (1963) made an oversighit the impact of personal taxes, Miller (1977) maate
important contribution by correcting the 1963 caomien. Relying on several assumptions, Miller (1977
introduced a model designed to show how leverafgetafa firm’s value. When both personal and cafeor
taxes are taken into account, this model sugghstsit that market equilibrium, corporate tax adage are
cancelled out by the effects of personal taxes éarapital structure irrelevance. Taggart (1980emoked
Miller's analysis to conditions of incomplete capitmarkets and special costs associated with catpalebt. He
concluded that Miller’s findings could be upheldial equity capital structures are seen as péyfeational for

at least some institutions.

Over the past several decades’ corporate finansearehers have devoted considerable efforts tefrem
rationalism of capital structure into empiricismherl problem of developing a definitive theory of italp
structure and designing empirical tests those ameepful enough to provide a basis for choosing agntire
various theories is still unresolved.

The available literature on leverage and profitgbitiepicts a great deal of theoretical controvessiThe
pecking order theorists Myers (1984), Myers andIMdjL984), and Shyam-Sunder and Myers (1999) stiugt
institutions have a preference of using internairses of financing first, then debt and finally extal equity
obtained by stock issues. The preferences arbwtd to the cost gap between internal and extéunals due
to asymmetric information and agency problems. khgjdt true profitable institutions prefer capitadtion of
earnings over debt and new equity issues respéctiVlis tendency portrays negative associatiorwbeeh
leverage and profitability of the firm. This asst@n is one of the most systematic findings in ¢nepirical
literature (Kester, 1986; Harris and Raviv, 199&jdR and Zingales, 1995; Hung Albert and Addie,20Their
findings suggest that institutions follow a peckigler. Whenever possible institutions raise fimapreferably
from their internal sources, rather than bank loand debt issue. The external equity financinghexe last
resort. Astudy of Saudi Arabia by Sulaiman A. Ak&m (2001) where debt does not offer any tax-dhigliso
reported a negative relationship between profitgbdnd leverage. It is pertinent to elaborate timaSaudi
Arabia tax is calculated on the net worth rathantbn profits (Zakat and Usher) therefore the thvaatage of
the debt is out of question. Well known agency ¢bebry (Jensen and Meckling, 1976) also tendsippart
this relationship. Booth, Aivaizian, Kunt and Maksivik, (2001) documented that more profitable imfithe
lower the debt ratio’ regardless of how debt ragidefined.

On the other hand, in accordance with trade-ofdith@n opposite relationship may also be envisagadous
researchers have analyzed different types of todidebetween capital structure and corporate tévexligliani
and Miller 1963), personal taxes (DeAngelo and MaslO80) and transaction cost of bankruptcy (Kraod
Litzenberger 1973). The stated rational is whetitirtfons are profitable they prefer debt to bengéim the tax
shield. Other way round profitability is a good pydor low default risk in consequence profitabhstitutions
can borrow more funds at cheaper rates as théhidad of paying back the debt is greater. Institogi use debt
financing to dilute their cost of capital due tavlaVaited Average Cost of Capital (WACC) institutiohave
wider spans of acceptance for capital budgetingicelso Employment of low cost capital in productive
investment avenues enables institutions to magthigr profits. It is also consistent with the olijee of
financial managemerite. maximization of present shareholders’ wealth4. Thderlying supposition dictates
positive relationship between leverage and prafitgbS. Klien, O’'Brien and Peters (2002) also aed that
institutions with lower expected cash flows find nitore difficult to incur higher level of debt (bers®
bankruptcy is more likely) than do institutions kviiigher level of expected cash flows. Companigh Vairge
and stable profits should, all else equal, makatgreuse of debt to take advantage of interesshaids Anil
and Marc Zenner (2005Jensen (1986) reported thabfitable institutions might signal quality by knaging
up, resulting in gositive relation between leverage and profitapillioshua Arbor (2005) reported significantly
positive relationship between short term debt amditability and negative association between loaign debt
and profitability. This implies that an increasethe long-term debt position is associated withearease in
profitability.

Long and Malitz (1986); found no relationship bedwecapital structure and profitability. Using a Y&mple
Fama and French (1998) also concluded that theéiceship between capital structure and firm valuasw
unreliable. They compared the two competing modeith mixed results. However, they also find thatang
growth institutions, the least levered institutionake the largest new equity issues, which is isisbent with

the pecking order model. Lemmon and Zender (20@paisted institutions into two groups based on the
foregone tax benefits associated with debt finamcifhey document that a large fraction of instiiod are
conservatively financed, and that neither the pegkirder nor the tradeoff theory of capital stroetadequately
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explain this result. Minton and Wruck (2002) fouiittle evidence that the tradeoff theory explaihe tapital
structure choices of low debt institutions. Ratleey find that low debt institutions appear tddul a financing
hierarchy. Brealey and Myers5 (2003) contend thatahoice of capital structure is fundamentally arkating
problem. Dynamic capital structure models take gaasideration the costs of adjusting toward tihgetadebt-
to-equity ratio (Maris and Alayan (1990); Lelan®98); Aydin Ozkan, (2001).

5. Data Base And Research Methodology

The data-base of the study is completely basedeoanslary data which has been collected from vaneeis
sites and annual financial reports of the sampiagion NSE. The reference period of the study isigtit years
which is from the financial year 2004-12.In thisdy, 11 firms of banking industry has been takesamsple.
The sample firms are listed on the Nairobi Stockh&nge and are selected by the researchers orasie di
random sampling technique. Annual data extractethfthe financial statements of these companiesban
used for analysis. The companies include (1) BgsclBank Ltd (2) CFC Stanbic Holdings Ltd (3) 1&M
Holdings Ltd (4) 1&M Holdings Ltd (5) Housing Finaa Co Ltd (6) Kenya Commercial Bank Ltd (7) Natibna
Bank of Kenya Ltd (8) NIC Bank Ltd (9) Standard @keed Bank Ltd (10) Equity Bank Ltd (11) Co-opérat
Bank of Kenya Ltd. The entire set of variables ugedhis study is based on book values. Myers (1984
advocated that the book values are proxies forviiaes in place. Panel data analysis allows stgdytire
dynamic nature of the capital structure decisidrthe firm level of banking industry. Companiestwitegative
equities and having DA (Debt to Asset) ratio gredt&n one have been excluded due to deceptivdtgesu
Variable used for the analysis include profitapiind leverage ratios. Profitability is measuredcbynmonly
used ratio by many researchers i.e. Return on ¥EQROE). It is worked out by dividing the net profiefore
interest and taxes by the shareholders’ equityresging the result in percentage. Return on egi@tyonstrates
the percentage earnings of the shareholders’ flre&rage ratios include:

1) Short-term debt (current liabilities) to the toaalsets

2) Long-term debt (fixed liabilities) to total assets
3) Total debt (total liabilities) to total assets

Short term debt include all liabilities, which arexjuired to be discharge within one year, Alterréyi, these
cover those obligations whose liquidation is expeddb be made out of current assets. They arelysoalirred
in the normal course of business and are requadektpaid at fairly definite dates. Long term dieloctudes all
liabilities other than the short term debt and Shatders’ equity. Total debt pertains to sum ohltdixed
liabilities and current liabilities except sharedef's equity. Assets include all assets at therkbalue.

Firm size and sales growth are also included atraovariables. Natural logarithm of sales has btken as
proxy for size (SIZE). This measure is the most emm proxy for size (Titman and Wessels, 1988; Rajaah
Zingales, 1995; Ozkan, 2001). Sales growth is thegntage increase or decrease in sales betweetinteo
periods. Linear regression model is used to ingatdi the nature of relationship between Capitalctre and
profitability. The motive of studying short ternong term and total debt separately is to investiglaé impact
of different type of financing options minutely.n8e the cost / benefits of short term debt and teng debt
differs to a great extant. Therefore, separateyaisatan better explain the relationship.

The following regression equations are used iratiedysis.

1) ROE =Bo+B1 (SDA ) + B2 (SIZE i) + B3 (SGir) + i
2) ROE i =po+B1 (LDA i) + B2 (SIZE i) + B3 (SG) + &1
3) ROE =po+B1 (DA i)+ B2 (SIZE i) + B3 (SGit) + &

Where ROE ;) is EBIT divided by equity of firmi in timet. (SDA ;) is short-term debt divided by the total
assets of firmi in timet. (LDA ;) is long-term debt divided by the total assets whfiin timet. (DA ;) is total
debt divided by the total assets of fifrim timet. (SIZE ;) is the log of sales for firmin timet. (SG) is sales
growth of firmi in timet; andg; is the error term.

The return on equity is kept dependent variable thrdeverage ratios and control variables asrtiegendent
variables. In most of the studies of capital swetReturn on Equity is considered independentatbei
Because we are primarily interested in the natdreetationship between capital structure and pabifiity
keeping other things constant therefore, the ragament of the variables provide the same reddlis.area of
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concern is the magnitude as well as nature ofioglship. The signs and values of coefficient alavith
measures of significance are pertinent to our tigan

6. Empirical results

6.1 Descriptive statistics

In this section descriptive statistics of the valés used in analysis are presented to look anttere and
validity of the data. All variables are based ummtounting values and are thus determined simulteshg
Average value of return on equity (ROE) over 8 yeariod is 22.1% that demonstrate a good performafic
the industry in the period under study. Overall Hrenual sales growth of 16.35% encourages statiag t
banking industry of Kenya is observing a remarkajtewth. Average of short term debt to total asse#b%
that depicts a noteworthy portion of assets isrioea with the short term debt. This suggests thattgderm debt
tends to be easily available therefore companiesshsrt term debt as their major source of finagclrong
term debt to total assets as compared to the srantdebt to assets is low i.e. 17%. The underidped nature
of the long term debt market might be one of thesfile reasons. Overall 61.8% assets are finandbdtive
debt that depicts banking as moderately leveragedsiry. However, the debt ratio variation across t
institutions is large, ranging from a maximum dediio of 98% and a minimum of 11.6%.

Table 1: Descriptive Statistics

Mean SD Minimum Median Maximum
ROE ; 0.2208 0.3638 -2.5183 0.2098 3.3172
SIZE ; 2.9609 0.4549 0.6232 2.9597 4.3247
SGj 16.3537 60.1230 -98.7105 8.4122 981.3232
SDA 0.4485 0.1506 0.0695 0.4519 0.7907
LDA ; 0.1699 0.1403 0.0000 0.1437 0.7183
DA i 0.6185 0.1572 0.1158 0.6460 0.9794

6.2 Regression statistics

Results of the Regression Equations used in thiysimare exhibited in this section. The resulis discussed
separately that enable us to make comparison odlifferent debt financing options. The separatiémesults
also permits us to observe inherited almost oppaditiracteristics of short term debt and the leng tdebt in
association with control variable.

6.2.1 Equation 1

In the first equation the relationship of shortmedebt with the profitability is studied keepingesiand sales
growth controlling variables. It is found that teignificant positive relationship between shorntedebt and
profitability exists. The positive value of coeféiot of beta (0.4128) is empirically significantviilue 4.3114) at
99% confidence level. This suggests that short-tdeist tends to be less expensive; therefore incrgahort-

term debt with a relatively low cost will lead to ancrease in profit levels. The results also decthat profitable
institutions use short term debt as their paramatoice of financing. They exploit their positiom generate
short term debt at low costs as the profitabiligs to their creditworthiness. The results are iste1st with the
static trade off theory but with the exclusion @k shield assumption. On the basis of resultsri#ésgnized that
short term debt being a cheaper source of financongributes significantly towards the profitahiliof the

institutions.

ROE = Bo+ P1 (SDAj) + B2 (SIZE ) + B3 (SGi) + &1

Table 2: Profitability (EBIT/equity) Ordinary Least Squares

Variables Coefficients Standard Error t Stat P-vale
Intercept -0.4297 0.0979 -4.3899 0.0000
SIZE; 0.1534 0.0317 4.8314 0.0000
SGy 0.0007 0.0002 2.9180 0.0037
SDA 0.4124 0.0957 4.3114 0.0000
Regression Statistics

Multiple R 0.3009

R Square 0.0906

Adjusted R Square 0.0860

Standard Error 0.3478
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6.2.2 Equation 2

The results given in the table below depict thapieieally significant negative relationship existtlveen the
long term debt and the profitability. The results eonsistent with the pecking order theory theatigg value of
beta (-0.3407) is significant at 99.91% confidelesl further t value of (-3.3430) exhibit that thetationship is
empirically reliable. It dictates that higher lewafllong term debt in the capital structure of fien lower the

profitability. In other words profitable institutis prefer capitalization of earnings for their fisang needs and
than short term debt. The results tend to refugerdde-off theory rather support the pecking otdeory.

ROE it = Bo + B1 (LDA i) + B2 (SIZE ) + B3 (SG i) + &

Table 3: Profitability (EBIT/equity) Ordinary least squares

Variables Coefficients Standard Error T Stat P-vale

Intercept -0.2483 0.0959 -2.5898 0.0098

SIZE it 0.1746 0.0315 5.56372 0.0000

SG It 0.0006 0.0002 2.5211 0.0120

LDA it -0.3407 0.1019 -3.3430 0.0009
Regression Statistics

Multiple R 0.2819

R Square 0.0795

Adjusted R Square 0.0748

Standard Error 0.3499

6.3.3 Equation 3

No significant relationship could be found betwdetal debt and the profitability. The positive t&aship
(beta 0.0998) is not significant (t- Stat 1.072B8dpegh to justify any proposition. The reason traoatlis the
opposite relationship that exists between individil@ments of this variable with the dependentalaa (ROE).
The P-value of (0.2838) also reveals that the imrlahip is not statistical significant. Therefohe timpact of
total debt on profitability as a whole contains aoy significant value as the short term debt hasitipe
relationship and long term debt has negative aatatip therefore the net impact is cancelled out.

ROE it = Bo + B1 (DA ) + B2 (SIZE i) + B3 (SGir) + &

Table 4: Profitability (EBIT/equity) Ordinary Least Squares

Variables Coefficients Standard Error t Stat P-vale
Intercept -0.3541 0.1046 -3.3855 0.0008
SIZE ;; 0.1697 0.0322 5.2776 0.0000
SGi 0.0006 0.0002 2.6760 0.0077
DA ; 0.0998 0.0930 1.0728 0.2838
Regression Statistics

Multiple R 0.2530

R Square 0.0640

Adjusted R Square 0.0593

Standard Error 0.3528

The values of Coefficient of Determination, thatRsSquare and Adjusted R square are consideraniyn all
three equations. The ultimate cause is there areraus factors that determine the profitabilitythis study we
are barely interested in studying the relationstfipeverage and profitability therefore, valuesindividual
variables’ statistics are relevant with proposisioof the study. Results are significant enough exves our
purpose best. Overall the results are consisteht tive existing research but with little variatidrhe reason of
this disagreement might be the fact that most ef thsearchers used total debt as variable to dfuely
relationship between capital structure and the'&érperformance. The inverse nature of relationslaip be the
reason of inconsistent results of previous studies.
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7. Conclusion And Recommendation
The capital structure decision is crucial for amgibess organization. The decision is importantbse of the
need to maximize returns to various organizatignaltituencies, and also because of the impactadetision
has an organization’s ability to deal with its catifive environment.

On the basis of findings, it is documented thatrskerm debt has significant positive relationskijth the
profitability. This suggests that short-term dednids to be less expensive, and therefore incresme-term
debt in capital structure will lead to an increasprofit levels. Therefore short term debt is greferable source
of financing for the profitable institutions. Whaselong term debt has significant negative relatigm with the
profitability that envisage long-term debts aratigkly more expensive due to certain direct amtirétt costs,
therefore employing high proportions of long terebtlin financial structure results in low profittiyi

Empirical results indicate no significant assoociatibetween total debt and profitability the inctioa of

individual results provide the logical justificatiofor surprising result. On the basis of these ifigd it is

concluded that the relationship between short bt and the profitability is consistent with thate trade-off
theory not because of the tax shield rather soimer atinexplored factor. The underlying rationalityinterest on
long term debt is also tax deductible expensedikart term debt but the results are quite oppasitirection.

Pecking order theory is true but with the additbdrshort term debt on top of the hierarchy of prefee.

Implicit in such testing is that both theories haegtain elements that are mutually exclusive. Bhththeories
as a whole can hold true but with the suggestedrapaniments.

In the light of whole debate it is suggested thasteng theories of capital structure contributestome extant in
decision-making process though certain aspectbeothieories are partially refuted. The definitesoemis the
fact that the capital structure decision is a caxpmulti-dimensional problem; thus capital struetdecisions
are likely to be the product of multifarious groppcesses. Simply it is difficult if not impossiktie mull over
all relevant factors with bounded rationality, @a$t in the current scenario. In-depth case stbdgroations of
individual institutions’ financing decisions ovéme would be especially valuable in exploring tihigersity.

Based on these results, the following recommendstéwe suggested:-

1) The firm must consider using an optimal capitalicture. The optimal capital structure includes some
debt, but not 100% debt. In other words, it is ast) debt/equity ratio for the firm, which in turwjll
minimize the cost of capital, i.e., the cost ofaficing the company’s operations. In addition, il wi
reduce the chances of bankruptcy.

2) This study is limited to the sample of banking itugions in Kenya. Future research should investiga
generalizations of the findings beyond the bankiagtors.

3) The banking institutions in Kenya have to run feiity study for the new projects before taking the
investment decision.
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