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firm by UJ plying 

m 1 ' i . uch as Return on Assets, Return on Equity, Operation Profit 

r in and · amings per Share to identify the financial performance of the 

ling cross-section analysis. Moreover, the leverage variable has been 

unal · ·d in c rrelation with other financial performance ones in order to identify the potential of 

anticipation for future fmancing options for sugar companies in Kenya. The regression analysis 

result demonstrated that there is a significant weak negative relationship between firm's leverage 

and Return on Assets and the same for Net Profit Margin. The results also showed that for 

Return on Equity and Operation Profit Margin, there is a significant no relationship between 

them and the firm's leverage. Using the pooled cross-section figures for financial performance, 

the study found out a :significant no relationship with the leverage of the firm. The study 

recomm nds that a further study should be done incorporating all the ugar companie in K nya 

and the period under tudy to be increas d to include major climate change that " ould afTe t th 

indu try' performance. 
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1.1 Background of th tu 

CHAPTER ONE 

INTRODUCTION 

Capital structur re[i r th ftrm . finan ial framework which primarily consists of the debt 
, nd equity u · • I l > tin m mn. It is a topic that continues to keep researchers in the field. 
From th · initi tl " rk t digliani and Miller (1958) on capital structure, there has been 
udditi )nul tlu · nt1icting theories of capital structure developed. These includes: static trade-
n: [ 'ling rder. and agency cost theories. 

The static trade-off theory of capital structure (also referred to as the tax based theory) states that 
optimal capital structure is obtained where the net tax advantage of debt financing balances 
le erage related costs such as financial distress and bankruptcy, holding firm's assets and 
in estment decisions constant (e.g., Baxter, 1967 and Altman, 1984). According to Myers 
( 1984). firms adopting this theory could be regarded as setting a target debt-to-value ratio with a 
gradual attempt to achieve it. Myers (1984), howe er, suggests that manager will be r luctant 
to i sue equity if they feel it is undervalued in the market. Th con 

perc ive equity i u to only occur if equity is cith r fairly priced r \' r pric d. A a rc ult 
m to t nd tort: t negativ ly t an quity i u and manag m nt i r lu tant t i. quit '. 

p m 

n "th 

rth ry 

tht 

r rred to th in nn ti n a )tnm tr the ry pr J 
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capital structure is difficult to define as equity appears at the top and the bottom of the 'pecking 

order'. Internal funds incur no flotation co t and require no disclosure of the firm's proprietary 

financial information that rna · in lud tlm1' p tcntial investment opportunities and gains that 

are expected to accru a re ~ult t tun krtakin) such investments. 

Th • u 'l'llC • pital tructurc states that an optimal capital structure will be 

dcll'rminL' l b · m•n•m•zin the c t arising from conflicts between the parties involved. Jensen 

r ue that agency costs play an important role in financing decisions due to 

the contlict that may exist between shareholders and debt holders. If companies are approaching 

financial di tre s. shareholders can encourage management to take decisions, which, in effect, 

conti cate funds from debt holders to equity holders. Informed debt holders will then require a 

higher return for their funds if there is potential for this transfer of wealth. Debt coupled with 

interest payments, may reduce the agency conflict between shareholders and managers. Debt 

holders have legal redress if management fails to make interest payments when they are due, 

hence managers concerned about potential loss of job, will be more likely to operate the fim1 a 

efficiently as possible in order to meet the interest payments thus aligning their behaviour clo r 

to harchold r wealth maximization. 

R arch continu to an lyz capital tru tur\; and try to d ,tcnnin whether ptimal apit·1l 

tu n optimal c pit, 1 tructur i u u lly d tined on th t ' ill minimiz 

c pit I hil m ·imi in fim1 v lu . ·1 h r , nh 

mpnn ·. P 

uit in h ir pi tru tu min puz iti n I pit 1 



industry influence the companies' managers or are there other reasons behind their actions in 

capital structure? The answers to the e questions are important, because the actions managers 

take will have an impact on the peril m1 n of the firm, as well as influence how the investors 

will perceive the comp n . 

In dcvclopin • wuntu . m1 n fin<tncing decisions involve a wide range of policy issues. At 

the m ten> I., I. th ' h im lications for capital market development, interest rate and security 

price d t nnin 1ti n . and regulation. At the micro level, such decisions affect capital structure, 

corpomt gm ernance and company development (Green, Murinde and Suppakitjarak 2002). 

Knowledge about capital structures has mostly been derived from data from developed 

economies that have many institutional similarities (Booth et al, 2001). Many studies on 

corporate financing policy and impact of debt on performance focus on firms from developed 

countries where there are corporate and personal taxes and developed financial markets 

(e.g.Barton and Gordon, (1988), Bettis, (1983), Bradley, Jarrell, and Kim, (1984), Capon, Farley, 

and Hoening (1990) and Titman and Wessels (1988)). It is important to note that different 

countrie have different institutional arrangements, mainly with resp ct to their tax and 

bankruptcy code , the exi ting markets for corporat control, and the role bank and ccuritic 

marke play. There are al . o difTerenc m cial and cultural i uc and n th 1 cl o 

econ mic d vel pm nt. Th tu lly '' rrnnt takin a th r u 'h 1 k ut th i. sue 

r m th 
c ci lly ' •ithin th ont . t of I· 

.I 
n un d 

u m ni in 



countries. They found that firms in developing cOtmtries made significantly more use of external 

finance to finance their growth than is rpi all the case in the industrialized countries. They also 

found that fim1s in developing untri~.: s rd more on equity finance than debt finance. These 

findings seem surprising gi · n th. t . t 1.. mnrk 'ts in developing countries are invariably less well 

developed than tho · in th in lu .... tri,tl ountrics, especially for equities. However, in an Indian 

study, C'ohlt 1111 111 I 'ul 1 ll uni, m (1998) used a sample of larger firms and found that Indian 

' c1 external and equity financing. In a study of large companies in ten 

dcv ·loping · 1untri • . th et al. (2001) also found that debt ratios varied substantially across 

devd ping c untrie . but o erall were not out of line with comparable data for industrial 

c untrie . In the last decade. most countries have shifted their development strategies towards a 

greater reliance on private companies and on the use of organized capital markets to finance 

the e companies. This underlines the importance of research on the functioning and financing of 

pri ate companies in a wide range of institutional environments, particularly in developing 

countries (Green. Murinde and Suppakitjarak, 2002). 

1.1.1 Firm Le\'erage and Financial Performance 

Leverag refi rs to debt securities the firm issues in order to rai e the needed capital (Rao, Al­

Yahya , and yed, 2007). Th e ·istenc of a r lation hip b h n firm pr fita ility and capit l 

tru tu can be c ·plain d in t rm th p kin A r nd iekp , 2 5 . h 

th ry h ld th t fi nn pr ~ r intern urc ~ f fin, nc to 

p m h on th t i n ith c: nd ri ·y, t the nc th t i m t 

n 
t\\ n IJ \\ ll 

rti ilit int m l un lll 



profitability as well as liquidity (Mazur, 2007). By this token, profitability firms with access to 

retained earnings can rely on them a opp ed to depending on outside sources. Murinde at al. 

(2004) observed that retention th prin ip 1 source of finance. Titman and Wessels (1988) 

and Barton et al. (1989) th.lt firm. with high profit rates, all things being equal, would 

maintain rclativel 1 >W r t rllit sill they arc able to generate such funds from internal 

sources. 

ccording t 1 ·tuti t de- tl theory, using equity results to moving away from the optimum 

capital ·tructure and hould therefore be considered uneconomical to the firm. Therefore, higher 

profitability decreases the expected costs of distress and let firms increase their tax benefits by 

raising leverage· therefore. firms should prefer debt financing because of the tax benefit. 

However. it increases the risk of bankruptcy and financial distress (Scott, 1977). Pecking Order 

Theory argues that informational asymmetry, which firm's managers or insiders have about the 

firm's returns or investment opportunities, increases the leverage of the firm with the same 

extent. Robb and Robinson (2009) agree with Miller and Modigliani (1963) that the gains from 

leverage are ignificant, and that use of debt increases the market alue of a firm. inancial 

leverage ha a po itive effect on the firm' return on equity provided that th c, rning p wer f 

th finn ( th ratio of the earnings before inter t and tax t t tal exc d the 

v m d bt to th finn rt and 1 \ al . 20 1 0 . 

'1.1.2 u r lndu t rn K ny 

n th irl · f1 t 

ut m m 11 

t m nd 

hil t th 



remaining is from nucleus estates of the sugar processing companies. Kenya has seven major 

factories with an annual production capa ity of between 550,000 and 600,000 tones of sugar. By­

products from the factorie in lud m 1 •. c. mo. tly for alcohol production, baggase for power 

generation and tilt r pr ·s m. rt l r h:rtili .~r. Statistics show that Kenya's demand for sugar is 

higher than . uppl , 1· L\ i1 L 'I t< r mor invc 'tmcnt in the sector. There exists potential for 

Kenya to h · >Ill • produce surplus amounts for 

export. 'I h • 

1.2 t tcment of the problem 

tudie on the effect of debt on returns have generated mixed results ranging from those 

supporting a positive relationship hypothesis to those opposing it (Obert and Olawale, 2010). 

They argue that some did not come up with any effect on returns, that is, they found out that 

firm's leverage did not portray any relationship with the financial performance of a firm. 

Empirical studies from some emerging markets such as Dare and Sola (2010), an and Ileng 

(20 11) and Robb and Robinson (2009) agree with Miller and Modigliani ( 1963) that the gains 

from leverage are significant, and that use of debt increases the market value of a firm. Thi 

tudy therefor attempted to find out the relation hip by anlysing a capital tructur qu ti n 

fr m a Kenyan environment. Kenya differ from developing countri pri!Vl u ly tudied it 

h d velopin capital mnrket ''hich may not efficient and h d f 

liti I in ilit . 

pi ru tu tudi in rv ' th r I ti n hi h n 

m 11 nt n m 



looked at the impact of Profitability on Capital Structure of Companies Listed at NSE, and 

Kanyuru (20 1 0) studied the relationship ben een Capital Structure and Financial Performance of 

Firms listed at NSE. However, n tu h inv~ tigatcd the influence of leverage on financial 

performance of sugar indu tr ' in k n . . Th industry for a long time has been characterized 

with very 1 w p ·• ow1 u1 · m i m.lj< ri1 of them having financial challenges forcing some like 

we ·t ·rn 11..· •i 1n. I h tu 

un t r Most of the sugar factories in Kenya are operating in the 

hcreforc endeavor to find the answer to the following research 

qu ·,·ti n:: l 1 wh.ll . tent are the sugar processing companies levered and how leverage relates to 

iinuncial p rf rmance of sugar processing companies in Western Kenya. 

1.3 Objective of the study 

The study sought: 

l. To determine the extent of leverage in sugar manufacturing companies in Western Kenya 

2. To establish the relationship between leverage and financial performance of sugar 

manufacturing Companies in Western Y enya 

1.4 ignific nee of the tud 

u tudy . amin d the e t of financial choic c pital tructur ugar m nu cturin l 

tnn tudy f thi . i an 1mp rtant r pl r d. 
By c th cnpit I tru ture ar manufa turin nd m dium 

tZ tudy • nt in th K n; n :mt h t:n th 

th n m 

m l m1 ti n l Pri' l 

7 



Sector Development Strategy which articulates government's commitment to facilitating private 

sector-led growth. It is expected that the findings of this study should have important policy 

implications for Kenyan sugar mp m ". 

Finding the in:trum ·nt c timi;r.~. th p rformance of a company, including by the choice of 

the comhinlti ,n ,f m w d resources, as well as identification of capital structure 

f the most important themes in corporate governance and useful 

lppr) 1 ·h r r u ·h im·e tor on a capital market. The Capital Markets Authority (CMA), the 

Kenya . · ciation of Ianufacturers(K.AM) and other regulatory bodies that are responsible for 

th licen ing. regulation and supervision of operators in the capital markets, including policy 

formulation, monitoring and evaluation can make informed decisions on the basis of the 

findings. Western Kenya being a region with densely population, rich agricultural resources and 

a well developed human resource (USAID report, 1982), should benefit from this study by 

helping investors interested in this region to make justified decision. 

The study should in addition make a significant contribution to the growing body of research on 

capital structure and performance especial in a region a way from the main floor of the stock 

market and major financial institutions. The findings may also be u d as a urce of r ferenc 

for other re archer . In addition. academic re earchers may n d th tudy findings t timulnt 

furth r re r h in thi ar a and a uch fonn b i of g d ckgr und r urth r r 



2.1 Introduction 

he r view of lit ·• llur 

CHAPTER TWO 

LIT RATURE REVIEW 

1h systematic identification, location and analysis of 

docum ·nt: '(Hit tinin • in t n ti n related to research problem being investigated (Mugenda and 

Mu • ·n i 1. d b" ective of this study is to determine the role of capital structure on 

fin m ·ial p rf m1an ~e of ugar manufacturing companies in Western Kenya. In light of this, this 

chapter review the theories of capital structure, firm leverage and financial performance of a 

firm. empirical studies on capital structure and financial performance. The rest of the chapter will 

review the conceptual framework of the study. 

2.2 Capital Structure Theories 

There are different theories of capital structure. David Durand propounded the net income 

approach of capital structure in 1959 (Durand, 1959). This approach states that firm can increa 

its value or lower the cost of capital by using the debt capital. Net operating income approach i 

conve to this approach. This approach contends that the alue of a firm and co t of th cap it l 

ar indcp ndent to capital structure. hu th firm cannot incr a it ~ lu by judici l mi tur 

of d t an uity c pit l. he r t\'>O :tr m ppr he t capit l tru tur making it n 
PU7.2.l • 

lmn 
h t th pit l in l . 1 li t ili 

pl tl sm1 rt in l 



after then it tends to remain constant with a moderate use of debt capital, and finally value of the 

firm decreases (Solomon, 1963). Thu the theory holds the concept of optimal capital structure. 

The modem theory o a pit l t 1 tut t: h~. l,m with the celebrated paper of Modigliani and Miller 

n i 1 ·" i , 1 < 91 ). In this paper, they supported the net operating 

income appro 1 h m I th traditional theory of capital structure. They argue in their first 

pwp(l ithlll that th m rk t 'aluc of any firm is independent to its capital structure and is given 

cted return at the rate appropriate to the risk class (Modigliani and Miller, 

l Q~ ). It means that the increased expected rate of return generated by debt financing is exactly 

otT et by the risk incurred regardless of the financing mix chosen (Rao et al, 2007). This theory 

later became known as the "theory of irrelevance". It was theoretically very sound but was based 

on the assumptions of perfect capital market and no tax world, which were not valid in reality. 

So, this was corrected in 1963. In correction they incorporated the effect of tax on value and cost 

of the capital of the firm (Modigliani and Miller, 1963); and argued that, in the presence of 

corporate tax, the value of the firm varies with the variation of the use of the debt due to the tax 

benefit on intere t bill (Baral, 1996). 

In 1976, iller propounded th n :t ver ion of irrele ancy th ry of c pit l tructurc. II 

pl d in hi pre id ntial ddrc to nnual ctin • o American mn 

tlant ity. w J 13 ral 2 4 th t capit l tru tur f 

nd 

ut fi t. th 

it 1 7 h 'thi 

0 



theory-the shareholders chickens out first-pleads the optimal capital structure. In the 1970s, a 

number of scholars developed debt capa ity theory. One of them is Scott's multi-period model of 

debt is considerable debt capa it. the r . This theory argues that the capital structure of non-

bankrupt firm is a fun ti n ~:nrnin lS and the liquidating value of its assets and the 

function or liquidating value of the firm's assets, the 

' f th firm (Scott, 1976). Martin and others summarized the debt 

c lp tcity th. ni o h different scholars during 1970s and concluded that the value of 

th ·linn i · m imized ''hen marginal benefit of debt is equal to the marginal cost of debt (Martin 

md U1ers. 19 

Three other main theories were also developed from the late 1970s which are the Trade-off 

theory the Pecking-Order theory and the Agency theory. Each theory has tried to explain the 

reasons behind the choice between debt and equity finance. 

th p im n tt. 1i th ul l 

1 



applicable for large firms which are more likely able to generate high profits. Since small firms 

are less likely to have high profits, the • may not have an option to choose debt financing for the 

tax shields advantage (Petit and in c.:r, 1985). The theory therefore suggests that firms with 

substantial amount of int n ibl . ::-.d. should rdy on equity financing, whereas those firms 

having tangibl u ·t 

4 . 

2.2.2 P ckin Order Theory 

h :IVily on debt financing (Harris And Raviv, 1990). 

th r i ' ca 'i ly accepted because it explains why firms do not use 

Pecking Order Theory is developed by Myers and Majluf (1984) which states that capital 

structure is driven by firm's desire to fmance new investments, first internally, then with low risk 

debt, and fmally if all fails, with equity. Therefore, the firms prefer internal financing to external 

fmancing. It basically states that firms will consider all methods of financing available and use 

the least expensive source first (Myers, 1984) and (Brealey and Myers, 2000). The pecking order 

theory discusses the relationship between asymmetric information and investment and financing 

d ci ions. According to this theory, informational asymmetry, which firm's managers or in ider 

have about the firm's returns or in estment opportunities, inc rea es th leverage f the firm with 

th same e ·tt:nt. o du to the asymmetric informati n and signaling probl m a ci t d ~ ith 

t m I finan ing. th fin ncin ch ic 

t m 1 financ an f r d t over c uity. · hi th ry i ppli blc fi r I r 'C fim1 

m 

in 

th t 

p tit 

1 

m ll firm 4lt: p. }U md lu\\c.: 

it 

th t in th 



small firms' financial statements vary. small firms usually have higher levels of asymmetric 

information. Even though investor ma' prefer audited financial statements, small firms may 

want to avoid these costs. Th r r . \ h~.:n i.. uing new capital, those costs are very high, but for 

internal fund , cost can be n. id~.: r d ,\ lll)ll • 1· or debt, the costs are in an intermediate position 

between equity nd int . I un Is. 1 ha fore, firms prefer first internal financing (retained 

curnings). md th n th hl o e equity as a last resort. The important difference is that 

the ·quit ' i · livtd mt t part namely, internal equity and external equity. Pecking order 

the )ry ·u' ' ·t Umt finn i suing debt send a positive signal about their future prospects. This 

ul ·o • how· that the company has more investment opportunities and growth prospects than it can 

handle with internally generated funds. The reasoning behind this is that managers who are 

unsure of future profitability will not subject the firm to bankruptcy risks. Therefore, only those 

firms that are confident of their ability to repay obligations will issue debt. In summary, 

according to signaling theory in finance, equity is issued to spread risk amongst equity holders, 

while debt is issued to a void sharing wealth (Roa et al, 2007). That means, signaling theory is 

consistent with shareholder wealth maximization and therefore has wide support. 

2.2.3 gency Theory 

ry focu 

hold • man 

on the c t which ar creal d due to c nfiict 
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conflicts between managers and shareholders occur due to disagreements over an operating 

decision. Harris and Raviv (1990 adopt that even if shareholders or debt holders prefer 

liquidation of the firm, manag rs 1 • hoosc to continue the firm's business. This model 

provides rights to har h ld r t l liqnidntion if cash flows are poor. On the other hand, 

Stulz (1990) a · um .1 • pr [! r to invest all usable funds even if paying out cash is 

n trains the amount of free cash flow available for profitable 

l tructurc is determined by the conflicts of interest between inside 

md 1ut:id inv ' t . H ·ever, for small firms, agency conflicts between shareholders and 

1 nd~ · ma · e particularly severe (Ang, 1991). Since in small firms managers are mostly the 

owners. there are no or very few agency costs of equity. So, small and medium enterprises are 

required to provide some kind of guarantees materialized in collateral. The type of assets that a 

firm has determines the cost of financial distress. For instance, if a firm invests largely in land, 

equipment and other tangible assets, it will have smaller costs of financial distress than a firm 

relying on intangible assets. 

In recent tudy, Frank and Goray (2003) tested the pecking order theory o er the 1971 thr ugh 

199 period. They found that in contrast to Pecking order th ry, internal fin ncing i n t 



viewed in the context of developing nature of Chinese economy. This paper also concluded that 

the trade-off model or the pecking order hypothesis, based on Western settings, fail to explain 

the capital structure prefer nc 

on companies in K n a hL 

f hinl::sl: firms. This could also be true from this present study 

h: lul: to th fact that the Kenyan Financial market is in a 

developing stu •c md unlik \\ tern c()Untrics which are stable politically; Kenya has been 

in litical nvironmcnt which makes the economy to be unstable. 

2.' Firm and Financial Performance of a Firm 

2.3.1 Firm I yerage 

Leverage refers to debt securities the firm issues in order to raise the needed capital (Rao, Al­

Yahyaee, and Syed 2007). Modigliani and Miller theory of 1963 assumes that a firm's value is 

maximized when it employs more of debt in its capital structure than equity. When debt is used 

in the capital structure, the average cost of capital is reduced and profitability enhanced 

(Modigliani and Miller, 1963). Leverage is a financing strategy designed to increa e the rate of 

return on owner's investment by generating a greater return on borrowed funds than the co t of 

u ing the funds . Leverage would be positi e if return on as ets (R A) is greater than the be for -

tax inter rate paid on debt. legative leverage ccurs " h n a firm g nerat a return on 

R that i le than th before-tax int r t on debt (Dam daran, 199 ). 
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~=I (1-t) ...................................................................................................... (1) 

Where Kd = Cost of debt 

I = Interest rate payable 

t = The marginal t< 

( orreia ct al., 200 ). 

rk tinter st rate) 

reduce the amount of tax to be paid by the firm and increases the 

\\hil t the use of equity does not enjoy such a benefit. In addition to the 

ta:· advantage. the cost of debt is generally low as compared to equity due to the lower risk 

as ociated with debt as debt holders has the frrst claim in the case of insolvency (Damodaran, 

1999). Debt also makes planning easy because interest cost on debt is usually fixed which allows 

efficient planning as the cost will be known (Obert and Olawale, 201 0). As long as the interest 

on debt is lower than the return that can be earned on the funds supplied by creditors, this excess 

return accrues to the owners of the firm as their benefit of using debt (Bernstein, 1993). Though 

debt has its fair portion of benefits, it does not come without costs. The major costs associated 

with debt include bankruptcy, agency costs and loss of flexibility (Damodaran, 1999). 

2.3.2 Fin nci I Perform nee of a Firm 
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sales, market capitalization and others (Barbosa and Louri, 2005). One of the most fw1damental 

facts about businesses is that the operating p rformance of the firm shapes its financial structure. 

It is also true that the financial itu ti n of th tlrm can also determine its operating performance. 

The financial statement 

th ·~c r ·turn · m • l ' lll • I 

th r~ I n. irnportant diagnostic tools for the informed manager. 

.1 '< Hntin measures of performance, such as return on equity 

I ( 1), and return on assets (ROA), along with the variability in 

archer from finance and economics seem to prefer market returns 

along with their variability as performance measures. Some performance 

mea ·ure · in pre\•ious studies typically measure accounting rate of return (Rao et al., 2007). 

ccording to there study, the idea behind this measure is perhaps to evaluate performance from a 

management standpoint. They argue that return on investment (ROI), return on capital (ROC), 

return on assets (ROA) and return on sales (ROS) are essentially efficient measures. That is, how 

well management is using the assets as measured in currency terms to generate accounting 

returns per currency of investment, assets or sales. Return on assets (ROA) and return on equity 

(ROE) are the most frequl!ntly used perfom1ance measures in prior studies for example arter, 

0977). Rao et al.. (2007) and Obert arid Ola" ale, (20 1 0) 

2.4 mpiric 1 tudie on Firm' cvcrag and inancial P rf rmanc 

tru ture i clo d link d with corporate p r[i nnanc ian and itun. 2 7). ~ tudic n 

r ult ran •in ' upp rtin 
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markets such as Dare and Sola (20 1 0). San and Heng (20 11) and Robb and Robinson (2009) 

agree with Miller and Modigliani 1963) that the gains from leverage are significant, and that use 

of debt increases the market value tinn. ' inunciallcverage has a positive effect on the firm's 

return on equity provid d th t the c. rning.:s powers of the firms assets ( the ratio of the earnings 

before intcre t und l ' · 

2010). Dar· ml 

t I . ~ 1 ) ( , cccd · the average debt to the firm (Obert and Olawale, 

nductcd a study on the impact of capital structure on corporate 

pcrfhrm m · nan petroleum industry and found out that the leverage ratio has 

si 'nitic mt po ith effect on both the earnings per share and dividend per share and concluded 

that management hould do more to improve on leverage ratio. San and IIeng (2011) 

inve tigating the relationship of capital structure and corporate performance of firm before and 

during financial crisis of 2007 on construction companies in Main Board of Bursa Malaysia 

(exchange market) found a mix relationship. For big companies Return on Capital (ROC) with 

Debt to Equity market value (DEMV) and Earnings per Share (EPS) with Long-term debt to 

Common equity (LDCE) have a positive relationship whereas EP with Debt to apital is 

negatively related. 

Oth r tudie such as Obert and lwale (20 1 0) and Rao et al. (2007) fi und ut a n g ti c 

relationship betw en capital tructur and c rporate p rfom1anc . 'I heir r ult arc inc n i t nt 

ith th pital tructure th ory by odi liani and ill r 1 3 . 

in d t from retail in 1 :.u 
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performance suggests that agency issues may lead to use of higher than appropriate levels of debt 

in the capital structure, thereby pr du ing 10\ er performance. Phillips and Sipahioglu (2004) 

using data collected from 43 K u tul org nisations which possess an interest in owning and 

managing hotel , t . t d di li.\ni .m l Mill r's (1958) capital structure irrelevancy theorem . 

n i nilt ant r lationship between the level of debt found in the 

cupit II tnt tur · 111 l rfc rmancc. 'I hcse results are consistent with Modigliani and 

2009) using three of accounting-based measures of financial 

p ·rtorm m, (i . ~ . return on equity (ROE), return on assets (ROA), and gross profit margin), and 

based n a sample of non-financial Egyptian listed firms from 1997 to 2005 the results reveal 

that capital tructure choice decision, in general terms, has a weak-to-no impact on firm's 

performance. 

In conclusion exactly how managers set the proportions of debt and equity used in firm's capital 

structure continues to remain a puzzle. It could be reasoned that firms within the same industry 

would have similar capital structures and behave in similar manner. However, this may be far 

from being the case since the empirical evidence shows that debt-to-equity ratios continue to 

vary even between companie within the arne indu try. This tudy ther for 1 ked at h w the 

pital tru tu of a fim1 relate to it financi I p~.:rfonn nc in th K n un t up \ ithin th 

u r industry which hn n t be n don be re. 



2.6 Conceptual Framework 

This study was guided by the following p rceived conceptual framework. 

Figure 1.0 Perceived Conceptual Fr mcwork for r >[ating leverage to financial performance of 

sugar companies in We 'fern K m 
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3.1 Introduction 

'I his chapter pt · 

the P'lth h.l lind in' m 

CHAPTER THREE 

RE R H METHODOLOGY 

th · a •• r h methodology. Kothari (2008) asserts that the aim of the 

details regarding procedures used in conducting the study. It is 

t our research questions. It includes all techniques, methods and 

pr c ·dur , · ad pt d in the research. Section 3.2 of the chapter outlines the research design~ 

ection . de cribe population and sampling, section 3.4 outlines the data collection tools and 

procedure . section 3.5 provides the data analysis section 3.6 provides the research hypotheses 

outlines the models diagnostic tests. 

3.2 The Research Design 

The study applied descriptive survey research design. This design was to help in description of 

the data and\ hether the data analysis shows statistical relationships or is merely de criptive- in 

thi case the financial perfonnance of sugar proce sing companie in We t m Kenya in relation 

to th ir capital tructun.: . 

3 'Popul tion nd mpling 

r th purpo tu '. popul tion \\ d fin d in t m1 th numb r f rc •ist r d u r 

0 20H . • en · 

m m 
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The target population for this study ' as 9 companies from Nyanza and Western region. 

Applying census survey technique, all th 9 companies depending on the availability of 

information were sampled for the tud '. 

3.4 Data collection 

The data · ·t :omp• i · · t nclar data. These were the audited financial statements of the 

rcsp · ·tiv · · 1mp mi t.lincd fr m the offices of the financial managers. The data required for 

the cut ·ulati n· f th ratio as shown in table !(Variables and proxies) below, were extracted 

from the audited fmancial statements. The study sampled observations for the five-year period 

between -006 and 2010. The fmance managers were targeted as the respondents because they are 

conversant \\ith fmancial issues affecting their companies. Attached is a cover letter used in 

requesting the manager for copies of the fmancial statements for the five-year period. 

3.5 Data Analysis 

3.5.1 Conceptual Model 

The study model is based on two major components namely capital structure and financial 

performance of manufacturing companies in Nyanza and Western Kenya region. The tudy 

cone ptualize that financial performance of manufacturing companies in Nyanza and We tern 

Kenya re i n i a function of th ir capital tructurc.: . quat ion 1) 

m I fi r thi rei tion: 

/P ................................................... (2 

/P R · 

turin 

nt th c nccptual 



3.5.2 The Analytical Model 

The study used a panel regre ion m d 1 for e. timntion. Panel data involves the pooling of 

observations on a cross-section funit t ~.r s v rnl time periods (Abor, 2008). He argues that a 

panel data approach i m r u , tul th.m ith r cross-section or time-series data alone. One 

advantage of u ·iu ' th · 1 m ·I d.1t.1 . t is that, because of the several data points, degrees of 

frc ·dom ar · in ., · , ·d 111 t llincarity among the explanatory variables is reduced, thus the 

ctlici n ·y r mic estimates is improved. Panel data can also control for individual 

due t hidden factors, which if neglected in time-series or cross-section 

c timation leads to biased results (Baltagi, 1995). The panel regression equation differs from a 

regular time-series or cross-section regression by double subscript attached to each variable. The 

general form of the mode] can be specified as: 

yit = a + ~Xit + Eit .................................................................................... {3) 

Where the subscript J denote the cross-sectional dimension and t represent the time-serie 

dimension. The left-hand variable, Y, represent variable in the model which is the firm s 

financial performance ratios. X contains the independent variable which i th firm's debt ratio, a 

is the con tant and p repre ents the coefficient which mea ure ciation tween financial 

perfonnanc ratios and debt ratio and c i the err r di turbanc t rrn . 
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0 ti riabl in thi \ 'll in t lc I II \ . 



Table 1: Variables and Proxies 

VARIABLE 
Capital Structure 
(Independent 
Variabl~ 
Financial 
Performance 
(Depend ~nt vari 1bl · 

PRO FORMULAE 
Total Debt/Total Assets 

Operating profits (EBIT)/Total Assets 

Net Profit(EAT)/Owners Capital(Equity) 

Operating profits (EBIT)/Net Sales 

Net Profit(EAT)/Net Sales 

Earnings after tax and preference 
dividend/Number of Owners shares 

Data \ as analyzed by ranking all the companies in descending order by the debt ratio. The debt 

ratio measures the proportion of total assets financed by firm 's creditors. The higher this ratio, 

the greater the amount of debt used to generate profits. Debt ratio is calculated by dividing total 

debt by total assets. It was also used as the principal explanatory variable in regression analysis. 

Return on Assets (ROA) and Return on Equity (ROE) are the most frequently u ed performance 

measures in prior studies. Such studies include bert and I wale (20 1 0) Ra t al. (2 07) and 

Prath epkanth (20 11 ). ROA \ as u d in this tudy a the p rfl rman m a ur it i a 

common! u cd indicat r of manageri I perfl rman e R ct aL 2 7). ln uddi ti n t R A, r 

lh COmp ni in e h of th gr up pr fi t mar )in 

tum on equity R I ~ n t profi t m r in nun p r \\\:r 

-20 I 0. Allthi • ·pi 0\cr th It\ 

minimi th m urem nt r u r u tu ti n in • · bl . 
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The standard deviation of these performan e m a ures was also obtained in order to asses the 

volatility. 

In order to gain mot in i •he in thl Hlationship between financial leverage and performance, a 

regression mmly ·i · 

w ts u · ·d 1 • pdn ·i1 1! , l.ma 

11 ing equation (3) above. The debt ratio as mentioned above 

variable. The financial performance which is the dependent 

vnriubl ' wu · p .: nted b the proxies as shown in table 1. All the dependent variables were 

P oled cro - ection for estimation. The relationship measurement between each of the 

dependent ariables on the independent variable was solved using the Ordinary Least Square 

(OLS) method. 

J.6 Research Hypotheses 

The study sought to test the following hypotheses: 

l. Leverage has no influence on the companies ROA. 

2. Leverage has no influence on the companies ROE. 

3. Leverage ha no influence on the companie OPM 

4. Leverage ha no influence Oil the companic ,rp 1. 

5. Lev ra e ha no influenc: Oil th • compunie~ EPS. 

n, ,., ; n relation hip b Ill' n I. \' ra an/ Fin 11 ia/1 !form 111 () comp mi ' \, 



3.7 Diagnostic Tests 

To establish the significance of individu 1 ri bl s in each of the models, T-test was applied at 

both 95% and 99% level of -ks1 wos applied in order to determine whether to 

accept or reject the h th · i . 



CHAPT RFOUR 

DATA A R LT AND DISCUSSION 

4.1 Introduction 

This chapter presents th ltl L u1 1l i and r :ults of the study which have been discussed under 

key sub section~ in lin· "ill th , • arch objectives. The presentation starts by giving findings 

about the c ·t ·nt t 1 v mge among the studied firms, followed by results on the relationship 

between 1 vemge w1d tinancial performance of the firms. 

4·2 E tent of le,·erage 

Graph 1: Leverage among the 5 Sugar companies for the years 2006 to 2010 
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the extent of debt usage among the studied sugar companies can be seen at a glance. The graph 

shows that all the companies have u d d bt t finance there operations in all the 5 years, though 

the level of usage varie fr m n~.: l llll nny to another. Each company on average has 

maintained their 1 v 1 d t t u .) l~.: .111 throu )h the years. Muhoroni Sugar Company has the 

highest l<:vct (lf u ·bt 1 uit ,, hi h i above I (100%) showing that total debt is more than total 

nsscts. The · llll( m i in h cnt and has been under receivership since the year 2000. Mumias 

'ugur ~ mpuny h ~ th 10\ est level of debt usage which looks stable over the years. 

The de cripti e statistics shown in table 2 below displays univariate summary statistics for 

everat ariables in a single table and calculates standardized values. Variables have been 

ordered by the size of their means in descending order. The highest mean of 1 0.831(1083.1 %) is 

for Muhoroni Sugar Company which also has the highest standard deviation (3.1341), maximum 

05.4505) and minimum (7.8733) values which looks abnormal since the company is under 

receivership. Therefore, for the normal companies the highest mean is for Nzoia ugar ompany 

\\ith 1.1419 1141.9%) and a standard deviation of 0.0966, maximum value of 1.2267 and a 

rninimum of 0.9809. The lowest mean value is 0.3735 (37.35%) \ ith a tandard de iati 11 f 

0.1073, maximum of 0.4880 and minimum of 0.2032 for um1 ug r ompany. h 

d viation ho\ a lo\ olatility of valu inc th highc t tandard d i ti n j fi r 

mpany. 'I h minimum d bt rati 

hich indi , te that , II comp. ni ' •i thin th 11 
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Table 2 -Leverage (Debit ratio) Statistics 

tnndnd Maximum Minimum N 

Company lc:&m tatistics Statistics statistics 

3.134] 15.4505 7.8733 5 

1.1419 0.0966 1.2267 0.9809 5 

Son ~ 

0.7113 0.0237 0.7308 0.6744 5 ll l ' m an\ 

h melil ugarCompan 0.6770 0.1316 0.8723 0.5804 5 

Mumias ugar Company 0.3735 0.1073 0.4880 0.2032 5 

Graph 2: Debt ratio trend analysis 
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the year 2008 and become stable in debt usage for the following years 2009 and 2010. The rest 

of the companies show a somewhat t ..,} trend on debt usage. 

4.3 Leverage and Finan i I performance 

The financial p rform n •. ui ; I l1Urn n A ' S\.:ts (ROA), Return On Equity (ROE), Operation 

Profit margin ( PM . 

cxplunttor 

t IH ht M·trgin (NPM) and Earnings Per Share(EPS) which are the 

mputcd for every company for the five years 2006-2011. Trend 

nnuly ·is w · p ·rf rmed for the period from year 2006 to 2010 for all the proxies and for each 

compan '. 1 the proxies have been averaged so that the error due to random year-to-year 

t1uctuation is reduced and the standard deviation, maximum statistics and minimum statistics for 

each is shown to asses the volatility. 

Correlation is concern describing the strength of relationship between two variables. In this study 

the correlation co-efficient analysis is under taken to find out the relationship between leverage 

and financial performance proxies. In addition the regression analysis is used to test the impact 

of financial performance proxies on leverage of the sugar comp nies in we tern Kenya region. 

All the financial performance proxies ratios) are pool d cro - ecti n to stimatc th 

independent variable which is the financial P rformanc of th ugar c mpani in \\1 t rn 

r &ion . 1 h relation hip me urcm nt b twe n ca h f th dcp ndcnt vari bl pr . . . n the 

ind pend m vari blc i • l\icd u ing the rdin r ' I. a t qunr L ) m th d. 

~ r th fin nci I p r~ rm n of u r t rnp ni 
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Sugar Company had a major increase in 2008 at about 45% and declined to below 5% in the year 

2009. For Mumias Sugar Compan ' and Nzoin ugar Company the has been slit decline over the 

five year period. 

Graph 3: Return on ·'i 'h tlf 'ill •ar rompnnics (2006-2010) 
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Return on Equity for Chemelil Sugar Company hown in graph 4 below point up a main declin 

in 2009 and has maintained the returns below 0% since 2008 to 2010. z ia ugar mpany 
demonstrate decline in ROE from 2006 to 2008 with a maj r incr a in 200 and th r afl r a 

d clin in 2010. Th re ~ t have illu trated mewhat table R h ~ ith 1umia ug r mp.n · 
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Graph 4: Return on Equity of ugar ompnnics (2006-2010) 
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Graph 5: Operation Profit Margin of sugar companies (2006-2010) 
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Graph 5 shows the trend of Return on et f Chemelil Sugar Company and Muhoroni Sugar 
Company have been declining from _ 07 t u1 hcmclil has taken a positive turn 2010. Sony 
Sugar Company had a maj r in r\; \s~.: in_()() \t about 60% and declined to below 5% in the year 

2009. f or Mumias • u , 1r mp.tm .md zoia Sugar ompany the has been slit decline over the 
five ycur pcrio t. 

Graph 6: N •t l1r fit lar in ugar companies (2006-2010) 
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2009 and main increase for Muhoroni in 2007. The rest of the companies some stable earnings 

Graph 7: Earnings Per bar su llr t'OillJllllliCS (2006-2010) 
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4.3.2 Descriptive Statistics for the fmancial performance of sugar companies 
Table 3- Return on Assets (ROA) 

tandard Ma imum Minimum N 
Company 

ony Sugar Company 

Mumias ugar Company 

mp n · 

m n 

Mean 

0. 1099 

0. 1098 

0.0270 

0.01 

- .077 

tum n 

m 

Deviation tati tic 
tati tic 

0.19 18 
5 

0.0376 .1734 
5 

.0292 .07 

0.1712 
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maximum value of 44.27% and a minimum alue of -4.75% which indicates a high volatility of 
the values of this company. It is foll wed b Mumio Sugar Company at 10.98% with a standard 
deviation of3.76% showing 1 • ll. tilit ofthdr values. 

Table 4-Return m quat) ( ()J;. 

Standard Maximum Minimum N 
omp my Mean Deviation Statistics Statistics statistics 

N:win ~ugnr Com1 at1) 0.2811 0.3467 0.8180 0.0134 5 
Mumiu ugar Compan 0.1605 0.0247 0.1980 0.1343 5 
Sony ugar Company 0.0959 0.1288 0.2674 -0.0701 5 
Muhoroni Sugar Company 0.0006 0.0181 0.0177 -0.0299 5 

Chemelil Sugar Company -0.3504 0.4768 0.0767 -0.9124 5 ....._ 

The mean of Return on Equity is illustrated in table 4 indicating the highest value of 28.11% for 
Nzoia Sugar Company with a standard deviation of 34.67% demonstrating high volatility 
compared with other companies. 

Table 5-0perating Profit Margin (OPM) 

Company 

n • 

m ny 

0.0 02 

0.1 

0.11 



Chemelil Sugar Company . l-0.1789 
I 

0.2699 0.0508 -0.5748 

I 

Table 5 shows the mean and t n nl k intion for the sugar companies with the highest mean 
being 14.39% for , ony u •.u l mt ,ut nnd th~.: lowest mean of -17.89% for Chemelil Sugar 
Company both with t m t u l h.· inti n of about 27%. 

Standard Maximum Minimum N 
Company Mean Deviation Statistics Statistics statistics t-

Sony Sugar Company 0.2111 0.2787 0.6612 -0.0271 5 
Mumias Sugar Company 0.1207 0.0181 0.1364 0.1007 5 
Nzoia Sugar Company 0.0532 0.0714 0.1726 0.0029 5 
Muhoroni Sugar Company -0.0151 0.1114 0.1632 -0.1427 5 

Chemelil Sugar Company -0.1420 0.2006 0.0353 -0.4354 5 .__ 

-Net profit margin statistics are- revealed by table 6 pomtmg out that the htghest mean is 21.11% 
for Nzoia Sugar Company and the lowest being Chcmelil ugar ompany \! ith -14.2%. 

Table 7-Earning per hare ( P ) 



Muhoroni Sugar Company -2.9540 74.4906 120.7039 -79.2115 5 
Chemelil Sugar Company -22." ·L 31.7906 8.1251 -69.0470 5 

Table 7 show th de· ripth st . tisti . < f ~arnings per Share for the companies with Sony Sugar 
Company hnvin • th · hi ·h · 1 mean f Sh. 5.50 per share and Muhoroni Sugar Company having a 
negative m · m 1f ' h . nd a cry high standard deviation of Sh. 74.49 indicating very high 
volutility. 

Table 8-Financial Performance 
r---

Standard Maximum Minimum N 
Company Mean Deviation Statistics tatistic tatistics r-

Sony Sugar Company 0.1402 0.0939 0.2446 0.0617 5 
Nzoia Sugar Company 0.1298 0.0257 0.1697 0.1065 5 
Mumias Sugar Company 0.1130 0.1346 0.33 13 0.0072 5 
Muhoroni Sugar Company 0.0002 0.0937 0. 1528 -0. 1033 5 

Chemelil Sugar Company -0. 1871 0.2623 0.0470 - .5248 5 -
lbe financial perfom1anc ratio have been pool d cro n to give v lu r l·inanci 1 
P rfonnanc forth com pam f lin the p rfi rm n 

·arnin' Per hare n ·clu d in m 
r in Pe nt lin v lu in hill in on 

R tum n R tum n l:. uit 
th 

7 
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and Chemelil Sugar Company having a mean of -0.1871 with the highest standard deviation of 
0.2623 showing somehow high volatilit) mpm·"d with other companies values. 

4.3.3 Correlation nal l'i 

Muhoroni Sug tr (' Hnp uw h ur hav a very high volatility especial in debt ratios which is the 
independent v·tri tbl · p1 ' . mentioned it was found out that the company has been under 
r ·ccivcd1ip ·in·, c , ear 2000 and because of this, its values were not incorporated in the 
correlation and regre sion analysis. Table 9 shows statistics of the leverage ratio being correlated 
With the fmancial performance ratios. 

Table 9 shows that there is a negative relationship between leverage and all the financial 
performance ratios. Return on Assets has correlation co-efficient of -0.3772 and the co-efficient 
of determination is 0.1423 illustrating that only 14.23% of variance in leverage is accounted by 
return on assets. Net Profit Margin also demonstrates a correlation co-efficient of -0.3948 and its 
coefficient of determination is 0.1559 indicating that 15.59% of variance in leverage i 
accounted by et Profit Margin. We can say that for the two variabl , Rctum n A t and N t 
Profit Margin· ha e a weak negative relation hip with th lev ra e r d bt rati f th c mpany. 
lb re i almo t n relation hip bch n lcvcra of th finn nd R tum n 
Profit mar in • min 

th ir 
hn t z ro. 



Table 9: orr lutaon o;fllfi!'liil' 

-
orrclation Co- Coefficient of 

IJl'V ·r' • • -.· u·rdat d ' ith efficient (r) Determination R2 

R ·turn n A .::.::Pt.:: (ROA) -0.3772 0.1423 
Return on Equity (ROE) -0.0968 0.0094 
Operating Profit Margin (OPM) -0.0822 0.0068 
Net Profit Margin (NPM) -0.3948 0.1559 
Earnings per Share (EPS) -0.0778 0.0061 

Financial Performance -0.0191 0.0004 

4.3.4 Regre ion Analysi 

Regression analysis is used to te t the impact of financial p rformance n 1 crag f ugar 
Processing companies in western Kenya region. Th analy i is p r£; m1 d u ing quation ) 
above applying the ordinary lea t quare ( L m th d· the followin r 

btuin d a h wn in table I 0 low. 'I h nc ti\ lin r r l1ti n hip b t\ l: n 

th 

in 
n J uat 



and Operation Profit Margin illustrates no relationship with the firm leverage in line with the 
findings under correlation analysi . Earnings p~r hare shows coefficient of -3.2793 indicating 
strong negative relation hip whi h i in$1 'ni fi nnt since the P-Value is 0.6579. For the pooled 
cross section figure. of fin u1 ·i 11 Jl rh rman i1 shows no relationship with leverage of the firm 
since the o -ffid ~nt iu lhi ·.1.. is ·0.0096 also confirming the findings under correlation analysis. 

Tub I tati tic · 

Constant Coefficient P- Value 
a Jl 

Return on Assets (ROA) 0.1192 -0.1058 0.0319 
Return on Equity (ROE) 0.1081 -0.0845 0.0536 
Operating Profit Margin (OPM) 0.0747 -0.0394 0.0329 
Net Profit Margin (NPM) 0.1966 -0.1871 0.0448 
Earnings per Share (EPS) -0.1618 -3.2793 0.6579 
Financial Perfonnance 0.0559 -0.0096 0.0319 

naly i 

o e tabli h the ignifican e of individual variabl in e4 h 
dia 'll ti '1-tc t w ppli d t both 5% and 9 % level of c 

J pli d in rd\:r to 
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Return on Equity, Operation Profit Margin, et Profit Margin and the pooled figures of financial 

performance are significant since th ir P-Values are less than 0.05. Earnings per Share 

relationship with firm's leverag i in ignifi nt sin 'its P-Value is greater than 0.05. 

The results indicat · · t \\ • 1k n ti'' n: lationship between Return on Assets(ROA) and Net 

Profit Margin (NP 1 ndcnt variable proxy -debt ratio, which illustrates that the 

rcscurch hyp 1th ·i · 1: ha no influence on the company's ROA and 4: Leverage has no 

influence on th c m an) · PM are false. In addition the results show that there is no 

relation ·hip between Return on Equity (ROE), Operation Profit Margin (OPM) and the pooled 

cro - ection values of financial performance and leverage. It therefore shows that the research 

hypothesis 2: Le erage has no influence on the companies ROE, 3: Leverage has no influence on 

the company's OPM and 6: There is no relationship between leverage and financial Performance 

of companies are true according to the results of the study. Results show that no conclusion can 

be made on Earnings per Shares since the data is inadequate for this hypothesis te ting. 

These results are consistent with several studies that were don in d veloping countric . b rt 

and Olwale (20 1 0) and Rao et al. (2007) found out a negati rclati n hip twc 11 capital 

tructure and corporate perfonnancc. · baid (2009) u in thrc o a untin '-b cd m • ·ur f 

rn r in and mpl f n n-finan i I · 
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suggests that the use of debt leads to an increase in the value of a firm by reducing the cost of 
capital and magnifying returns to '''Il rs. The inconsistency can be attributed to high interest 
rates and high cost of funds pre\' ilin ink. n .. 

IIAPTER FIVE 

lJMM I{ • < • JON AND RECOMMENDATIONS 

5.1 lntrodu ·tion 

Thi chapter give the summary, conclusion and recommendations of the study on the 
relation hip between leverage and the financial performance of sugar processing companies in 
the western Kenya region from the key findings. 

5.2 Summary 

The study found out the extent of debt usage among the sugar companies in western Kenya 
region and the relationship that exist between their debt usage and financial performance. This 
was done by collecting data from the major sugar processing companies in the western Kenya 
region. The region covered the whole of yanza and Western province including Kcrich 
County in Rift valley province. Companie targeted for th tud • included all th pu lie 
government 0\Vned and pri at companic within th n:gion. that i . n n u t 
to colle t ondar • d ta u d in the tudy. I 1 dat 

c mpany c pt 

nd fin nci 1 

th in • n n 

u d 

fth 

• ' r m "hi h th 



Data was obtained only from the publi mpnni s; the private companies were not willing to 
give out their financial perform n J 1. iu to panic of information leakage to their 
competitors. Thi challeng m, th ftn lin to h based on 62.5% respondent rate which was 
consider d fairly td • [U lt • ' ,r lh sl\l 1 • 

The r · ·ult · )r th · ·tud' h · that al1 the sugar processing companies uses debt as a major 
otu·c of tinan, th mean debt ratio for the firms are above 50% over the five year period from 

2006 to 2010. e.·cept for umias Sugar Company which has a mean debt ratio of 37.35%. 
Muhoroni Sugar Company has shown a mean debt ratio of 1083.1% over the period of study 
since it is insol ent and has been under receivership through the period of study. Nzoia Sugar 
Company has a mean of 114.19% which also so that it is insolvent but it showed some 
improvement in the 2010 data and the major debt owner is the government of Kenya who have 
no interest in putting the company under receiver manager. Trend analysis al o shows that the 
debt ratio levels for most companies have been somehow maintained through ut the period with 
the exception of Mumias ugar Company v hich quoted company in the Nairobi t ck xchang 
and have more access to financial market . 

In an ly i fth financi I per rman f th omp. 01 it \ . hown fr m th p r nn\ n 
m ure nd r th tr nd an l le r 1umi. 

h n linin r un t bl 
11 \ 

ri un 
m n illut tin hi h ll h 



drop like in the year 2008-2010. Mumias stable performance can be attributed to the company be 
a public limited company with share trading in th public stock market. 

The relationship betw en lh · 1 ' .1 '' .tnd financial performance of the sugar processing 
companies in west ·rn K n a h. n h.1 l <: n illustrated by the regression results to be negative 
since all the v tri 1hl n o flicicnts are negative. Return on Assets (ROA) shows a 
weak ncgutiv r ltli n hi \\hich i significant at 95% level of confidence indicating that the 
research hypolhe L l: Lexerage has no influence on the company's ROA is false for sugar 
companie in we tern Ken ·a region. From the results, it shows that there is a weak negative 
impact from use of debt by a company on its return on assets. This is the same case with Net 
Profit Margin (NPM) ratio of the sugar companies in western Kenya region, That is, there is a 
weak negative relationship between this ratio and leverage of the firm. The relationship between 
Return on Equity (ROE), Operation Profit Margin (OPM) and the overall financial performance 
measures with the firms leverage shows no relationship from the results confirming that re earch 
hypotheses 2, 4 and 6 to be true. Earnings per hare (EP ) results show trong negative 
relationship from the regression result which is insignificant from the p-value re ult . Therefore, 
for the research hypothesis 5: Le\·erage ha no influence on the companie EP •. th r is n 
ufficient data to reject or accept the hypothe i . 

Th findin f thi tud ' d 

t I 

n t upport th ·th 

r in I 
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in I 
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magnifying returns to owners. The inconsistenc can be attributed to high interest rates and high 
cost of funds prevailing in Kenya. 

5.3 Conclu. ion und I{ ·tuum ntl cuu1s 

Thi paper studb; th · 1 ·I IIi n hi tween the firm leverage and financial performance of sugar 
procc ·ing c mtp·mi · · in " ·tern Kenya region. A line model has been developed to estimate the 
e1Tect of variuti n in tirm · leverage to the variation in the firm's financial performance. Various 
proxies are used to e. ·amine whether a relationship exist between the two main variables. The 
results show that there is no relationship between the firm leverage and financial performance of ~ 

sugar companies in western Kenya region. In the interim, the result also indicates that there is 
weak negative relationship between the various financial performance proxies and the firms 
leverage. Different fmancial performance proxies will respond differently to the proxy of 
leverage. Only Return on Assets (ROA) and Net Profit Margin (NPM) have a significant weak 
negative relationship with the firms leverage. Comparatively, Return on quity (R E) and 
Operation Profit Margin (OPM) ha e significant no relation hip'" ith the firm le erag . 

The Earnings per har (EP ) from the n.: ult how n m 1 ,ni 1cant tr ng nc ,ativ r 1 ti 11 hip 
with the firm lev ra c nd mor d ta i required to c nfirm the r lati n hip. vcrall, or th 
pool d tion v lu~:: o tinan i l 

c Hn nic the ult 

impli 
d 1m t in tl 1r 

li ui 
m 
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dependent on banks and govenunent owned, on government for debt financing. Since most the 
sugar companies are govenunent o~ned , their m nngcmcnt are politically influenced and this 
could be the reason for poor perform, n 'l: r tlk nrs. ln some cases the production cost to the 
companies are more than th r ' nu\: lt..\ lin ) ll) outri )ht losses. The government has been giving 
debt to these firm md th · I ht .w . .:, n< t h in serviced making the accrued interest increase 
the totnl 11111 nmt pf i ·bt u I in th al ulation of leverage. The introduction of more private 
compuni ·s md n 1 r l rti nate increase in production of sugar cane (raw material) as created 
'hortug of ·ugar cane in turn affecting performance in the industry. Kenya is an emerging 
economy. u ing high amounts of debt in an economy that is in the nascent stage of development 
is fraught with risks. 

p rfom1ance c n be c pturcd in th m d l in · rd r to bt in compt\:h n i 
n time nc d t houl cov r n o m 

thi 
f th finn . 
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Currently the sugar cane production is lower compared to the conswnption of sugar in Kenya; 
this has made the sugar companie to redu e th maturity period of sugar cane to about 14 
months from the initial 24 month . 

same amount of sugar pro 

Research Authority :houll 

r sul1 of this is lower rate of sugar produced from the 

to th initial maturity period. The Kenya Sugar 

introducing a sugar cane species that has early 
n from the same amount of the sugar cane processed. 

The entry of m re pri\ate finn in the industry as forced the industry to harvest all the available 
sugar cane in the country and this means that the companies will have to wait for the young cane 
in farms to mature. In the process of waiting, there will be a continuous shortage of sugar 
products in the market which translates to high market prices of the products. The sugar industry 
for a long time has been monopolized by government owned companies and the Government 
policy on sugar industry including financing could be the main cause of the problem the industry 
is in today. To solve this mess, all the major players including farmers should come together 10 strategies the way forward for the industry or else all the companies will go Muhuroni ugar 

company way; being insol ent. 

The Kenya ugar Board ' hich i the r gulatory body f th u ar Indu try, tabli h d n 1 t 
April 2002. und r th ugar Act 200 L u cc ding th uth rit .• and 

mandate tion 4 (1 nd i t rc 'ul· tc , 
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Currently the sugar cane production is lower compared to the consumption of sugar in Kenya; 

this has made the sugar companies to redu the maturity period of sugar cane to about 14 

months from the initial 24 month . Th It: ult l f this is lower rate of sugar produced from the 

same amount of sugar pro ·u 1 M fin \ to th initial maturity period. The Kenya Sugar 

Research Authority ·houl I 1 ) k int< ".1 introducing a sugar cane species that has early 

lu ti n from the same amount of the sugar cane processed. 

The entry of m re priY te finn in the industry as forced the industry to harvest all the available 

sugar cane in the country and this means that the companies will have to wait for the young cane 

in farms to mature. In the process of waiting, there will be a continuous shortage of sugar 

products in the market which translates to high market prices of the products. The sugar industry 

for a long time has been monopolized by government owned companies and the Government 

policy on sugar industry including financing could be the main cause of the problem the industry 

is in today. To solve this mess, all the major players including farmers should come together to 

strategies the way forward for the industry or else all the companies will go Muhuroni ugar 

company way; being insol ent. 

The Kenya ugar Board which i the regulatory b dy of the ugar Indu try, tabli h d on 1 t 

April, 2002 und r the u ar ct 200 1, ~ucce din 

who tipul t d in nd 

p nd pr m t th o-
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into the problems facing the industry currently or else the industry is headed for a collapse 

looking at there performances. 

Observation abov how th. t th ~~ i ~ n u )h us of debt within the industry which should lead 

to more inv :tm ·nt thu · im1 1 'in hn:m ial performance. This is not the case for the studied 

firms sintc thL· ·tu tv h 1 h '' 1 th t there is no significant relationship between use of debt and 

the firm· ,· tin:.u1 ·ial p ·rf rmance. Further research could try to find out other factors which could 

be m tivuting the use of debt within the sugar industry; in other words, the determinants of 

capital structure \\ithin the sugar industry in the western Kenya region. 
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