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CHAPTER ONE 

INTRODUCTION 

1.1 Background to the Study 

Capital structure has for long remained a puzzle among financial managers and finance 

scholars. In their effort to maximise the value of firm, different firms applies different capital 

structures decision. Capital structure describes how firms raises finances for its operations by 

use of equity capital or debt capital or an equal hybrid of both equity and debt capital (Myers, 

2001). Financing decisions involves a trade-off between debt and equity (capital structure). 

Without funds to support working capital requirement and fixed assets, business might not 

exist. The decision about the corporate capital structure is critical in almost every area of 

investment decision, because it affects efficiency. Proper attention and care require should 

then be given consideration while making capital structure decision with a view to increase 

firms performance and maximize shareholders wealth (Mwangi et al, 2014).   

In landmark seminar paper by MM (1958;1963) about the irrelevance of capital structure and 

the advantages of tax shield on debt capital led to the development of other theories on capital 

structure. Without transaction costs, corporate taxes, insolvency cost, information asymmetry 

and in perfect market, the firms value is immaterial to the capital structure or its financing 

decision adopted. Use debt capital decrease the tax paid. MM concluded that optimal capital 

structure of firm should be totally be made up of debt capital. Several theories have since 

been put forward to explain a firm's capital, including Market Timing Theory, Pecking Order 

Theory, Trade-off Theory, and Agency Cost Theory. The decision about where source of 

capital comes from is important and affects firm’s performance. Therefore, company should 

choose the right financial mix that maximizes the financial performance (Abor, 2007). 

Between 2006 and 2011 the Nairobi Securities Exchange (NSE) recorded major Initial public 

Offering (IPO). Among the companies that issued shares through IPO included Safaricom, 

Co-operative Bank, KenGen, Britam and Scan group (Korir,2018). In 2016 KCB Group 

Limited shareholders approved plan to raise Ksh10 billion through a rights issue to boost 

their capital. However, in the recent past few firms have opted to raise capital through equity. 

It is becoming a common feature to issue debt financing through Kenya's financial markets. 

With corporates preferring to use the fixed income securities market segment of the NSE to 

raise funds for implementation of their various growth plans. Listed companies at NSE 

capital structure have been increasing their debt ratio in funding operations and carry out 

development projects through capital market (Anyanzwa, 2015). For example, Centum 
















































































