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ABSTRACT

Financing decisions and performance are significant concepts among firms.
Acknowledging this, several interventions have been undertaken by firm managers to
address weaknesses in financing decisions. Despite the efforts in making the best
financing decisions, firms still struggle to attain their performance goals. This
therefore makes firm managers unable to decipher the contribution that financing
decisions have on the performance of firms. The inability of firm managers to make
financing decisions can be linked to the difficulty in determining exactly the financing
structure that is optimal for their firms that can help increase performance. The main
aim of this research was to determine financing decisions effect on performance of
DT-SACCOs in Nairobi County, Kenya. The independent variables for the research
were financial leverage, dividend policy and working capital while the dependent
variable was performance measured using ROA. The control variable was firm size.
The study was guided by trade-off theory, information signaling theory and liquidity
preference theory. Descriptive research design was utilized in this research. The 43
DT-SACCOs in Nairobi County, Kenya as at December 2021 served as target
population. The study collected secondary data for five years (2017-2021) on an
annual basis from SASRA and individual DT-SACCOs annual reports. Descriptive,
correlation as well as regression analysis were undertaken and outcomes offered in
tables followed by pertinent interpretation and discussion. The research discovered a
0.5411 R square value implying that 54.11% of changes in DT-SACCOs performance
can be described by the four variables chosen for this research. The multivariate
regression analysis further revealed that individually, financial leverage has a negative
effect on performance of DT-SACCOs ($=-0.337, p=0.001). Dividend policy
exhibited a positive and significant effect on performance of DT-SACCOs (=0.858,
p=0.000). Firm working capital also exhibited a positive and significant effect on
performance (=0.178, p=0.029). The control variable which was firm size displayed
a positive and significant performance influence as shown by ($=0.679, p=0.000). The
study recommends that DT-SACCOs should work at improving their working capital
and their dividend policy as they significantly affect their performance. Future
research ought to focus on other DT-SACCOs in Kenya to corroborate or refute the
findings of this research.



CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

Financing decisions defines the mode in which a firm or organization will finance its
operations (Salazar, Soto & Mosqueda, 2018). In deciding how to finance the its
operations, a firm need to analyze the relative advantages of using certain form of
financing say equity against use of debt (Mateos-Ronco & Guzméan-Asuncion, 2018)
and how financing decisions impact firm performance. Theoretically, the firm
financing decision taken by a firm in regards to leverage, dividend and working

capital is expected to influence the level of financial performance (Kasasbeh, 2021).

This study was based on three theories namely; trade-off theory, information signaling
theory and liquidity preference theory. The trade-off theory by Myers (1984) was the
anchor theory as it brings explicit understanding of how financial leverage increases
the firm value through the tax-deductibility feature associated with borrowing. In
addition, the theory introduces the of agency costs as well as costs of financial distress
and shows how financial leverage may negatively influence the firm financial
performance by increasing the agency costs associated with borrowing. According to
information signaling theory by Ross (1977), investors consider dividends as a proxy
for the managements’ assessment of the firm’s performance and its prospects. The
theory hypothesizes a positive relationship between dividend policy and financial
performance of deposit-taking SACCOs. According to Keynes (1936) liquidity
preference theory, an efficient liquidity management would lead to more stable

economic cycles, increasing profits and making it possible to increase performance.

The current study focused on deposit-taking SACCOs in Kenya; this is because they

are recognized as a significant contributor to national development since their
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presence can be traced in virtually all sectors of the economy. Although significant
progress has been made by the co-operatives in Kenya, their performance and
sustainability has been debatable (Memba & Nyanumba, 2019). The importance of
financing decisions cannot be over emphasized since many of the factors that
contribute to business failure can be addressed using strategies and financial decisions
that drive growth and the achievement of organizational objectives (Salazar, Soto &

Mosqueda, 2018).

1.1.1 Financing Decisions

Financing decisions refer to decisions pertaining the equity and the liabilities side of
the statement of financial position. These decisions entails; the degree of financial
leverage, dividend policy and working capital position (Abiad, Oomes & Ueda,
2015). Seidu and Andani (2018) maintains that financing decisions of a firm involves
choosing between the various sources of finance either external or internal financing.
Internal financing methods comprise of using retained earnings whereas external
financing entails issuance of new shares or debt instruments. Accoding to Crouzet
(2014), financing decision is the composition of both the short term and long-term
instruments concerned with how a firm sources its finances to meet its obligations and
finance its operations. Financing decisions as used in this study consist of three

constructs: financial leverage, dividend policy and working capital.

Financial leverage is the amount of money borrowed from outside sources to cover a
company's short as well aslong-term financial deficits (Bierman, 2019). The
majority of businesses borrow money at some point to purchase assets, embark on
large capital-intensive projects, or expand via research and development (Kumar,

2014). Debt ratios are used to assess financial leverage. Debt ratios are calculated by



comparing a company's total debt to its total assets. A low ratio implies that a
company is less reliant on debt, whilst a large percentage suggests that the
organization is more reliant on debt financing (Margaritis & Psillaki, 2017). The
current study measured financial leverage in terms of the ratio of total debt to total

assets.

The dividend policy is defined by Brockington (2013) as earnings percentage
dispersed as dividend to owners, which is calculated as a company’s firm's dividend
per share (DPS) to earnings per share (EPS) ratio. Dividend policy may be
operationalized in relation to dividend vyield, payout ratio or dividends cover.
Dividend yield refers to a shareholder's returns derived only from dividends. Dividing
the DPS by the market price per share yields the dividend yield. Earnings share
dispersed as dividends is known as dividend payout; however, if profits are negative,
dividend payout is meaningless (Brigham & Houston, 2018). It's determined by taking
a company's DPS and dividing it by its EPS. Dividend cover is determined through
division of firms’ EPS by its DPS to determine the dividend payment margin of safety
in the case of a reduction in earnings (Menamin, 2016). The current study

operationalized dividend policy in terms of dividend per share to earnings per share.

Adeniji (2018) defined working capital as the money used by enterprises in their
routine activities or operations. The working capital of a firm is ascertained as the
surplus of short-term assets over short-term liabilities and it forms the necessary items
for production of business merchandise for sale (Akinsulire, 2018). According to
Finkler (2017), working capital refers to the ratio of current liabilities and current
assets employed by a firm to maximize results where current assets are those that will

be spent or will be converted to cash in a span of a year and the obligations that will



have to be paid within a year are the current liabilities. Thus implying that, working
capital is short term assets and obligations. The current study operationalized working

capital as the ratio of current assets to current liabilities.

1.1.2 Firm Performance

Firm performance, according to Almajali, Alamro, and Al-Soub (2012), is the ability
of a corporation to attain a variety of goals, like profitability and efficiency. Firm
performance refers to the extent to which a firm benchmark have been met or
exceeded. It demonstrates the extent to which objectives are met. As per Baba and
Nasieku (2016) performance depict how a corporation generates money through using
assets, and as a result, it aids decision making for stakeholders. As per Nzuve (2016),
a firm's health is mostly determined by its performance, which is an indication of a
firm's strengths and shortcomings. Furthermore, for regulatory purposes, the

government and regulatory agencies are concerned in how corporations perform.

The necessity of focusing on performance is important since it primarily affects
factors that directly affect the financial statements or the company's reporting
(Omondi & Muturi, 2013). The performance of the company is the primary criterion
for evaluation by external stakeholders (Bonn, 2000). Consequently, the company's
performance is employed as a metric. How well a company accomplishes its
objectives determines how well it performs. A company's performance results from
achieving both internal as well as external goals (Lin, 2008). The terms growth,
rivalry, and survival are ones that are used to characterize performance (Nyamita,

2014).

Various methods of evaluating performance are used and should be harmonized.

Asset returns (ROA), size of company, equity returns (ROE) and sales return (ROS)
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are factors recognized as measures of performance. In relation to Mwangi and
Murigu, (2015) the often used metrics for evaluating performance are ROA and ROE.
Efficiency measures have also been used to measure performance (Baba & Nasieku,
2016). Data Envelopment Analysis (DEA) and free disposal hull are forms of non-
parametric frontier approaches used in the measurement of efficiency which rely on
technical efficiency (Rao & Lakew, 2012). The current study used ROA as a measure

of performance due to its wide applicability in previous literature.

1.1.3 Financing Decisions and Firm Performance

The objective of all financing decisions is wealth maximization and the immediate
way of measuring the quality of any financing decision is to examine the effect of
such a decision on the firm's performance. Theoretically, the financing decision taken
by a firm is expected to influence the working capital levels of such a firm which in
effect influences the level of performance. The finance factor is the main cause of

financial distress (Memba & Nyanumba, 2019).

Myers' (1984) trade-off hypothesis suggests that in order for businesses to maximize
profits, they must find a middle ground between the benefits of dividend payments
and the risks of illiquidity. Deterioration in a company's liquidity might be caused by
the payment of dividends; hence, this argument points to a detrimental connection
between the variables under investigation. It might be more detrimental to a company
if they attempt to increase their earnings by decreasing their degree of liquidity (Shin
& Soenen, 1998). The trade-off model explains how a company chooses the amount
of cash on hand that is most suitable for its operations by analyzing the marginal costs

and benefits associated with keeping that amount of money on hand.



Keynes (1936) formulated liquidity preference hypothesis. According to this school of
thought, investors will demand a higher premium for investments with a longer time
to maturity and will favor liquid over illiquid assets. This theory assumes that all other
factors will remain the same. The convenience of retaining cash is referred to as
liquidity. At any particular point in time, a person or company may hold onto money
for a variety of reasons. Even if this theory does not directly address the link between
financing decisions and financial performance, it is plausible to assume that a firm

with adequate liquidity is more likely to report higher performance (Bitrus, 2011).

1.1.4 Deposit Taking SACCOs in Kenya

Government of Kenya (2018) defined DTS as SACCOs carrying out the business of
accepting savings and in turn offers credit facilities to her clientele. The DTS also
accepts to undertake business of depositing and withdrawing monies on daily basis
like what banks do. Non-Deposit taking SACCOs normally operate at the back office
only and have not obtained licensing from SASRA to have operations at a front
office. FOSAs are considered one of the main profit centers for SACCOs and provide
their members with valuable services (Wambua, 2015). By introducing FOSAs, there
has been positive performance of SACCOs through improvement in profitability

thereby leading to declaration of a high rate of dividend to members (IFSB, 2015).

According to Mudibo (2015), deposit taking SACCOs highly impact Kenya’s
economy. These institutions are responsible for approximately 45% of Kenya’s GDP.
This is in spite of the fact that they had not been formally recognized into the financial
system. After the enactment of SACCO Societies Act no.14 of 2008 in 2010 these
institutions have registered tremendous growth. The SASRA Annual report (June,

2022) at the end of 2021 stated that they had grown to 175 from 110 DTS in 2011 a



growth of 59%. In 2020, these institutions' total assets under their management totaled

over 393 billion, up from 167 billion in 2011, a 135 percent increase in ten years.

Deposit-taking SACCOs incur various charges and interests upon acquisition of funds
they need to undertake their activities. Cost of each component of capital like shares,
debt and capital reserves constitute the cost of finance of cooperative societies
(Kimetto, 2018). The financial performance of deposit-taking SACCOs is highly
linked to the decisions based on the capital budgeting thus an appropriate estimate of
the cost of finance expected is very crucial (Dube & Ozkan, 2019). Moreover,
knowhow on cost of finance and how it is influenced by financial leverage is useful in

financial management of deposit-taking SACCOs.

1.2 Research Problem

Financing decisions and performance are significant concepts among firms.
Acknowledging this, several interventions have been undertaken by firm managers to
address weaknesses in financing decisions. Despite the efforts in making the best
financing decisions, firms still struggle to attain their performance goals. This
therefore makes firm managers unable to decipher the contribution that financing
decisions have on the performance of firms. The inability of firm managers to make
financing decisions can be linked to the difficulty in determining exactly the financing
structure that is optimal for their firms that can help increase performance (Noreen,

2018).

Although significant progress has been made by the deposit-taking SACCOs in
Kenya, their performance and sustainability has been debatable (Kasungwa, &
Moronge, 2016). The financial performance in terms of return on assets of deposit-

taking SACCOs has been declining. In 2019, the ROA for deposit-taking SACCOs
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was 10.93%, declining to 10.04% in 2019 and further decline to 9.46% in 2021
(SASRA report, 2021). The decline is an issue of concern considering the significant
importance of deposit-taking SACCOs to socioeconomic. Considering that such
performance has been attributed to financing decisions elsewhere, yet there is little
evidence on the extent to which financing decisions affects financial performance of
deposit-taking SACCOs, this erratic performance pattern calls for empirical

investigation.

Globally, there exist studies on financing decisions and performance of firms but their
findings have been different. This can be explained by the different methodologies
used as well as conceptualizing of the study variables. Different contextual
backgrounds can also explain the differences in previous findings. Khan et al. (2017)
conducted a longitudinal study in Pakistan on the influence of financing decisions and
financial performance. The study concluded that financing decisions have no
influence on financial performance measured as ROA and ROE. Thu-Trang (2019)
focused on the influence of financing decisions on financial performance of 102 firms
listed at the Ho Chi Minh Exchange, Vietnam. The findings were that financing

decisions have a significant influence on performance.

Regionally, Solaboni (2018) focused on the influence of financing decisions and
working capital on profitability of manufacturing firms listed in Nigerian Stock
Exchange and concluded that both financing decision and working capital have a
positive influence on financial performance. Ogobe, Orinya and Kemi (2018) utilized
a fixed effects panel regression analysis in establishing the influence of financing
decisions on profitability of listed firms in Ghana and concluded that debt financing

has a positive influence on ROA. Hasan et al. (2019) conducted a similar study in



Tunisia and concluded that financial leverage has a negative influence on financial

performance.

Locally, while there is strong empirical evidence that financing decisions affects
financial performance, empirical evidence has not provided the much-needed support
in this regard especially for SACCOs. Gabow (2017) on a study of how financing
decisions influence performance of listed firms at the NSE operationalized financing
decision as the ratio of debt to total assets leaving a gap on other measures. Muiruri
and Wepukhulu (2018) operationalized financing decisions in the same way and
concluded that capital structure has no significant effect on ROA but has a significant
positive influence on ROE. Makau (2019) using ordinary least squares concluded that
leverage has a significant negative influence on ROA. From the foregoing, it is
evident that although there exists previous studies, there are conceptual, contextual

and methodological gaps.

Conceptual gaps are evidenced by the fact that previous studies in this area have
arrived at contradicting findings. These contradictory findings can be explained by the
different operationalization techniques employed. For instance, most of the available
studies have often operationalized financing decisions as the proportion of debt and
equity or rather as just capital structure without taking into account other financing
decisions. Methodologically, the previous studies have also used various
methodologies to achieve their objectives and this might explain the differences in
findings. Different contextual backgrounds might also explain the differences. The
previous studies did not focus on deposit-taking SACCOs in Nairobi County and due

to different economic settings, their findings cannot be generalized. Based on these



gaps, this study sought to address the following question: how does financing

decisions affect the performance of deposit-taking SACCOs in Nairobi County?

1.3 Research Objective
The objective of this research was to assess the effect of financing decisions on

performance of deposit taking SACCOs in Nairobi County, Kenya.

1.4 Value of the Study

The conclusions aids investors as well as practitioners understand the relationship
between the two variables. The findings also help investors and practitioners better
grasp the connection between a well-rounded management team, solid operations,
vigilant financing decisions management, and extensive public confidence in the firm

and their ability to maximize financial performance.

Governments, SASRA, central banks, and economic agencies are all examples of
policymakers; they may use the findings of this study to inform their decisions on
financing and financial performance. It is possible that the authorities that make
policy may utilize the study's suggestions as a basis for developing efficient financing

decisions to increase financial performance.

In conclusion, the research provides novel insights to ongoing theoretical discussions
of the trade-off theory, information signaling theory and liquidity preference theory.
The findings of this study are significant because they contribute to the existing
empirical literature on financing decisions and financial performance. On the basis of
the recommendations and proposals made for more study, other investigations could

potentially be conducted.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

The theoretical underpinnings of financing decisions and performance are explored in
depth in this chapter. In addition, it summarizes prior empirical research, points out
knowledge gaps, and concludes with a conceptual framework and hypotheses that

propose a likely causal link between the investigated variables.

2.2 Theoretical Framework
This section covers the theories upon which the research of financing decisions and
performance is based. The research examined trade-off theory, information signaling

theory and liquidity preference theory.

2.2.1 Tradeoff Theory

This is the anchor theory of the study and it was proposed by Myers (1984). The
trade-off theory which clearly dominates the literature on capital structure claims that
a firm’s optimal financing mix is determined by balancing the losses and gains of debt
financing. This theory builds on Modigliani and Miller (1963) followed the heavy
criticism leveled against their irrelevance theory on account of their perfect market
assumptions. By accepting that taxes exist in the real world arbitrage activities are not
always sustainable, the authors showed that capital structure indeed affected the
corporate market value. The theory therefore contended that in situations of
permanent debt, constant cost of debt and static marginal tax rate, leveraged firms
have more market value than unlevered firms. This is attributed to the present value of

interest tax shield associated with debt financing.
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Myers (1984) combined this model with the bankruptcy cost framework of Kraus and
Litzenberger (1973) and Scott (1976) to come up with the classic static trade-off
theory where the costs of debt are mainly associated with direct and indirect costs of
bankruptcy. However, the consensus view is that bankruptcy costs alone are too small
to offset the value of tax shields and additional factors must be included in a more
general cost-benefit analysis of debt (Ju, Parrino, Poteshman, & Weisbach, 2005). For
that reason, the agency costs framework of Jensen and Meckling (1976) that is also

considered in the trade-off model.

The relevance of this theory to the study is that it provides for explicit understanding
of how financial leverage increases the firm value through the tax-deductibility
feature associated with borrowing. In addition, the theory introduces the of agency
costs as well as costs of financial distress and shows how financial leverage may
negatively influence the firm performance by increasing the agency costs associated

with borrowing.

2.2.2 Signalling Theory

This theory was pioneered by Ross (1977). The theory is mainly based on the issue of
information asymmetry among the many market players particularly between
shareholders and managers. Under such scenarios, the managers use the high cost of
dividend payments to convey information regarding the prospects of the firm to the
market. John and Williams (1985) opine that the strong desire of the investors to meet
their needs may lead to the under-valuation of the firm. If the investors dispose their
holdings upon the undervaluation of the firm, then wealth will be transferred to the

new shareholders from the old ones.
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Criticism against this theory is on the basis that for it to hold, managers must be in
possession of private information on the prospects of a firm and should have
incentives that would avail such information to the market. Such a signal must be
valid; that is, a firm whose future prospects are poor should not be able to copy and
send incorrect market signals to the market by increasing by raising dividend
payments. In contrast to the assumptions by Miller & Modigliani (1963) that investors
and management are in possession of perfect knowledge on the firm in the real
market, there exists information asymmetry since managers who operate in the firm
tend to be in possession of more timely information compared to investors hence

creating a gap (Al-Makawi, 2007).

According to the theory, investors consider dividends as a proxy for the
managements’ assessment of the firm’s performance and its prospects. In spite of this,
management is hesitant to lower dividends even when the earnings of the firm
dampen and raise the level of dividends when an upward trend in earnings is predicted
(Lintner, 1956). Therefore, payment of dividends has relevance since raising dividend
payouts would increase the value of a firm. The theory hypothesizes a positive

relationship between dividend policy and performance of cooperative societies.

2.2.3 Liquidity Preference Theory

The Keynesian liquidity preference theory, which Keynes (1936) developed, is widely
regarded as the theoretical cornerstone upon which liquidity rests. Because investors
dislike being in possession of assets that are difficult to sell quickly, Keynes
postulated that they would demand a higher return on investments that had a longer
maturity period. He maintains that this preference will exist even if all other

conditions remain the same. The convenience of retaining cash is referred to as
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liquidity. At any particular point in time, a person or company may hold onto money

for a variety of reasons (Bitrus, 2011).

Keynes's liquidity preference theory has been subjected to a significant amount of
criticism for insinuating that the interest rate will be greater when the desire for
liquidity is hi