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Capital Structure:

Collateral value of assets

Earnings volatility:

Ownership:

Profitability:

S

OPERATIONAL DEFINITION OF TERMS

Z e .

Refers to the long term financing decision of a firm as
measured by delgquity ratio(Mwangi, L. W., Makau,
M. S., & Kosimbei, G, 2014

This is the totav al ue of a fincludibgs f 1 x e

machinery and equipment that can be pledged for debt
(Kamau, G. C., & Kariuki, S. N, 20)4In this study, the
value is measured byhe ratio of fixed assets to total

assets.

Refers to the variability of earnings from the mean as
measured by net profit before tax provision minus net
profit before tax provision in the previous year divided by
net profit beforetax provision in the previous year

Baltacéeé, N. 20184 Ayaydeéen, H,

Refers to the relative siz
natural logarithm of total asset8an, J. P., Titman, S., &
Twite, G, 2012).

Refers to ownership concentration and ownership mix
(Boubaker, S., Rouatbi, W., & Saffar, W, 201¥ this
study ownership is the mix ofocal and foreign
shareholding as measured by relative percentage.

Technically refers to the excess of revenue over
expenditure. In this study howeverpfitability is taken to

be ameasure of return on assets emplof@dubaker, S.,
Rouatbi, W., & Saffar, W, 2037
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ABSTRACT

Banks play a significant role incountryd s economy by wayA of sSp
sound financial system is fullf largely banks vih sufficient capital to withstand the

most apparent adverse shockéie purpose of the study was to examine fators
influencing capital structure choicé commercial bankeén Kenya.The study explored

the extent to which effective management of @structure (debéquity mix) has on
commer ci al bankso6 capabi | The specsficoltjeativesoé s p o n d
the studyincluded;to examine the effect of collateral value of bank assetsagpital

structure choice of commercial bankKenygto f i nd out the effect
capital structure choice of commercial banks in Kertgadetermine the effect of

volatility of earnings oncapital structure choice of commercial banks in Kertga

establish the effect of profitability ocapital structure choice of commercial banks in

Kenya andto examine the moderating effect of ownership on the relationship between
collateral value of banks assetsank6s si ze, volatility of
capital structure choice of comne&al banks in KenyaA descriptive and explanatory

survey approach was adopted to obtain information concefaatgrs affecting capital

structure choice of commercial banks in Keifigam heads of finance in 39 bankishe
studyalsoused secondary dataer the period 2002 0 1 3 from 39 commer C
annual financial reports filed with the Central Bank of Kenya. The data was analysed
using Statistical Package for Social Sciences (SPSS) using multiple linear regression
models to test the relationshiptlweenfactors (collateral valueof bank assefsbank

size, volatility of bank earnings and profitability) and the capital structoogce (debt

equity ratig. The study found thatolatility of earnings hd the highestnd significant
effectonthe capitastructurechoice and exhibited a negative and linear correlation with
capital structure choiceProfitability followed in order of significance thesollateral

value of bank assets and bank size. These three factors had positive and linear
correlation vith capital structure choicelhe study furtherfound that there was a
significant moderating effect of ownership on the capital structure chwexdicing

either higher or lower levels of debguity ratio depending on thmankma nager 6 s r i
aversion, lhe costs of monitoring and bankruptcy, the threat of takeovers, and the growth
opportunities of théank The studyecommended that future studmmuld extend these

findings by seeking toestablish the effects of interest rate capping on credit access
among commercial banks in Kenya, determine the role of financial supermarket model

on the bank profitability in Kenya and explore the impact of mergers and acquisitions on

the performance of commercial banks in Kenya.
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CHAPTER ONE
INTRODUCTION

1.1Background of the Study

An appropriate capitatructure is a criticatlecision for any business organization.
The decision is important not only because of the need to maximize returns to
various organizational constituencies, but also because of the imphad secision
have on an organizationdés abil i Capitalt o des
structure refers to theomposition of firnd g$inancial resources. These funds are
required for carrying on the business as a major determinant on how the
business operatebence their availability and qutity is critical to the firm
(Boubakey Rouatbi& Saffar, 2017. Commercial lanks operate in a world of stiff
competitionand cost effective mix of capital is an important decisfon them to
survive thg competition and sustain their operation® e future.ln the wake of

the recent global financial crisisommercialbanks have been placed under the
spotlight and their capital adequacy levels and capital structure have come into
question.The choiceof alternative funding sources and the resultant mix of debt to
equity are of utmost importance to bank managemeBank management is
constantly in search of an optimal capital structure that maximizes the value of the

firm and decreases its risk prof{leareed et al., 2014)

The theory ofcapitalst ruct ure iis an i mportant ref e
financing policy. Whether or not an optin@pitalstructureexists is one of the most

important and complex issues in corporate fingBakhai & Khan,2013) How an
organization is financed is of paramount importance to both the managers of firms

and providers of funds. This is because; if a wrong mix of finance is empliwed;
performance and survival of the business enterprises may be seridestgcf This

study is to find out an optimum level of capitatough which a firm can increase its

financial performance more efficiently and effectively

Anafo, Ampontengand Yin (20195 and Yegon Cheruiyot, Sangand Cheruiyot

(2014) observe that therare many theoretical studies and empirical research

1



addressing capital structure choices but there is not yet a fully supported and
commonly accepted theory; and the debate on the significance of firm specific
variableson the capital structure choice gill unsettled.Lack of adequate capital

has been identified as the major cause of business féllagor, 2017. There is no
doubt that the banking sector plays a significant role in the economy of any country.
In the effort to raise capital and the puaace of optimal capital structure, banks
need to adjust and mix both debt and equity strategically in order to finance their
operations efficiently and effectively. This implies that banks should neither be
highly geared nor lowly geared in order to maxenthe value of the firnfNkansah,

2018)

1.1.1. Global Perspectiveof Capital Structure

Flannery and Rangan (2008pcument that in th&990slarge banks in the United
States increased their capital well above the regulatory minimum. It is widely
assumed in thbanking literature that equity is a costly form of finance for banks and
other financial institutions (Flannery and Rangan, 2008). This suggests that banks
should minimize the amount of capital they use, and if there is a regulatory
minimum, this should & binding. In practice, this is not the c@lskansah, 2018

In 2018, the global banks industry had a total value of assets of $ 90,880.4 billion
which was a compound annual growth rate of 16.4%afperiod of five years from
2014 to 208, (Banks Industy Profile report,2019. This forecast is expected to
reduce with a compound annual gtbwate of 9.7% for the five ye period from

2018 t0 2023 and it 8 expected to drive banking industry total asset value to $ 144,
153.40 billion by the end of 2@2(Banks Industry Profile report, 20). The report
further shows that Europe dominates the market with 54.1% share, followed by Asia
Pacific with 19.5%, America with 18.6% and the rest of the world, where Africa falls
is 7.8%. Therefore, bank industry canbet ignored in any economy because of its

significant role (Baks Industry Profile report, 2@).

Gharaibeh (2015¢mpirically supports the Pecking order hypothesis. Firm size was
found to have a positive relationship to short term debt ratio to SMEs ahdaties

of quoted firms,but negative with respect to lotgrm debt ratio in the case of



quoted firms. This confirms thegecking order theoryChowdhury and Chowdhury
(2010) empirically support the argument of Modigliani and Miller (MM). Vhe
tested thanfluence of debequity structure on the value of shares given different
sizes, industries and growth opportunities with the companies incorporated in the
Dhaka stock exchange (DSE) and ChittagBturk Exchange (CSE) in Bangladesh

Goyal (2013), invesgjated the impact of capital structure on profitability of public
sector banks in India listed on National Stock Exchange for the period 2008 to 2012.
Theresults indicate that control variables measured by size and assets growth have
significant positive elationship with the dependent variable measures of return on
assets and earnings per sh&anilaly, Mirza and Javed (2013xamined the
performance of firms in terms of profitability and its association with multiple
determinants for 60 Pakistani corpte firms listed in Karachi stock exchange for

the period of 2007 to 2011, fixed effect model was used to exthlairobserved
behaviourThe results consistently support t h
financial performance and economic indigatocorporate governance, ownership
structure, and capital structude Australia, Skopljak and Luo (2012) investigated

the relationship between capital structure and firm performance of Australian
Deposittaking Institutions (ADI3. The findings show aignificant and robust
quadratic relationship between capital structure and firm performance of Australian
ADls.

1.1.2. RegionalPerspective of Capital Structure

In Africa, formal banking sector started developing in thé"2fntury Several
capital structurestudies havebeenundertaken in African the last two decades
reporting mixed results Notable of these studies includglasoud (2014) which
provide evidence of the capital structure theories with reference to the Libyan
business environmentAwunyo-Vitor and Badu (2012) that examines the
determinants of capital structure of Ghanaian banks by specifically testing the
significance of bank size, profitability, corporate tax, growth, asset structure, and risk
in determining bank capital structuand Akinyomi and Olagunju (2013)who
examine the determinants of capital structure of firms listed on the Nigaoak

Exchange during the period 199907.



El-Sayed Ebaid (2009xamined the impact of capital structure choice on firms in

Egypt, using a multiple gression analysis in estimating the relationship between

|l everage | evel and firmdés performance, Wwi
2005. Three accounting based measures of financial performance (RoE, RoA and
GPMP) were used. The result revealkdt capital structure choice @ decision in

general, has weak to no impact on firméds

Gwatidzoand Ojah (2009)using a panel of listed firms in Ghana, Kenya, Nigeria,
South Africa and Zimbabwe investigated corporate capital structure inaAfxith
emphasis on the extent to which firm characteristics and-cmsgry institutional
differences determine the way firms raise capital. Results supported the pecking
order postul at e. Firmso profitability,
significantly to leverage; thus suggesting that remedies for inadequate institutional

infrastructures were important determinants of corporate capital structure in Africa.

Abor and Biekpe (2005) study the capital structure of listed firms in Ghana. The

study finds that more than 50 per cent of the assets of listed firms in Ghana are
financed by debt and that tieeis a correlation between dedmjuity ratio and firm

size, growth, asset tarujity, risk, and corporate tax. Naidu (2011) studies the
determinats of capital structure of banks in South Africa based on secondary
financial data and attempts to identify best practices that contribute to the overall
value and performance of commercial banks with expectations that the correct
application of capital sticture theory and compliance with regulations will decrease

a bankds risk profil e stabkedmonetary dystemrandr e s u |
economy. The results of the study are inconclusive, but lay the basis for potential
future research and create greatederstanding of the dynamics of capital structure

and its implications to South African BankBanks 6 capi t al struct
remains unsettled in the African context.

Commercial banks in the East Afrc@ommunity (EAC) region are growing and
significantly contributing to the economic development of the region and the member
states. Crosborder expansion of banking services in the region started in the early

2000 with Kenyan banks setting up branches in other partner states. According to the

4



Central Bank of Kenya report of 2013, Kenya hadchinmercial banks with cross

border banking interests in the other EAC member states as at end of December
2013. This regional expansion has had i m
structure decisins with a view to securingstability within the regional banking

sector.

1.1.3. Commercial Banks in Kenya

In Kenya, significant reform initiativehavebeen undertaken hinging on three key
pillars of the Kenyan financial sector as espoused in the Vision 2030 (th
Government Economic Blue Print) comprisingefficiency, stability and access. By
enhancing efficiengycommercial banks are expected to offerome affordable
banking servicesattract more people and contributefitmancial marketdeepening
Banking setor efficiency isalsoimportant for promoting access to financial services
as well as stability of the banking sector as integral component of improved
productivity in the economyMaredza & lkhide, 2013)According to the Central
Bank of KenyaAnnual Reort for 2013there were 43 licensed commercial banks in
Kenya. Three of treebanks were publicly owned with majority shareholding being
the government and state corporations. The west privatdy owned;27 of them

beinglocal commercial banks while 4ere foreigrownedcommercial banks.

Commercial banks in Kenya play a major role of contributing to economic growth of
the country bymobilizing fundsfor investmentsThe banking secton Kenya was
liberalized in 1995and exchange controldted. Commercialbanksin Kenya have
during the study period been going through transformation to cope with the
constantly changing business environment, increasing domestic and global
competition, economic downturn, rapidly changing market trends and volatile
financial markets Commercial banks in Kenya haatsohadto remain responsive

to ongoing developments in both the domestic and international enviranment
According to the Central Bank of Kenyannual Report for 2013 hanges in the
banks & o0per entarerdgvenem firgsithe entranchment of devolution in
Kenyawherethe banking sector is expected to revamp its infrastructure to meet the

needs of the market both nationally and within the counties. Secdtimellgdvance in



information and communicat technology where continuing advances in and
deployment of information and communication technology in the banking sector is
i mpact i ng ooperating efficisneycahdocapéacgyhirdly, by the regional
integrationwhich is expected to impact theector both strategically, legally and
operationally as more institutions seek to expand their global footprint within the

East African regiomnd beyond

This studywas motivated by four key factors. First, commercial banks in Kenya play
a significantrole in economic development of the country. According to the Central
Bank of Kenya Annual Report of 2013, commercial banks in Kenyaahadsset
base of over Bhs. 1.3 trillion making them the largest sector in the Kenyan financial
sector. Secondly, undet he countryds Vision 20a0, cCo
critical element and the cornerstone of the targeted economic growth trajectory. With
quality capital mix, commercial bankse likely toremain stablgsurvive into the
future and promote access to famcial services and boost productivity in the
economy(Maredza & Ikhide, 2013)Thirdly, Kenyan banks are expanding beyond
borders and acquiring regional presence thus requiring additional capital for this
expansionThe decision orthe capital mix is crical. Finally, there is a knowledge

gap on the study dhctors influencingapital struaire choice for commercial banks

in Kenya. The determinantf capital structure have been debated for many years

and still represent one of the most unsolved issuesrporate finance literature.

Earlier studies havmadetremendous contributions to the theory of capital structure,
but they are limited to developed financial system and restricted tbarts. Less
developed countries such as Kenya have receinte attention in the literature.
Nkansah(2018) observethat capital structure of banks is still a relatively under
explored area in the banking literature and the special nature of the deposit contract,
the degree of delquity ratio in banking and thegulatory constraints imposed on
commercialbanks have meant that banks (and financial institutions in general) have

been excluded in previous empirical studies on standard capital structure choice.



This study examing the factors influencing capitaltsicture choice of commercial
banks inKenya andextends empirical work on the capital structure theofhe
factorsthat the theorie® f capital structure suggest
structure choice include; collateral value of assets, sizefiom, earnings volatility

and profitability and may beoderatedy firm owneship (Harris & Raviv, 199).

1.2 Statement of the Problem

The last century has witnessemjnificant new studiesn capitalstructure and its
effect onthe value of a firmKey among thesstudies ishe Modigliani and Miller
(1958) study which finds thatapital structure igrelevant indetermining the value

of a firm. Theglobal economyhaswitnes&d investment movements acrdssders

in therecent decades and tligsconsistent with the Enyan economy whicbperates

in the global arem andcontinues to grovasa result of its openneds the outside
world. Commercialbanksin Kenyahave expanded their operations witthe region
requiringadditional funds to financeéhs e expansi ons and banks:
had to make capital structure decison

The 20072009 financial crisisthat started in the USent shockscross the world
severely damagg the economies of many countri&hereas the cause of the crisis
was attibuted to the UB housing market (Marshall, 2009je response by banks
and their resiliencdepended on the adequacy and quality (aejity mix) of their
capital. When examining the roots of the crisSreenlawet al. (2008) find that
banks 0 anagament e their capital structures in relation to internal value at
risk, rather than regulatory constrainssa critical factor.

Financial crigs are cyclicaln natureand are bound to recur coming yearsnaking

it an imperativefor banksto cushon themselves against failure by managihgir

capital adequzay andstructures effectivelyOctavia and Brown (2008)bserve that

capital structure of banks is a relatively undgplored area in thgnanceliterature

Mishkin (2000) aversthat the corect application of capital structure theory and
compliance with regulations will clarify the relationship between capital structure
and bank credit and decrease a bankods ri

financial system and economy at large
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Over theyears,studieshave beertarried outto find outthe variation in debéquity
ratios acrosgirms, for instanceDiamond and Rajan (2000) aidlen, Carletti and
Marquez (2009)The studiessuggest that firms select capital structures deperating
factorsthat determine the various costs and benefits associated with debt and equity
financing with a view to maximizing their valueShe aim of this studwas to
examinefactors influencingcapital structurehoice forcommercial bankeén Kenya

as acushion during financial criseand extend empirical work orthe capital
structure theory The factorsthatthe theories of capital structure suggest may affect
t h e fcapitahstusturehoiceinclude;collateral value oftsses, size of a firm,
earnngs volatility andprofitability and may benoderatedy firm ownership(Harris

& Ravis, 1991)

1.3 Obijectives of the Study
1.3.1General Objective

The generalobjective of this studyvasto examinethe factors influencing capital
structure choice of eomercial banks ifKenya

1.3.2Specific Objectives

The specific objectives of the studsere;

i. To examine the effect afollateral value obankassetson capital structure
choice of commercial banks in Kenya

i. To find out the effect ofa b a side os captal structure choice of
commercial banks in Kenya

iii.  Todetermineghe effect of volatility of earnings orapital structure choice of
commercial banks in Kenya

iv. To establishthe effect of profitability oncapital structure choice of
commercial banks in Kemy

v. To examinethe moderatingeffect of ownershipn the relationship between
collateral value of bankssetspank size, volatility of earnings, profitability

andcapital structure choice of commercial banks in Kenya



1.4. Research Hypotheses

To achievahe objective of this stug the following five hypotheseseretested.

Hoq: There is nosignificant relationship between collateral value of bank

assets andapital structure choice of commercial banks in Kenya

Ho o There is nosignificantrelationship between size of a bank aragpital

structure choice of commercial banks in Kenya

Ho g There is nosignificantrelationship between volatility of bank earnings

andcapital structure choice obmmercial banks in Kenya

Ho 4 There is nesignificantrelationship betweebankprofitability andcapital

structure choice of commercial banks in Kenya

Ho ! There is nosignificant moderatingeffect of ownershg on relationship

betweencollateral value of banlkassets,bank size, volatility of earnings,

profitability andcapital structure choice of commercial banks in Kenya

1.5. Justification of the study

1.5.1. Commercial Banks

The findings of this study wilhelp the Management of Kenya's listed Commercial
Banks to make good decisions on capital structure as their effects on financial
performance may bring devastating results; high increase in capital structure
decreases financial performance. It also hdlgsmhanagement maximize the use of
funds and to be able to adapt more easily to the changing conditions. tHence
research findings wilprovide and add new knowledge to corporate managers in
making their own decision on selecting the capital structusehgeve the optimum

level of listed commercial bank's financial performance as well as research other

areas that aregmificant and positively affegerformance.



1.5.2. Shareholder and Investors

The findings of this study will fulfill the demands ofetlinvestors and shareholders.
Investors need to know the relationship between capital structure policy and
performance of the banks for them to make a choice which bank to invest their funds

in.
1.5.3 Researchers and Scholars

The studywill add knowledgeto scholars sincethe findingsdemonstratdactors
influencing capital structurechoice ofcommercial banks in Kenya. In addition, it
will help scholars to relate the resultstbis studyto those done by other scholars to
check if the findings are cors$ent or not. They will then deduce the potential
problems in financial performance which might be associated with wrongful
decisions on capital structure. A copy of this paper will be made available to the

University to serve aampirical evidence in fute studies.

1.5.4 Policy Makers

The Government of Kenya will find this study to be of great interest in formulating
policies that steer towards the capital structure that optimizes perforntiavwoeild
alsoprovide the necessary information for regutatpurpose for which thewould

be able to gaugeank's performance based on capital structure

1.6. Scopeof the study

The study focused to establish the factors influencing capital structure choice of
commercial banks in Keny@ata wasdrawn from a sanip of the registered banks

by the @&ntral Bank of KenyaTlhe studyalso used annual reports that were available
from their websites and in the Central bank of Kenya wel$igestudyfocusedon
commercialbanksoperating in Kenyaver thetenyear period2004-2013 with an
emphasis orthe factors influencinghe capital structurechoice The choice of this
periodis of interest asa number of commercial bankBOS and their ownership
structuressignificantly changed as they brought on board different caiegaf
shareholders and manageména. this end, th studylooked at factors influencing

capital structuredollateral value of assets, profitabilitgarnings volatility sizeand
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ownership as obtained from the annual financial returns made to the CBatrk of
Kenya and theoriesof capital structure thatotld explain the capital structure of
Kenyanbanking industryThe study vas conducted between March 2Gik&IMarch,
2019

1.7. Limitations of the study

This study on théactors influencing capitatructure choice of commercial banks
Kenya was not without limitations First, primary data collected for the study
specifically for the commercial banks that are not quoted in the Nairobi Securities
Exchange mayhave disclosel some information that mape onfidential to the
bank® managemenand thislimited the amount of data availed to the researcher
overcome thisthe researcheagot anintroductory lettefrom theUniversity clarifying

that the information collectedias to beused specifically dr academic purposes.
Secondly the availableesearch timavas limited. Thiswasto limit the diversity of

data that the researcher coletandthe degree of analysis of the data that could
have improved the conclusions reached in the sflioyvercomehis challenge, the
researcheengagedhe services of a research assistant to tabulate and clean the data

over the ten years under study.
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CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapterpresentsa review of the theoretical literature onpdal structureand
discusses thempirical studieson factors influencingchoice ofcapital structurdor
commercialbanks. Conceptual and theoretical frameworkere based on previous
studies, conceptual analyses, and theories that exist in the lgerdhe literature
review informed the framing of the research problem, supporting the problem,
synthesizing the knowledge base, and creating a need for the Brmiyty was
given to the most recentliterature work while building up on earlier compelling

works.

2.2 Theoretical Literature

Capital structure theoriedoe x pl ai n how the mix of debt
capital structure influences its valdleis the specific mix of debt and equity a firm

uses to finance its operatiorSince the semithgpaper by Modigliani and Miller

(1958) and their proposition that the value of a firm is independent of itsedalty

mix, several theories have been advanced and have kept the capital structure debate
alive. Many of these theories have been empiridayed and to date there is little
consensus owhat factorsfor instance specifically influences the choice oépital
structurein commercial banksRecent studiedy Distinguin, Rouletand Tarazi

(2013)d ocument how US banktelastcdacpdéanaTlitmanat i o s
andTwite (2012)find that thevariablesof bank capital structure are similar to those

of nonfinancial firms and Mehran and Thakor (2011) document a positive relation
between bank value and capitditucturein the cross seictn. This study revieved

four broad categories of capital structure theories. The categorizaismformed

by the motivating forces that drive financial management decisions and include;
traditional optimal capital structure theoriggcking order they, agency approach

theories and the Btket timing theories.
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2.2.1 Traditional Optimal Capital Structure Theories

Atrill (2009) supportsthe traditionalist view that the cost of debt capital is cheaper
than the cost of equity finance due to the tax benefitdebt. These benefits, which
make the real cost of debt lower than equity, result in a firm reducing its overall cost
of capital if it were to increase its levels of borrowidgaditional optimal capital
structure theories posit that the optimal levetiebt is where the marginal benefit of

a source of capital is equal to its marginal cost. Thus firms trade off the benefits and
costs of debt and equity financing and
accounting for market imperfections such tages, bankruptcy costs and agency
costs. The focus of this theory is on debt and its proponents aver that the aim of a
value maximizing manager should be to equate the marginal costs and marginal

benefits of a debt and operate at the optimal level.

Rossand Jaffe (2002) suggest that firms should strive to achieve this optimum mix
as it is at this level that the value of the firm is maximizBdo tradeoff views
abound; the tax benefits of debt versus bankruptcy/distress costs and trading off the
agencycosts of debt versus agency costs of equity. Modigliani and Miller (1963)
argue that since interest paymeomsdebtare deducted in arriving at the profit figure

on which tax is charged, these payments actually reduce the corporate tax liability,
the useof debt engenders tax shield benefit. They asguethat use of debt
increases the magnitude and possibility of distress costs in the event of bankruptcy.
The radeoff theory proposes that the optimal debt ratio is set by balancing the trade
off betweenthe benefit and cost of debt. According to Myers (1984), the optimal
capital structure is achieved when the marginal present value of the tax shield on
additional debt is equal to the marginal present value of the financial distress cost on
additional deb

The tax benefits of debt versus distress costs view holds that optimal capital structure
involves balancing the corporate tax advantages of debt financing against the costs of
financial distress that arise from bankruptcy risks (Kraus & Litzenberge®) &%l
agency costs (Jensen & Meckling, 1976). The empirical support for this theory,
however, is far from conclusive. For instance, while Bradley, Gregg and Kim (1984)

find no clear evidence, Trezevant (1992) finds support for this theory.
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The radeoff between agency costs of debt versus agency costs of equitholdsv

that the cost of debt capital is cheaper than the cost of equity finance due to the tax
benefits of debt (Atrill 2009. These benefits, which make the real cost of debt lower
than equi, result in a firm reducing its overall cost of capital if it were to increase
its levels of borrowing. If the situation were to hold under all circumstances then it
would be best for a firm to increase its debt capital to very high leVkés.study

finds that as the level of borrowing increases so does the risk of financial distress of
the firm. Ordinary shareholders become aware of this increase in risk and will
require a greater return to compensate them for it. Thus the cost of equity would start
to increase. Similarly, debt providers would also notice the increased financial risk of
the firm and require a greater return for additional levels of debt provided to

compensate them for the risk.

The cardinal objective of financial management is to maxante value of a firm

and for that reason debt and equity are used as substitutes. According “offtrade
theory, higher profitability decreases the expected costs of distress and let firms
increase their tax benefits by raising defytity ratio; therefa, firms should prefer

debt financing because of the tax benefit. Rarsd Jaffe(2002) suggest that firms

can borrow up to the point where the tax benefit from an extra shilling in debt is
exactly equal to the cost that comes from the increased propatiilifinancial

distress.

Ahmed, Ahmad and Ahmed (2010) investigate the impact of firm level
characteristics on capital structure of life insurance companies of Pakistan over the
period of seven years 2001 to 2007. In their study,-dqbity ratio is take as
dependent variable while profitability, size, riakdtangibility of assets are selected

as independent variables. The reswalf their study indicate thatfirm size has a
positive relationship with delgquity ratio whichis consisten with the trade-off

theory.

The tradeoff theory predicts that firms with more tangible assets and more taxable
income to shield should have high debt ratios while risky firms, that is firms, with
more intangible assets whose value will disappear in case of liquidatight to
rely more on equity financing. In terms of profitability, treafé theory predicts that
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more profitable firms should mean more debtvicing capacity and more taxable
income to shield. According to the tradeff theory, a firmough to decice on a
target debt ratio which maximizes its value and then slowly move towards that target
debt ratio. Gwatidzo (2008nds thatthe optimal capital structure is found when the
marginal benefit of each incremental unit of debt, that is, interest tadesiseaqual

to marginal cost of each incremental unit of debt ( financial distress costs).

2.2.2 Modigliani and Miller Propositions

Modigliani and Miller (1958) argue that capital structure is irrelevant to the value of

a firm under perfect capital mak conditions with no corporate tax and no
bankruptcy costs. Thi-equity ratip dloesenst influéneetits t h e
cost o f capital. A firmbds svaadlitucannot l®# det e
changed by pureapital structure managenteThe study concludethat there is no

optimal capital structure.

Modern capital structure theory pubrth propositionsby Modigliani and Miller
(Modigliani & Miller, 1958), (Modigliani & Miller, 1963 and (Miller, 1988) who,
using economic theory edilish the welknown Modigliani and Miller propositions

I and Il (hereafter referred to as MM | and MM II, respectively). In developing their
propositions the following assumptions were maéest, thatCapital markets are
perfect and o one person hake power to influence the price of goods. All assets
are priced efficiently without the opportunity for arbitragecondly, therare no
agency coststhat is, he incentives of managers, shareholders and creditors are
appropriately aligned (Weston, 198Thirdly, thereare no taxesand tlere is no

distinction between personal and corporate taxes.

The effect of any taxation is minimal and does not influence the model put forward.
Fourth, here are no transaction and bankruptcy costs: These are theatebal
underwriting costs associated with equity issues. For debt issues, this can be the
covenants imposed by creditors as well as the potential legal and administrative
expenses that may be incurred during bankruptcy proceedings when financial risk is
too high (Asaf, 2004)Sixth, adinary investors can borrow at the same rate as firms

that is, there is m single market participanwho is of sucha size as to be able to
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influence the cost and availability of debt finance. Personal gearing is said to be a
substitute for corporate gearing (Vigario, 2002)astly, there is information

symmetry between market participairisthat d ordinary investors have the same

i nformati on as a firmods management reg
opportunities. Invests are said to act rationally and have the same expectations

regarding future events and indifferent to risk (Van Der Wijst, 1989).

Miller (1988) revised MMo take into account the effects of personal taxes as well as
corporate taxes. Mille(1988) finds that due to returns on stocks being taxed at
relatively lower rates to returns on bonds/debt, an investor would be willing to accept
a lower prereturn from stocks relative to the giigx return on bonds/debkhe study
pointsout two key findingsFirst the deductibility of interest for tax purposes makes
the use of debt financing favourable for a firm, @edondly, lhe lower tax rates on
returns from equity for the investor lowers the cost of equity and makes equity
financing more favourable for therh. Thesetwo statements are directly opposed to
each other and leave one with the question, which is a better method of financing to
use, debt or equity? Miller went on to prove that although the presence of personal
taxes lowers the cost of equity firamng, it does not completely offset the savings
from the lower cost of debt financing (Brigham & Ehrhardt, 2005).

There is however a fundamental difference between debt financing and equity
financing in the real world with corporate taxes. Dividends paighareholders
come from the after tax profit. By contrast, interest paid to bondholders comes out of
the beforetax profits. Modigliani and Miller (1963) suggest that in the presence of
corporate taxes, a vakmaximizing firm can obtain an optimal cagitstructure. In

other words, if the market is not perfect, as a result of, say, the existence of taxes, or
of underdeveloped financial markets, or of inefficient case, fooght toconsider

the costs entailed by these imperfections. A proper decisi@aital structure can

be helpful to minimize these costs.
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2.2.3 Pecking Order Theory

Myers (1984) argues that a firm will generally choose to finance an investment with
internal funds such as retained earnings first, followed by new debt and finally with
new equity. According to the pecking order theory, a firm may not have a target
capital structure and its capital structure is as a result of a series oteshort
financing choices viewed over the loteym. The shofterm financing choices
involve decding which item on the pecking order is more desirable at a particular
point in time. According toRoss, Westerfield, Jaffe and Jordg008) highly
profitable firms make less use of debt as they are most likely to have large retained
earnings andheir need for external financing is limited or minimal. As the pecking
order theory is based on the costs of obtaining financing, it stands to reason that the
marginal costs of financing new projects does not become an issue if the financial
capacity were avaitde in advance to fund future project&rms will be able to
make use of funds immediately available to pursue opportunities when they arise

rather than waste time and cost in approaching the capital markets.

Under the information asymmetry theories, fimanagers (insiders) are assumed to
possess private information on the chara
the available investment opportunities. This information is arguably not available to
investors and outsiders, but they try to ingrrational expectationdyers (2001)
argues that capital structure 1is design
investment decisions that are caused by information asymmetry and choice of capital
structure signals to outsiders the informationtteé insiders. There are two views

under this theory; firstcapital structure is designed to mitigate inefficiencies in the
firmds investment deci sions thatandre <ca
secondly, the choice of capital structure signals utsiders the information of the

insiders.

If equity is to be issued to finance new investmetits underpricingmay be so
severe that the Net Present Value (NPV) of the new project may be too low resulting
in a net loss to the existing shareholders. Aditg to Gwatidzo (2008) such
projects may be rejected even if their NPVs are posi@rethe other hand, passing

up positive NPV projects is contrary to the wealth maximization objeofigefirm.
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Myers and Majluf (1984) suggest that this unoestmat problem can be avoided
if the firm finances new investments using a security that is safe from market

undervaluation.

Pecking order theory suggests that firms do not haveetpbty ratio targets. They

use debt only when retained earnings are insefficand raise external equity capital

only as a last resort. A more recent model of capital structure choice by Heaton
(2002) i ncludes Owindows of opportunityd
Wurgler (2002) suggest that managers could minimize theofasapital by timing

the market (issuing equity when share prices increase) implying that market
conditions influence the pecking order. However, Hovakimian (2006) shows that the
timing of equity issuance does not have any significant long lasting irapapital

structure.

Internally generated funds involve no undervaluation and would be preferred. If
externalfinance is necessary, debt will be preferred to equity. Myers (1984) refers to

this as the pecking order theory of financing; that is, cagitatcture will be driven

by the firmbébs desire to finance new inve
finance an investment with internal funds such as retained earnings first, followed by

new debt and finally with new equity. According to peckimder theory if internally

generated cash flow is less than investment outlays, the firm first exhausts its cash
balances or marketable securities portfolio. If external financing is required, firms

will resort to the safest security first. They starthwdebt, then hybrid securities such

as convertible bonds and finally equity as a last resort.

A single optimal or target deleiquity ratio does not exist in the pecking order theory

since financing decision does not rely on the traffidetween marginabenefits and

costs of debtBaker and Wurgler (20023argue that a firm may not have a target

capital structurdbutrat her a firmés capital Sstructur e
term financing choices viewed over thedeterm. The shofterm financingnvolves

deciding which item on the pecking order is more desirable at a particular point in

time. As the pecking order theory is based on the costs of obtaining financing, it
stands to reason that the marginal costs ainimg of new projects does not become

an issue if the financial capacity were available in advance to fund future projects.
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However managemenbught toexercise caution as excess availability of cash can
lead to temptation for investing in projects thlat not necessarily add value to the

firm.

The pecking order theory assumes that management behaviour and actions are in the
best interests of existing shareholders and any equity issues are due to current equity
being overvalued and such value is to badfarred to existing shareholders upon

the new issue (Myers, 2001). But Myers and Majluf (1984) are unable to prove
whether or not managers care if a new stock issue is over or undervalued which
brings the pecking order theory under scrutiny. Frank an@lGa004) carried out a

later study which tested the pecking order theory by analyzing the financing patterns
of American firms for the period 1971 to 1998. Thandflittle evidence to support

the pecking order theory and argue that equity issues aeealozely correlated with

financing deficits rather than debt.

Another theory born out of the concept of asymmetric information is signaling
theory. This theory was made popular by Ross (1977). According to the signaling
theory, when a firm is faced withrainvestment decision it will consider whether to
proceed with equity or debt financing. New issues of equity can be considerably
expensive with the issue costs involved and as shown under the pecking order theory,
it is not favoured by management as iheeys to investors the notion that the shares

are undervalued. If the firm proceeds to make use of debt financing, it is likely that
ordinary investors will interpret this as a signal from management that they believe
that the share is undervalued and th&re earnings prospects are favourable.
Markets may read this as a signal from management that the shares are undervalued

and as a result the share price may go up.

Investors view the actions of management as a signal regarding the status of the firm
ard a transfer of information. Ross (1977) predicts that the value of a firm will
increase with the addition of debt as the increased-atgbty ratio causes the

mar ket s percepti on of The stuey afsdindstitéatsthev al u e
increasing oflebtequity ratio can be a costly signal for a firm. A prudent firm would

adopt a higher delgiquity ratio than a poor firm as the manager of a prudent firm
would be confident of the future prospects of the firm due to insider information of
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t he f tume prdspect$ and its ability to safely service higher debt payniesais.
(2008) critici z e drguirigahats thes maimorelasoh forb the
undervaluation arises as the marketods va
true value rather thatine signaling of the equity issue as argued by Ross. There is

also an incentive for managers of lagEmpaniedo convey signals such that the

value of the firm would increase, but may not always convey the correct message to

the market regarding the fifns prospect s, but rat her C
manager sodé benefit. This growth via the s

enable them to cash up their shares at a higher value.

The signalingheory is however a poor predictor of actual behavilbsuggests that

firms with increased delquity ratio will realize an increase in value but studies
have shown that too much debt can lead to erosion of value due to the high costs of
financial distress. It also suggests that newer firms with high pctsshould use
more debt, but actually it is mature firms that make use of increaseéqlabt ratio
(Ghosh,2017) Baltad and Ayaydin (2014) have studied theariablesof capital
structure of banks in Turkey and provide evidence that pecking ordery tie
pertinent theory to Turkish bank&. study byTornyeva (2013pn Ghanaian banks
suppors the pecking order argumetitat, firms that are profitable and therefore
generate high earnings are expected to usedielss capital than those that do not
gererate high earnings

2.2.4 Agency Theory

Agency theory predicts that capital structure choice is based on the existence of
agency cost. Jensen (1986) atiet when managers have free cash flows, that is,
internal sources of funds, they tend to squarntdéy consuming large amount of
perquisites and by making saiptimal investment decisions. Managers prefer to
make use of less effort anave greater perquisite levelsontrary to the
sharehol derd6s interest of fir smtopaybut e max
cash reducing the free cash flow that they can use on perquisites. Whenpiebt is

of the capital structureg commitment is entered into to pay out regular cash flows.
This reduces the amount of cash available and thus makes managerssoipliaeati

and force them to work efficiently for the interest of sharehold®rsca, Roccand

Cariola (2011) propose that debt in the capital structure generate information
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valuable inmoderatingagency behaviour. Hunsaker (1999) argues that an indrease
debt al so i ncreases t he risk of bankr

consumption of perquisites.

Agency theory focuses on the costs which are created due to conflicts of interest
between shareholders, managers and debt holders. According ten Jand

Meckling (1976), capital structures are determined by agency costs, which include

the costs for both debt and equity issue. The costs related to equity issue may
include; the monitoring expenses of the principal (the equity holders), the bonding
expenses of the agent (the manager) reduced welfare for principal due to the

di vergence of agent 6s decisions from th
principal. Besides, debt issue increases the owmem ager 6 s i ncenti ve
high-risk projects tht yield high returns to the ownaranager but increase the
likelihood of failure that the debt holders have to share if it is realized. If debt holders
anticipate this, higher premium will be required which imtincrease the costs of

debt.

Buferna, BEangassa and Hodgkinson (2005) provide evidence that agjeeasy is
pertinent in capital structure choices to a developing couiitrg. agency costs of

debt include the opportunity costs caused by the impact of debt on the investment
decisions of the firmthe monitoring and bond expenditures by both the bondholders
and the ownemanager; and the costs associated with bankruptcy and reorganization.
Since both equity and debt incur agency costs, the optimaledeliy ratio would

entail a tradeoff betweenthese two types of costs. Jensen and Meckling (1976)
introduced two types of conflicts that are a major source of agency. dosty
includeagency costs that arise due to the conflicts of interest between managers and
shareholders and agency costs thaseaas a result of the conflicts of interest

between shareholders and debt holders.

Buferna etal. (2005) provide further evidence of the capital structure theories
pertaining to a developing country and examine the impact of lack of a secondary

capitalmarket by analyzing a capital structure question with reference to the Libyan
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business environment. Tistudydevelos four explanatory variables that represent
profitability, assetstangibility, volatility of earningsand firm size to test which
capital st ructure theories best explain Liby
results of theistudyshowthatagency theorysper t i nent to the Lib
capital structureehoiceswhereas there is little evidence to support the asymmetric
information heory. The lack of a secondary market may have had an impact on
agency costs, as shareholders who are unable to offload their shares might exert

pressure on management to act in their best interests.

According to Masulis (1988) conflict may arise becamsmagers may prefer short

term projects, which produce results early and enhance their reputation quickly,
rather than more profitable losigrm projects. Jensen (1986) argues that, instead of
working under shareholdé&rs nt er est s t ovaloeamamnagersprefertoi r mo s
i ncrease firmdéds size to enjoy the benef
incentives to cause their firm to grow beyond the optimal size and accept negative

Net PresentValue (NPV) projects. He argsi¢hat the oveinvestment poblem can

be motivated by more free cash flow and less growth opportunities. Issuing debt
helps to mitigate agency problems that arise from managerial behawnaler

divergent interests between shareholders and managers. For instance, the over
investmentproblem can be mitigated by issuing debt since debt obligates a firm to

pay out cash and thus prevents managers from investing in negative NPV projects.

Anbar and Alper (2011) study thevariablesof capital structure of banks in Turkey.

They find tangibiity of assets to haversgegative and significant impact on the banks

capital structureThese findings stronglsupportthe agency theoryzor selfinterest

reasons, it has been argued that managers are always reluctant to liquidate the firm or
provide irformation that could lead to liquidation. This is the case even when

|l i guidation is the best course of action
Harris and Raviv (1991) managers want to stay in their positions, so they wish to
minimize the likelibod of employment termination. As this increases with changes

in corporate control, management may resist takeovers, irrespective of their effect on
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shareholder value. On operating decisions, managers and shareholders may also have

different preferences.

2.2.5 Market Timing Theories

Baker and Wurgler (2002) suggest that the current capital structure is the cumulative
outcome of past attempts to time the equity market. Market timing implies that firms
issue new shares when they perceive they are overvaheethat firms repurchase

own shares when they consider these to be undervalued. According to Frank and
Goyal (2009) managers tend to look at conditions in the debt equity markets and
issue either debt or equity based on whaocte ismore favourable at eéhtime. At

times when conditions are favourable, additional finance may be raised to exploit the
favourable circumstances even if there were no immediate projects that warranted
such finance. Theguggestthat equity market timing is successful on average

firms tend to issue new shares when investors are too enthusiastic about future

earnings.

Fluctuations in market value have letegmimpacts on capital structure. Managerial
entrenchment theory of capital structure by Zwiebel (1996) is partiallyistent

with market timing theory, but practice shows that managers are exploiting new
investors instead of existing ones. Under this theory capital structure is the
cumulative outcome of attempts to time the equity maiket. market timing theory
isoned the more recent capital structure
capital structure ibasicallythe result of all historical attempts to time the equity
market.Frank and Goyal (200%uggest that the timing of equity markets usually is
succesful when one analyses the letegm performance of share prices and share
issues. It is more likely for firms to issue equity where there is confidence in the
market with regard to its future prospects as this confidence is more likely to fetch a
higher asking price on equities issued. Management would therefore tend to only

i ssue shares when the prices of their sh
cost of equity is relatively | ower than
equity islow, management may seek to raise finance with the issuance of debt and

may seek to repurchase their equity.
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2.3 Conceptual Framework

According toQuinlan, Babin,Carr andGriffin (2019), conceptual frameworks a

structure of what has been learned to legtlain the naturaprogression of a

phenomenon that is being studig@iven the regulatory requirement for banks

capital, standard banking firms are involved in both voluntary and involuntary capital

structure decisions. Voluntary capital structure deos are taken in the very same

setting as noifinancial firms and arguably under the samwariablesthat are

hypothesized in the capital structure theory for those firms. Accordingoial

(2013)an d

subsequent

studi es

firatherconsetisusia t

that debtequity ratio increases with fixed assetangibility and firm size and

decreases with volatilitgf earnings andrpfitability. The conceptual modélelowis

formulated to é@pictthe relationship betweerariables(independst variables)}hat

influenceb a n kapital structurgdependent variable) choi@nd themoderating

effectof ownership on this relationship.

Collateral value of
Assets

1 Total fixed assets
1 Equity on financing

Bank size
1 Number of
customers

A 4

Earnings Volatility
1 Changein

A 4

operating income
1 Retained Earnings

Profitability

A 4

| 1 Longterm debt

Capital Structure
Choice

1 Equity

Ownership Structure

M Local
i Foreign

{ Return on Assets
1 Interest bearing
assets

Independent Variables

Figure 2.1 Conceptual Framework
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Moderating Variable
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2.3.1 Collateral Value of Assets

AceddRamirezand RuizALZabestre (2014find that firms which possess assets that
canbe used as collateral have the opportunity to issue cheaper and secure debts and
should consequently have more debts in their capital struéomgirical studies by

Charalambkis and Psychoyios(2012) also suggestthat tangibility of assets affect

the coll ateral val ue of asseegustyratbAch i n
firméos tangible assets include machines
be sold mub more easily than a firmds i nt an

reputation for quality, brand recognition, or the accumulated knowledge of its
workforce. Firms having larger fraction of fixed assets tend to have higher debt
financing as they can use thdixed assets as collateral for the underlying risk
associated with borrowing. The reason for firms with more fixed assets being
financed through debt is that they can borrow at a relatively lower rate of interest.
Thus a positive relationship is expetteetween collateral value of assets and-debt

equity ratio.

Ramli andHaron (2017)ind that stockholders dd highlylevered firm ardikely to
overinvest which gives rise to the classical sharehdidadholder conflict.
However, if debt can be securadainst assets, creditors have an improved guarantee
of repayment and the recovery rate is high@at is tangibleassets retain more value

in liquidation. The tradeoff theory thus predicts a positive relationship between
debtequityratio and thecollateral value ofassetsAhmadandAzhar (2015)suggest

that firms may find it advantageous to sell secured debt. Their model demonstrates
t hat there may be costs associated with
managers have better information tlmanside shareholders. Issuing debt secured by
property with known values avoids these costs. For this reason, firms with assets that
can be used as collateral may be expected to issue more debt swlvakéage of

this opportunity.

AhmadandAzhar (2015) find thatthe more tangible assets a firmvhathe higher
the longterm debt ratio but the smaller the total dequityratio. The studysuggest
that the relationship between tangible fixed assets and debt financeigtéesito the
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maturity structve of the debt. In such a situation, the level of tangible fixed assets
may help firms to obtain more lofigrm debt Studies byShahand Jame-Kausar
(2012)find collateral value of assets be positively related to both short and leng
term debtBlack (1976)aversthat there is no easier way for a company to escape the
burden of debt than to pay all its assets in form of aldidand leave bondholders
holding onto an empty shellf the debt can be collateralized, the borrower is
restrictedto use thefunds for a specified projecand wealth expropriation is

minimized

Empirical evidence from studies Whmad and Azhar (2015)suggest a positive
relationshipbetween collateral value of assets and -@ejlity ratioconsistent with
theoretical argumerthat collateral valueof assetenables a firm to borrow more.
Akinyomi and Olagunju (2013) predict a positive relatioship between assets
tangibility and debt levels. As the value of intangible assets disappears (almost
entirely) in the cases of bankrupsj the presence of tangible assets is expected to be
important in external borrowing as ig easy to collateralize then@ampelloand
Giambona (2013fuggest thataingible assets often reduce the costs of financial
distress because they tend to haghér liquidationvalue.

2.3.2 Sizeof a Firm

Doj an (ir2 @hatBajger firms employ more debt becausethey have more
strength to absorb the risk of bankrupt@ie bankruptcy costs for suefirm will

be lowin terms ofproportionto their total worth, which is the prime reason of taking
more dét by larger firms.Smaller firms take less debt because of their fear to
become bankrupt if they are unable to refhegjr debt on timeOztekin andFlannery

(2012) and Huan@nd Ritter (2009)argwe that there are economies of scale in
bankruptcy costsakger firms face lower unit costs of bankruptcy than smaller firms.
Huang and 8ng (2005)alsosuggest that larger firms have more access to funds and
less chances of default and hence enjoy more borrowings as compared to smaller

firms.

According toOztekn andFlannery(2012)af i r m6s si ze has been

capital structure decision as small firms have restricted access to capital markets and
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when they do, they pay higher interest rate as compared to larger firms and their
growth is ultimatey affected. Studies byWarner (1977) and Ang, Chua and
McConnell (1982)and Campelloand Giambona (2013jind that direct bankruptcy
costs constitute a larger proportion of a firm's value as that value decreases, hence
small firms will be relatively in grater danger when in debt than large firtostge

firms have more diversified sourcesaaish;jthey ardess likely to face a sudden cash
shortfalland are thusess prone to bankruptcy. These arguments suggest that large
firms shouldhave a highdebtequity ratio. This finding is consistent with tha@ew

that largerfirms are bettediversified and less likely to breadheir targetdebt

equity ratio Firm sizeis an inverse proxy of the probability of bankruptcy and hence,
larger firms have higher debt Gapty and may borrow more to maximize their tax

benefits.

AhmadandAzhar(2015)extend the work and test theariablesof capital structure

in the United Kingdom noi#financial firms by using four measures of financial debt
equity ratio. They use neequty liabilities to total assets, total debt to total assets,
and total debt to capital (where capital is defined as total debt plus common shares
with preferred shares), and adjusted debt to adjusted capital. All the measures are
regressed on book valueataral logarithm of sales (size), profitability, and
tangibility of assets. They find thatariables of capital structure significantly
changed with respect to each measure of debt used and thus reported similar results
AhmadandAzhar (2015)argue thatige can be regarded as a proxy for information
asymmetry between managers and outside investors. Large firms are subject to more
news than small firms because the investment community would be more concerned
with gathering and providing information aboatde firms. This makes large firms
more closely observed by analysts and less subject to information asymmetry than

small firms.

The cost of issuing debt and equity securities can also be said to be related to firm
size. Smith (1977)finds that small firmspay much more than large firms to issue
new equity and also somewhat more to issue-teng debt. This suggests that large
firms mayhave higherdebtequity ratiothan small firms and may prefer to borrow

short term (through bank loans) rather than issng-term debt because of the lower
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fixed costs associated with this alternativ®ze plays an important role in
determining the capital structure of a firm. Researchers including Smith and Warner
(1979) ZeitunandTian (2014)and Anget al.(1982) havdaken the view that large

firms are less susceptible to bankruptcy because they tend to be more diversified than

smaller companies.

Typical measures of firm size are the logarithm of assets or the age of firms, where
mature firms tend to be larger thamrmmature firms(Zeitun & Tian, (2014),
(Hovakimianet al, 2001) In most crosssectional tests, size adebtequity ratioare
positively correlated. Evidence from dynamic traddestudies also supportke view

that size ispositively related tadebtequity ratio This result is consistent with the
prediction of the tradeff theory, because larger or maraature firms are likely to

have lower default risk, and are less opaque than smaller firmstodubkeir
established trackecord of success and the attention received from analysts and
rating agencies thus reducing informational asymmetri@sumari, 2015) These
arguments imply a potential fhiigherdebtequity ratio Sizeof a firmin this study

is measured as natural loftotal assetand from the reviewed empirical evidence,

the study hypothesizes that there is a positive relationship between firm size and

debtequity ratio

2.3.3 Earnings Volatility

Earnings volatility arise either due to the inherent businessrrigthei operation of a

firm or may be attributed to the inefficient managerial practcekienotedinancial
distress.Firms with high volatile earnings will have to pay high risk premiums to
lenders. Ahmed Sheikhand Wang (2011)find that underinvestmenproblem
increases with the volatility of t he fi
expected to be negatively correlated with eedptity ratio. Both tradeff theory and

the pecking order theory suggest a negative relationship between earnatgdyvo

and debtequity ratio. According to Acaravci (2015) firms with high earnings

volatility carry a risk of the earnings level dropping below their debt servicing

commitments. Such an eventuality may result in rearranging the funds at a high cost
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or facing bankruptcy risk. It can therefore be argued that, firms with highly volatile

earnings should have lower debt capital.

Vasiliou and Daskalakis (2009) find a negative relationship between risk and
leverage.Risk is thereforeexpected to have negativepact on debequity ratio.

The study suggestghat a firm's optimal debt level is a decreasing function of the
volatility of earnings. Firms experiencing high volatility in earnings would tend to
have low debequity ratios.Firms with high earnings vatility face a risk of the
earnings level dropping below their debt servicing commitments, thereby incurring a
higher cost of financial distresAcaravci (2015) Accordingly, these firmsend to
reduce theidebtequity ratiolevel to avoid the risk of lkruptcy. Tradeoff theory
predicts a negative relationship betwekttequity ratioand earningvolatility of a

firm. The pecking order theory suppottte same prediction.

Acaravci (2015)presentgoodevidence against the equity cushidaw. They shw

that bankearningsvolatility is not positively related to the excess of book capital
over required capital (the cushion), inconsistent with the view that the cushion is
chosen to protect the bank against the risk of poor outcomes that would breach the
regulatory capital requiremeriirms with asset types (e.g., intangible assets or firm
specific assets) that aassociated with high bankruptcy costs are all the more prone
to be conservative in thettebtequity choices in response to the volatility dfetr

earnings

Byoun (2008) and Kayo and Kimura (2011) suggestexigence of asymmetric
information wherecorporate insiders may have private information regarding their
own earnings volatility In such a setting of asymmetric informatiaboutearnings
volatility, there is a lemons problem in pricing debt claims and the firms are better
off issuing equity securitiesAccording to Kamau and Kariuki (2014), issuing
levered equity (with call option features) can be justified defansive measure or

as a gynal of low volatility. If the market believes that firms with a high volatility of
earningsare alsahose with a large menu of risky projects that they can adopt after
the external financing is iplace, it would be important to commit not to do so by

issuing levered equity or convertildebt to outsiders.
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2.3.4 Profitability

The existence of a relationship between firm profitability and capital structure can be
explained in terms of the peckj order theoryZ4eitun & Tian,2014). The theory
postulats that because of infmation asymmetry between insiders and outsjders
firms prefer to financéheir capital projectsising internal funds rather than external
finance (Gill, Biger & Mathur, 2011) Availability of internal funds depends on
profitability as well as liquidity (Mazur2007). According to Mazu2007)profitable
firms are more likely to generate internal funds and it is expected thadébn
equity ratio would decrease due to profitabiliy affirming the pecking order
hypothesis of a negat correlation between profitability andebtequity ratio
Profitable firms with accesgo retained profits carmuse them to finance their
investmentsas opposed to depending on outside sources (dalgtidzoand Ojah
(2009)observethat retentions aréné principal source ahternalfinances. Kayo and
Kimura agree that firms with high profit rates, #lings being equal, would maintain
relatively lower debequity ratios since they are able tenerate such funds from

internal sources.

Onaolapoand Kajola (2010)f i nd profitability to be ne:q
debtequity ratio.This supportdNdukaand Ucheahara (2016)eckingorder theory

that profitable firms will tend to use less of external finandé®ir study suggests
strong negative refmnship between debt financing and profitabilityduka and
Ucheahara (201&rguethat firmsprefer raising capital, first from retained earnings,
secondfrom debt, and third from issuing new equifyhe studysuggest that this
behaviourmaybe due tohe costs of issuing new equity. These can be the costs that
arise because of asymmetric information, or they lmameretransaction costs. In
either case, the past profitability of a firm, and hetite amount of earnings
available to be retainedyould aguablybe an important determinaof its current
capital structurgOztekin& Flannery 2012) Profitability has a negative correlation
with debtequity ratiq consistent with thgecking ordertheory. Profitablefirms
accumulate more internal funds ahénce use less debt finandgkccording to

Yegon, Cheruiyot, Sangnd Cheruiyot (2014)a profitable firm is most likely to
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have large retaineglarnings andas need for external financing minimal and hence

highly profitable firms make less use of debt

Yegon, Cheruiyot, Sangnd Cheruiyot (2014pase the inverse relationship between
debtequity ratio and profitability on the theory of agency cost which compels
managers to be disciplined when considering debt and emphasizes the importance of
shareholde® w e Hulang Bnd Song (2005) employ regression model to document
the variablesof capital structure of Chinese listed companies. The data includes
market and accounting figures of more than 1200 companies for the time period
19942003. They find that d#-equity ratio (longterm debt ratio, total debt ratio, and
total liability ratio) decreases with profitabiliduang& Ritter, 2009) The pecking

order and the free cash flow theories suggestdhatf i profitabisity affects its
financing mix. The fomer states that firms prefer finance new investments from
retained earnings and raise debt capital onlyntérnal resources are insufficient,
while issuing equity is the least fawed option.As the ability to retain earnings
depends on profitabilt an inverse relati@hip betweendebtequity ratio and
profitability is expected Ruan Tian and Ma (2011) among others, empirically
confirm this prediction. Jensen (1986) shows that agency sustase with free
cash flow.Cuongand Canh (2012»uggesthatdebt may reduce the agency cost of
free cash flow by ensuring that managers are disciplined, make efficient investment
decisions, and do not pursue individual objectives as this increases bankisiptcy

Increases in the debt ratio also signal fquand lenderare prepared to lend.

2.3.5 Ownership Structure

The concept of ownership structure has been defined along two dimensions:
ownership concentration and ownership mkhifred SheikhandWang 2011) The

former refers to thehare of the large owner and is influenced by absolute risk and
monitoring costsHussainey& Aljifri , 2012, while the latter is related to the identity

of the major shareholdefhe theoretical literature on ownership and capital structure
predicts either higher or lowéevelsofdebe qui ty rati o depending
risk aversion, the costs of monitoring and bankruptcy, the threat of takeovers, and the

growth opportunities of the firm.
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A firmbébs owners are those persogmtrowho sh
the firm and the right to appropriate th
theory, could be separated and held by different classes of pefdoned Sheikh &

Wang, 201) While there is a sizeable literature on the effects of owr@ishifirm

value Kamau, & Kariuki, 201% little is known about how ownership may have
moderatine f f ect on the relationship between
size, volatility of earnings and profitability on capital structure choice, edjyeitia

commercial banks operating in Kenya. This studyghtto explore the influence
ownership as anoderatingfactor may have on the capital structurecommercial

banks operating in Kenya mainly viewed from the context of domestic and foreign

ownerslip.

Foreign shareholders are endowed with good monitoring capabilities, but their
financial focus and emphasis on liquidity results in them unwilling to commit to a
long-term relationship with the firm and to engage in a process of restructuring in
case 6 poor performancekoreignshareholders prefer strategies of exit rather than
voice to monitor managemenKdmau & Kariuki, 2014. Consequently, foreign
owners are postulated to have achoeeder at e
Local owners posss characteristics that represent the worst of both worlds.
According to Saad (2010),Claessens, Djankov and Lar(@000), Dharwadkar,
George and Brandes (2008)d Shahand Jame-Kausar(2012)their financial focus
leads to shofterm behaviour and a preénce for liquid stocks while their domestic
affiliation often results in a complex web of business relationship with the firm and

other domestic shareholders.

2.4Empirical Review

Najjar and Petrov (2011) examine capital structure of insurance companies
Bahrain. The objective of the study is to investigate the effect of firm specific
characteristics on capital structure. They use panel data derived from annual reports
and financial statements of five insurance companies listed on the Bahrain Stock
Exchange for the period of 2062009 and apply multiple linear regression analysis
using SPSS to identify those effects. They find a strong relationship between firm

characteristics, such as tangibility of assets, profitability, firm size and earnings
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volatility. The results of their study reveal that tangibility and size show a positive

significant relationship with the debguity ratio.

Basti and Bayyur{2015)studythe Factors Affecting Capital Structure Choice: New
Evidence from Turkish No#inancial Lised CompaniesThe study aim wasto
contributeto capital structure literature by utilizing firm level and macroeconomic
data from a major developing country, Turkeélhey investigate the relation
between firm leverage and profitability, tangibility okass, firm size, growth, nen
debt tax shields, risk, expected inflation and GDP growth ratesy used annual
data of exchange listed ndimancial corporations in addition to expected inflation
and GDP growth rateS'he studyapplied panel regression alyais to unbalanced
panel data set of 292 firms between 1988 and 2013.

The studyresults weresummarized as follows: Themasa negative and significant
relationship between profitability and leverage. This resals in accordance with

the pecking ordetheory. Size is affecting leverage positively but risk is affecting
leverage negatively. Thekgasa positive and significant relation between expected
inflation and leverage. Firm growth and GDP growth have negative effects on
leverage. All of these findgs werein line with the tradeoff theory. On the other
hand, theravasno significant relation between tangibility of assets and depreciation
and leverage. Thus, based on these resihles; concludel that trade off theory
seened to explain capital streture choices of Turkish publicly held ndéinancial

companies better than pecking order theory.

Kiruri (2013) study focused to find out the determinants of capital structure of
commercial banks in Kenyarhe study found that overall leverage of banks is
negatively related to operating assets. The study also found thatelangdebt

structure is positively and statistically related to operating assets. The result also
shows that shott er m debt of banks is negatively
and asset structure and positively related to bank size, growth and corporate tax. On

the other hand, the loiger m de bt of the banks is posi
structure and profitability and inversely related to bank risk, growth, size and

corporate tax
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Cekrezi (2015) studyteemped to focuson he i nfl uence of fir moés
capital structure decision for a sample of 69 -tisted firms, which operate in
Albania, over the period 20a8011. The studyused shorterm debt to total ssets
(SDTA) and longterm debt to total assets (LDTA) as dependent variables and eight
independent variables: return on asset (ROA), return on equity (ROE), tangibility
(TANG), liquidity (LIQ), size (SIZE), business risk (RISK), flexibility (FLEX) and
nondebt tax shields (NDTSH). The investigation digeosssectional time series
data whichwas collected from the Balance Sheet Annual Reports, the official
document delivered to the State Tax Office. This study found that ROA (net income
to total assets), ®E (net income to equity), tangibility (the ratio of fixed assets to
total assets) and liquidity (the ratio of current assets to current liabilities) have a
significant impact on both SDTA and LDTA. While size, risk, flexibility and -non
debt tax shields seilted statistically significant in determining only LDTA

Gurcharan (2010) analyzes the variables of capital structure in four countries of the
ASEAN members, namely Malaysia, Indonesia, Philippine and Thailand, for the
period from 2003 to 2007 with a spta of 155 mainly listed companies from four
selected ASEAN stock exchange indaks. Based on the empirical result, the study
reports a positive significant relationship between -@ejlity ratio and firm size.

Abor and Biekpe (2005) study the capitédusture of listed firms in Ghana. They

find that more than 50 per cent of the assets of listed firms in Ghana are financed by

debt and that there is a positive correlation betweeneatgbty ratio and firm size.

Khrawish and Khraiwesh (2010) examine tragiables of capital structure evidence
from Jordanian industrial companies over the period 2Q005. Using panel data,
debtequity ratio and four explanatory variables that represent size, tangibility,
profitability, longterm debt and sheterm debiare calculated. Based on their study,
they find that there is a significant positive relationship betweeneatgbty ratio and
size, tangibility, longerm debt and shoeterm debt and there is a significant

negative relationship between d&gjuity ratioand profitability of the firm.

Salawu and Obafemi (2007) sought to establish the determinants of thd capita
structure of financial firmsni Ni ger i a: The Fi nancThal Ma n
study examined the considerable factors in deciding on the@mte amount of

34



equity and debt i n the Nigerian banking
capital structure. Data were gathered through questionnaires administered to the
financial managers of 25 listed banks in Nigeria. Cross tabulation€lharshjuare

were used for data analysis. The result suggests that-cagdd, volatility of

earnings and cash flow, bankruptcy or Reankruptcy, financial distress, transaction

costs, fees for issuing debt, and financial flexibility are the impoffitors in
choosing appropriate amount of debt. The
choice between sherand longterm debts is matching the maturity of debt with life

of the asset. The study also reveals that ownership structure and managerreht

growth and opportunity, profitability, issuing cost, and tax economics associated with
debt are the major factors i nfl uencing
recommended that banks should adopt a mixed source of financing and choose

appropriate ownership structure and management policy

Pahuja and Sahi (2012) stuthe factors determining the capital structure of India