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Abstract: Capital structure is an important management decision as it greatly influences the owners® equity
return, the owners* risks as well as the market value of the shares. The main objective of this research study was
to establish the influence of firm specific factors on capital structure of listed manufacturing and allied firms in the
NSE Specifically, the study sought to establish whether and the extent to which tangibility of assets, profitability,
firm size, and firm growth influence capital structure of listed manufacturing and allied firms in the NSE This
study was carried out through a descriptive research method. The target population for this study included all 10
firms listed in the NSE under the manufacturing & allied segment. The study used secondary data. Secondary data
was gathered from published annual financial statements and reports of the manufacturing and allied companies.
Data for the period of 5 years (2012-2016) was collected for this study. This study used multiple regression analysis.
A regression was then run to measure the impact of the independent variables on the dependent variable.
Correlation Coefficient (r) was determined and used to measure the strength of the relationship between the
dependent variable (Lewerage) and each of the independent variables. The results indicate that ower the five years
period the manufacturing and allied firms had a mean lewerage of 0.59, profitability of 3.20, firm size of 0.03, asset
tangibility of 1.11, and firm growth mean of 0.21. The study findings established a correlation value of 0.846. This
depicts a strong linear dependence between the two variables. An R-square value of 0.776 was established and
adjusted to 0.653. The coefficient of determination depicts that 77.6% of the variations in leverage can be
explained by tangibility of assets (TA), profitability (P), firm size (FS), and firm growth (FG) meaning that there
are other factors that influence the total leverage of the segment. This study concludes profitability, firm size, asset
tangibility, and firm growth are determinants of the capital structure of manufacturing and allied industry firms
in Kenya. The most influential variable is the asset tangibility, followed by firm size and firm growth. Liquidity has
the least impact on leverage of the cement manufacturing firms in Kenya. Then there is need to replicate the study
using many other industries in Kenya in an attempt to compare the findings. There is need to carry out a similar
study with the objective of addressing financial structure of firms as opposed to capital structure. This would be
worthwhile because it was noticed that a number of firms used large amounts of short term borrowing rather than
long term debt.

Keywords: Firm Specific Factors, Allied Firms, tangibility of assets (TA).

1. INTRODUCTION

The move towards a free market, coupled with the widening and deepening of various financial markets has provided the
basis for the corporate sectors to optimally determine their capital structure (Muema, 2013). It is imperative for firms to
recognize the critical role played by capital structure decisions in determining a firm’s performance and work towards
adopting best practices with respect to capital structure decisions (Oguna,2014). Selection of an optimal capital structure
is always a critical issue for every firm. Kouki & Said (2012) note that capital structure is a fundamental aspect of
corporate finance that examines on the approaches a firm chooses its source of finances. In making decisions on capital
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structure, the firm should always gauge its operating environment, both external and internal (Nilssen, 2014). Capital
structure is an important management decision as it greatly influences the owners™ equity return, the owners* risks as well
as the market value of the shares (Ali,Yadav, Jamal, 2013). Whenever funds have to be raised to finance investment, a
capital structure decision is made (Salawu, 2007). It is therefore incumbent on management of a company to develop an
appropriate capital structure decision should be properly analyzed and balanced. Capital structure refers to the mix of debt
and equity used by a firm to finance its assets (Brigham & Ehrhardt, 2005). There are various different factors that
influence a firm’s capital structure, hence a firm should attempt to determine its optimal, or best mix of financing
(Muema, 2013). The optimal mix of financing is that which maximizes the value of the firm and minimizes the cost of
capital. Kiogora (2000) highlighted that companies within a similar sector have similar capital structure. According to
Mahmud, Herani, Rajar, & Farooqgi (2009) found in Kariuki & Kamau(2014), debt is usually comes in the form of long-
term payable notes and bond issues, while equity normally is common stock, preferred stock and retained earnings. In the
world of corporate finance, capital structure is a vital corporate decision since it brings out an optimal financing mix
which could maximize the market value of a company (Brogia & Yan, 2013).

2. CAPITAL STRUCTURE

Capital structure is defined as the process in which a firm uses a mix of debt to equity to finance its own assets (Alfred,
2007; Muema, 2013). Capital structure is long term debt divided by total assets (Omet, 2008). Brigham & Ehrhardt (2005)
and Pandey (2008) refer to capital structure as an organization’s mixture of debt and equity while Van Horne (1989)
defines capital structure as the proportion of debt instruments and common stock on a firm’s balance sheet. Further, Abor
(2005) defines capital structure as a mix of a firm’s debt and equity that the firmuses to finance its overall operations and
growth. Organizations need operating capital which mostly is raised and mostly a combination of equity and debt.
Decisions regarding capital structure are critical in the maximization of shareholders wealth. Capital structure decisions
include; an organization’s preference of a target capital structure, the average maturity of its debts, and the specific
sources of financing the organization prefers to use at any particular time. A poor capital structure decision by an
organizations management may lead to a high cost of capital making fewer investments acceptable and reducing the net
present value of accepted investments. Even though the actual levels of debt and equity may differ to some extent with
time, most company’s aim to maintain their financing mix close to a target capital structure. Managers ought to always
come up with capital structure decisions aimed towards maximizing the firm’s value. It is prudent for an organization to
make a capital structure decision every time an investment decision is made. Finance managers have to make one of this
three financing capital structure decisions; investment, financing, and dividend decisions (Van Horne,1989). Fuad (2015)
contends that the capital structure of a firm determines the weighted average cost of capital (WACC). Fuad (2015) refers
to WACC as the minimum rate of return required on a firm’s investments and used as the discount rate in determining the
value of a firm. A firm can create value for its shareholders as long as earnings exceed the costs of investments
(Damodaran, 2001). Every firm should plan an optimal capital structure, however, Muema (2013) notes that a perfectly
optimal capital structure is almost impracticable to establish in practice since a number of firm specific factors influence
capital structure.

Owerview of Manufacturing and Allied Firms Listed in the NSE:

The manufacturing and allied sector over the past years has been crucial in supporting economic growth and development
in Kenya (Kubia, 2016). According to the 2016-2017 budget, Kenya set out to enhance the economic growth by double
digits by the year 2030 and this is through prioritizing key industries in the manufacturing s ector as the vehicles to deliver
these goals (Wakiaga, 2016). The manufacturing sector recorded a growth of 3.5 percent in 2015 compared to 3.2 percent
as at 2014. The contribution of the manufacturing sector to the GDP grew to 10.3 per cent in 2015 from 10.0 per cent in
2014 and maintained the second position in ranking. Also, the sector contributed 11.9 per cent of the formal jobs in the
country (Kubai, 2016). Kubai (2016) affirms that the manufacturing sector performance was favorable in 2015
attributable to the good macroeconomic environment except for the cost of borrowing that somewhat curtailed the
availability of cheap credit to fund the sector’s activities. Mwaniki (2016) and Kubai (2016) further note, it is common
with companies in the manufacturing and allied sector to have a more frequent and higher need of raising capital than
those in the service sector like professional services. A more common method of raising finance in this sector is through
debt or equity which is dominant in their capital structure. Manufacturing firms have a more frequent and higher need of
raising capital, this has seen the overall credit to the sector increasing from Kshs 237,422 million in 2014 to Kshs 290,069
million in 2015 (Economic Survey, 2016). The Nairobi Securities Exchange (NSE) is the principal stock exchange of
Kenya that was established in 1954 as an overseas stock exchange while Kenya was still a British colony with
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acquiescence of the London Stock Exchange (Oguna, 2014). The NSE is Africa's fourth largest stock exchange in terms
of trading volumes, and fifth in terms of market capitalization as a percentage of GDP (lraya & Musyoki, 2013). Nairobi
Securities Exchange aims at supporting trading clearing settlement if equities, debts, derivatives and other asso ciated
instruments. It’s mandated to list companies on the securities exchange and enables investors to trade in securities of
companies thus its charged with the health of securities Exchange (NSE, 2017). The Nairobi Securities Exchange (NSE)
has grouped firms into 10 market segments depending on their operations. These categories are: Agricultural sector,
Automobiles & Accessories, Banking, Commercial & Services, Construction & Allied, Energy & Petroleum, Insurance,
Investment, Manufacturing & Allied, and Telecommunication & Technology market segment. Currently there are 60
companies listed at the NSE, this study focused on all 10 companies listed under the Manufacturing & Allied market
segment (NSE, 2017).

Statement of the Problem:

The capital structure decision is one of the most important decisions made by financial managers in this modern era. The
business environment within which the manufacturing firms operate in Kenya has been vibrant and turbulent. Several
changes such as political anxieties, threats posed by new entrants, social reforms, technological advancement, legislative
changes, government policy changes, and economic changes that have greatly affected short and long-term strategic
actions in this industry (Kale, 2015). These challenges cannot be ignored because they directly impact on the value
addition to the stakeholders in the medium and long- term. Manufacturing firms have a more frequent and higher need of
raising capital, this is due to the fact that the overall credit to the manufacturing sector increased from Kshs 237,422
million in 2014 to Kshs 290,069 million in 2015 (Economic Survey, 2016; Kubai, 2006). Due to capital, intensive nature
of this sector, they are required to determine their optimal capital mix in order to realize gains fromtheir investments. The
manufacturing sector performance was favorable in 2015 due to the good macroeconomic environment except for the cost
of borrowing that somewhat curtailed the availability of cheap credit to fund the sector’s activities. There is need to find
out whether and to what extent firm specific factors influence capital structure of listed manufacturing and allied firms in
Kenya. Although several studies have been done on capital structure determinants such by Turere (2012), Kuria (2010),
Kinyua (2005), Muema (2013). Although these studies among others attained their objectives, they did not delve into the
influence of firm specific factors on capital structure of listed manufacturing and allied firms in the NSE. There is a
paucity of published work on the influence of firm specific factors on capital structure of listed manufacturing and allied
firms particularly in the context of developing countries in the dynamic African region and specifically in Kenya. Hence
this study attempted to establish the influence of firm specific factors on capital structure of listed manufacturing and
allied firms in the NSE intending to bridge this gap in knowledge that exists.

Objectives of the Study:

The general objective of this study was to establish the influence of firm specific factors on capital structure of listed
manufacturing and allied firms in the NSE. The study specifically sought to:

i) To assess the extent to which tangibility of assets influence capital structure of listed manufacturing and allied firms in
the NSE.

i) To determine the extent to which profitability influences capital structure of listed manufacturing and allied firms in the
NSE.

iii) To find out whether firm size influences capital structure of listed manufacturing and allied firms in the NSE.

iv) To establish whether firm growth influences capital structure of listed manufacturing and allied firms in the NSE.

3. THEORETICAL LITERATURE

This section presents the theories on which this study is grounded upon. The study will review theories related to capital
structure majority of which were drafted by Modigliani and Miller. The theories of capital structure are; the theory of
Modigliani and Miller, the irrelevance theory, agency theory, pecking order theory, and the market timing theory.

Theory of Modigliani and Miller:

Modigliani and Miller cited in Koert (2013) note that firms seek to find a capital structure that presents the highest value
for a firm. The highest value can be achieved when the capital structure maximizes the value of the shareholders. In a
perfect market, it does not matter which sources are used to finance a company. In proposition I, the theory of Modigliani
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& Miller states that in a perfect world without imperfections, differences between using debt and equity do not exist. To
maximize the value of the company it makes no differences if a company’s capital structure consists of debt or equity
(Modigliani & Miller, 1958). In a world with only tax as an imperfection this proposition changes. A company needs to
borrow as much debt as possible. With more debt, the tax payments become lower, because the interest can be subtracted.
Therefore, more cash flow remains whereby the value of the company increases. Proposition | with taxes explains that
companies with more debt have a higher value due to interest that lowers the tax payments (Koert, 2013). Proposition Il of
Modigliani and Miller (1958) assert that companies with more debt have a higher cost of equity. In times of slump less
profit is available, because of the interest which must be paid. Proposition Il of Modigliani and Miller with tax clarifies
that leverage add more risk to companies, but the tax “shield” reduces something of that risk. Taxchanges the slope of the
Weighted Average Cost of Capital (WACC). At the point that the WACC is the lowest, the company has the highest value
due to the fact that a part of the interest can be subtracted from the tax payments (Hillier, Ross, Westerfield, Jaffe &
Jordan, 2010). Modigliani and Miller mentions taxes as the imperfection in the real world, however other imperfections
include; distress cost, information asymmetry and agency costs (Koert, 2013).

The Irrelevance Theory:

In their paper titled ,,The cost of capital, corporation finance, and the theory of investment®, Modigliani and Miller (1958)
revealed that in the absence of taxes, transaction costs and asymmetric information and the same rate of interest of
borrowing by individuals and corporations, the value of a firm is independent of its financial structure. According to
Modigliani and Miller (1958), a firm cannot increase its value by using debt as part of its permanent capital structure. This
argument is based on perfect arbitrage such that investors can assume personal debt to help financing the purchase of
unlevered shares, if the value of the levered shares is greater than the unlevered ones. By including tax deductibility of
interest payments into their model, Modigliani and Miller (1963) show that borrowing causes the value of the firm to rise
by the amount of the capitalized value of the taxsubsidy. The introduction of tax deductibility of interest payments has an
implication on the choice of capital structure. Profitability increases, non-debt taxshields reduce and liquidity increases.

4. RESEARCH METHODOLOGY

Research methodology is an overall scheme, plan or structure conceived to aid the study in answering the raised research
questions and objectives (Bridget and Lewin, 2005). This chapter analyzes the methods and design that will used to carry
out the study. It is a blueprint for the collection, measurement and analysis of data. Therefore, in this section the research
identifies the procedures and techniques that will be used in the collection, processing and analysis of data.

Research Design:

The current study employed a descriptive research design. The research design was chosen for this research due to its
ability to ensure minimization of bias and maximization of reliability of information gathered. Kothari (2008) contends
that a descriptive research design is appropriate where the study needs to draw conclusions from a larger population.
Mugenda and Mugenda (2003) asserts the purpose of descriptive research is to determine and report the way things are
and it helps in establishing the current status of the population under study. Descriptive research design was ideal for this
study because it ascertains and describes the characteristics of the variable of interest in a situation (Nachmias and
Nachmias, 2007).

5. RESULTS AND DISCUSSION

This chapter presents the results of dataanalysis and research findings. The research findings presented were based on the
study whose research objective was to establish the influence of firm specific factors on capital structure of listed
manufacturing and allied firms in the NSE. Data of targeted listed companies under each segment was collected from
published financial statements available at NSE and CMA as well as the company head offices for those that are not
listed. This was then used to compute the various ratios which constituted variables in the study. The chapter presents the
summary of descriptive statistics and regression analysis followed by a summary and interpretation of the findings

Regression Analysis Results:
LG =p0+ BITA + B2P + B3FS + P4FG + ¢
Where;
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LG = Leverage, as given by; Total interest-bearing Debt divided by Total Assets
TA = Tangibility of assets, as given by; Total fixed Assets divided by Total assets
PF = Profitability, as given by; EBIT divided by Total Assets

FS = Firm Size, as given by; Natural logarithm of sales

FG = Firm Growth, as given by; % change in Total Assets

B0 = Constant term

B1 — B4 =Regression coefficients — define the amount by which LG (variable) is changed for every unit change in the
predictor variable.

¢ = the error term, which defines the variation in the response variable, LG, which cannot be explained by the included
predictor variables.

A separate regression analysis for each segment was performed to determine the relationship between leverage and each
independent variable

Table 1: Model Goodness of Fit

Model Summary

Model R R Square Adjusted R Square Std. Error of the Estimate
1 .846° 776 .653 0.02138

Predictors: (Constant), size, growth, tangibility, profitability

The study used Table 1 to establish whether the dependent variable leverage has a linear dependence on the independent
variables namely tangibility of assets (TA), profitability (P), firm size (FS), and firm growth (FG). The correlation
coefficient (R) measures the strength and direction of a linear relationship between two variables. The study established a
correlation value of 0.846. This depicts a strong linear dependence between the two variables. The R-squared indicates the
coefficient of determination, which is the proportion of variance in the dependent variable that can be explained by
independent variables. An R-square value of 0.776 was established and adjusted to 0.653. The coefficient of
determination depicts that 77.6% of the variations in leverage can be explained by tangibility of assets (TA), profitability

(P), firm size (FS), and firm growth (FG) meaning that there are other factors that influence the total leverage of the
segment.

Table 2: Analysis of Variance (ANOVA)

Sum of
Mo Squares df Mean Square | F Sig.
1 Regression | .040 5 .007 8.336 .004
Residual .005 7 .002
Total .037 12

a. Predictors: (Constant), size, growth, tangibility, profitability b. Dependent Variable: leverage

Analysis of Variance was used to test the significance of the regression model as pertains to significance in the differences
in means of the dependentand independent variables. The table shows that the independent variables statistically predicts
the dependent variable (6, 95) =8.336, p<0.05 (i.e. the regression model is a good fit for the data).

Table 3: Regression Coefficients

Model B Std. Error Beta t Sig.
1 (Constant) -1.098 .679 -1.450 .169
Profitability -.252 .089 -.805 -2.789 .019
Tangibility 129 .020 493 1111 .198
Size .061 .050 279 1.267 227
Growth .020 .079 .051 225 .738
a. Dependent Variable: Leverage
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Holding other factors constant, Profitability is the only variable with a negative correlation with leverage and also
statistically significant at 1.9% level of significance. This implies that for this segment, as the level of profits increases,
the use of debt to finance investments decreases. Tangibility has a positive correlation with leverage and is also
statistically significant at 19.9% level of significance. Growth has a positive correlation with leverage and is also
statistically significant at 22.7% level of significance. This implies that as growth increases, the level of leverage also
increases. Size also has a positive but insignificant correlation with leverage and is also statistically significant at 73.8%
level of significance. This implies that as size increases, the level of leverage also increases.

Therefore:
LG = B0 + PITA + B2P + B3ES + P4FG + ¢
LG =-1.098 + 129TA - 252P + 061FS + 020FG +¢

6. SUMMARY OF FINDINGS

The objective of the study was to establish the influence of firm specific factors on capital structure of listed
manufacturing and allied firms in the NSE in Kenya. The results indicate that over the five years period the manufacturing
and allied firms had a mean leverage of 0.59, profitability of 3.20, firm size of 0.03, asset tangibility of 1.11, and firm
growth mean of 0.21. The standard deviation values were all less than 1 indicating that there were no significant
variations in the responses. The study findings established a correlation value of 0.846. This depicts a strong linear
dependence between the two variables. The R-squared indicates the coefficient of determination, which is the proportion
of variance in the dependent variable that can be explained by independent variables. An R-square value of 0.776 was
established and adjusted to 0.653. The coefficient of determination depicts that 77.6% of the variations in leverage can be
explained by tangibility of assets (TA), profitability (P), firm size (FS), and firm growth (FG) meaning that there are other
factors that influence the total leverage of the segment. The study findings further show that the independent variables
statistically predict the dependent variable (6, 95) =8.336, p<0.05 (i.e. the regression model is a good fit for the data). The
findings also reveal that Profitability is the only variable with a negative correlation with leverage and also statistically
significant at 1.9% level of significance. This implies that for this segment, as the level of profits increases, the use of debt
to finance investments decreases. Tangibility, growth, and size has a positive correlation with leverage and are also
statistically significant at 19.9%, 22.7% and 73.8% level of significance. This implies that as growth increases, the level
of leverage also increases.

7. CONCLUSIONS

Literature suggests that debt requirements of a firm in one industry differ from the firm in another industry; hence
determinants of capital structure are different across industries (Titman & Wessels, 1988). The reason for this is because
in the environment, business risk varies across the industries. The manufacturing and allied industry is unigue in many
aspects compared to other sectors in Kenya. This study concludes profitability, firm size, asset tangibility, and firm
growth are determinants of the capital structure of manufacturing and allied industry firms in Kenya. The most influential
variable is the asset tangibility, followed by firm size and firm growth. Liquidity has the least impact on leverage of the
cement manufacturing firms in Kenya. The study also concludes that profitability has a negative correlation with the
leverage of the manufacturing and allied industry firms in Kenya. This implies that as leverage of the firms increases
profitability will fall. All the other variables have a positive correlation with leverage.

8. RECOMMENDATIONS OF THE STUDY

On the basis of the above, conclusions, the following recommendations were made for the influence of firm specific
factors on capital structure of listed manufacturing and allied firms in the NSE.

Recommendations for policy and practice:

The study recommends that some of the factors to consider when making capital structure choice include profitability,
size of the firm, growth of the firm and tangibility of assets. Chief Finance officers of firms in the manufacturing and
allied firms should take into account the industry norms when developing their financial policies. The study further
recommends that capital structure of comparable companies in the industry should be considered because it might reflect
the unique risks inherent in that industry.
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