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ABSTRACT

The objective of this study was to establish theemeinants of capital structure among
firms in the cement manufacturing firms in Kenya.dAscriptive study was used, the
study population was the all the six (6) cement ufiacturing firms in Kenya. Data was
collected from secondary sources only. This wasftbe annual reports which were
obtained from the NSE for the listed firms and camp head offices for the unlisted
firms. The data was analysed using a multipleaggion model. The dependent variable
was leverage while independent variables were talofity, firm size, asset tangibility,
firm growth, liquidity and non-debt tax shield. &lstudy established that all variables
were predictors of leverage. All the variables hadpositive correlation except
profitability which had a negative correlation. Tkeudy recommended that finance
managers of the cement firms come up with finanodicies to ensure optimum mix of
debt and equity to minimize the negative effect pmofitability. The study also
recommended that future studies be undertakerher gectors to verify the findings.
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CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

The term capital structure is used to represenptbportionate relationship between debt
and equity (Pandey, 2008). The various means anfimg represent the financial
structure of an enterprise. Traditionally, shortrtdorrowings are excluded from the list
of methods of financing the firm’s capital expend&. Capital structure decisions are one
of the three financing decisions — investment,rfeiag, and dividend decisions — finance
managers have to make (Van Horne, 1989). Capitattste of a firm determines the
weighted average cost of capital (WACC). WACC s thinimum rate of return required
on a firm’s investments and used as the discouatinadetermining the value of a firm.
A firm can create value for its shareholders agylas earnings exceed the costs of

investments (Damodaran, 2001).

Theories of capital structure try to explain whappens to the overall cost of capital and
value of the firm when the proportions of the furtidat make up the capital are varied.
The static trade-off theory encompasses severacespincluding the exposure of the
firm to bankruptcy and agency cost against tax fisnassociated with debt use. The
pecking order theory suggests that firms have &cpéar preference order for capital

used to finance their businesses (Myers, 1984). Jigealing hypothesis states that
issuing more debt capital can serve as a credigtealsof higher expected future cash
flows. On the other hand, raising additional egbiyya firm signal that the net operating

cash flows of current operations are disappoinfidgss, 1977).



The cement industry is capital intensive and orfigva cement companies use state of the
art facilities. Cement manufacturing is energy msige and modern cement plants are
highly automated. Cement firms operate in markktsety linked to the economic cycle
with a back-forward linkage with many other sectds energy and transport (WBCSD,
2015). The industry plays a significant role in ttlanate change debate and energy
accounts for up to 45 per cent of cement productasts. Challenges facing this industry
include; climate protection, responsible use offa#l and raw materials, enhancing
employee health and safety, carbon emissions, logphcts and unharmonized trade
tariffs in the region, rising costs of inputs likaergy and challenges in internal business
processes like integrate sustainable developmeatsas of principles into management

systems, relationships with business partners mdsociety (WBCSD, 2015).

1.1.1 Capital Structure

Capital structure refers to the mix of debt andityqused by a firm to finance its assets.
It also refers to the proportion of debt instrunseand preferred and common stock on a
company’s balance sheet (Van Horne, 1989). All dirmeed operating capital to support
their sales. To acquire that operating capital,dfummust be raised, usually as a
combination of equity and debt. The firm’s mixturiedebt and equity is called its capital
structure (Brigham & Ehrhardt, 2005). Generallyfiren can go for different mixes of
debt, equity or other financial arrangements. it cambine bond, lease financing, bank
loans or many other options with equity in an ollestéempt to boost the market value of
the firm. Some firms could be all equity financedléhave no debt at all, whilst others
could have low levels of equity and high levelsdebt. Firms having no debt financing

are said to be un-levered while those having debhting are said to be levered.



A capital structure decision plays an importanerol the maximization of shareholders
wealth. A poor capital structure decision may resula high cost of capital making
fewer investments acceptable and reducing the nesept value of accepted investments
and also increasing the value of the firm. Althowgtual levels of debt and equity may
vary somewhat over time, most firms try to keeprtfi@eancing mix close to a target
capital structure. The capital structure decisiockide a firm’s choice of a target capital
structure, the average maturity of its debts, amal gpecific sources of financing it
chooses at any particular time. As with operatimgisions, managers should make

capital structure decisions designed to maximieefitm’s value (Van Horne, 1989).

A firm has to make a capital structure decisionrgu@me an investment decision is
made. Theoretically, an optimal capital structunrewdd be planned for every firm. This
should be that mix of debt and equity that simdtarsly minimizes the cost of capital
and maximizes the firm value. However, a capitalcttire that is perfectly optimal is
almost impossible to determine in practice becaseeeral variables, some even

conflicting influence capital structure (BrighamBarhardt, 2005).

1.1.2 Determinants of Capital Structure

There are different factors that affect a firm'pital structure, and a firm should attempt
to determine its optimal, or best, mix of financifidne optimal mix of financing is that
which maximizes the value of the firm and minimitles cost of capital. But determining
the exact optimal capital structure is not a s@eso after analyzing a number of factors,

a firm establishes a target capital structure witibelieves is optimal.



Miller and Modigliani (1958) ‘irrelevance theory’'uggest that the firm value is
independent of its capital structure under cerseumptions. They argued that there
would be arbitrage opportunities in the perfectitzdpnarket if the value of the firm
depends on its capital structure. Furthermore,Storecan neutralize any capital structure
decision of the firm if both investor and firms daorrow at the same rate of interest. Due
to its unrealistic assumptions it gave birth toesal/ other theories such as trade-off

theory and pecking order theory which explain défé aspects of capital structure.

The trade-off theory says that a firm's adjustmémward an optimal leverage is
influenced by three factors namely taxes, cosfsahcial distress and agency costs. The
use of debt provides tax benefits and can alsdeeeaerious financial distress incase of
relying on too much debt. Agency costs may alsa base of conflict of interest between
different stakeholders of the firm because of infation asymmetry (Jensen, 1986).
Under this theory, a firm considers the cost angebts associated with debt capital in
bringing its capital structure near to the optitesdel. The pecking order theory is based
on the assertion that managers have more informatmut their firms than investors.
The theory tries to explain how a company raiseg foeds to finance new projects. The
pecking order theory states that firms prefer tatfice new investments first internally
with retained earnings, then debt and finally wgbsue of new equity (Myers, 1984). It
assumes that the company does not target a spdeihic equity ratio but it only uses
external sources of finance when the cheaper sswfcinancing (retained earnings) are

exhausted.



1.1.3 Capital Structure and its Determinants

Empirical results show a positive relationship astent with theoretical argument
between asset structure and leverage for the fir@stensen (1986) however, found a
significant and negative coefficient between dejatesn expense as a percentage of total
assets and financial leverage. Other studies spaltyf suggest a positive relationship
between asset structure and long-term debt, anegatine relationship between asset
structure and short-term debt. Marsh (1982) alsintaias that firms with few fixed
assets are more likely to issue equity. In a simikrk, MacKie-Mason (1990)
concluded that a high fraction of plant and equiptr{eangible assets) in the asset base
makes the debt choice more likely. From the fonegoa positive significant relationship

is predicted between tangibility of assets andrizge.

Size has been viewed as a determinant of a firapgat structure. Two point of view

conflict on the relationship between size and lagerof a firm. The first point says that
large firms do not consider the direct bankruptogts as an active variable in deciding
the level of leverage because these costs are ix@dnstitution and constitute a smaller
proportion of the total firm's value. And also,dar firms being more diversified have

lesser chances of bankruptcy (Titman &Wessels 1988)

Myers (1977), however, is of the view that firmstwgrowth opportunities will have a
smaller proportion of debt in their capital struetuThis is because the conflicts of
interest between debt and equity holders are seriou asset that gives the firm the

option to undertake such growth opportunities mftiture. He argues further that growth



opportunities can produce moral hazard situationis sanall-scale entrepreneurs have an
incentive to take risks to grow. Empirical eviderssems inconclusive in this regard as
there is much controversy about the relationshipwéen growth rate and level of

leverage.

Most studies found a negative relationship betwesgifitability and capital structure.
Cassar and Holmes (2003), also suggest negatiagoreships between profitability and
both long-term debt and short-term debt ratioseiBenh and Rajan (1994), however,
found a significantly positive association betweeafitability and debt ratio. As a firm
grows longer in business, it establishes itselfansongoing business and therefore
increases its capacity to take on more debt; hageeis positively related to debt. To
address issues of creditworthiness, Diamond (1984yests the use of firm reputation,

which must have been developed over the years.

1.1.4 Cement Manufacturing Firms in Kenya

Cement is a fine, gray powder which sets and tladens into a solid, strong material. It
is mainly used to make concrete and mortar for ttoagon. Cement is made by heating
limestone with other materials (such as clay) to'gaker’ which is further processed to
make Cement. Cement is a vital product and thedemgtituent of concrete. In Kenya,
cement history started in the early 1930s when983] East Africa Portland Cement
(EAPC) began as a trading company importing centéoe Circle Industries of United
Kingdom formed the company. The plant’s initial aapy was 60,000 tonnes a year, but
presently it stands at 700,000 tonnes a year. EfaiR§ets 1.3 million tones towards end

of year 2007 (www.eastafricanportland). EAPC hamsaaket capitalization of 10 billion



(NSE, 2014). In 1951, Bamburi Cement Ltd was fouhdad Lafarge a company from
France is the principal shareholder of Bamburi Gamed. At inception the annual
capacity was 140,000 tonnes of cement but at presstands at 2.1 million tonnes a
year and a market capitalization of 70 billion kg (www.bamburicement.com). ARM

(Kenya) was established in 1974 and its principlarsholder is the Paunrama family.
Initially it was a mineral extraction and procegsioompany and later in 1996, the
cement division began operation. The company targetapacity production of 200,000
tonnes a year by end of 2007 and has a market atiapiton is 8.7 billion

(www.armkenya.com).

The Kenyan Cement industry has mainly been donmdnayeBamburi Cement Company
Limited a subsidiary of Lafarge Company based ianEe. The indigenous cement
companies in Kenya are Athi River Mining and Ea#fiican Portland Cement Company
Limited. Bamburi Cement Company derives tremendmasantages from being part of
the Lafarge group, including access to cutting gdgbnologies for cement manufacture,
management and technical support. The second tapigger in the industry is Athi
River Mining Limited (ARM) which is separated intwvo distinct divisions; ARM
Cement Ltd which concentrates on cement, lime afeded products and ARM Minerals
and Chemicals for the manufacture and sale of raiseand specialty building and
related products. East African Portland Cement GompLtd (EAPCC) is the third
largest cement manufacturer which concentrates ement only. It is effectively
government controlled through a direct governméadtesand indirectly through National

Social Security Fund (Kenya Economic Survey, 2010).



Several challenges confront the cement industrychvimclude high cost of electricity
due to high tariffs as well as inadequate powerpBypcostly imported coal, small
capacities for clinker and cement production, lobgyfor the introduction of concrete
roads in Kenya that will require plenty of cememdanadequate support from the
government on policy issues. The industry is alsefronted by poor quality of power
due to interruptions/outages leading to inefficieacin production systems and
breakdowns and high cost of transport caused Iapidiited roads. The Kenyan cement
industry has seen the entry of four new foreigrestars who have established cement
plants in the country in the recent past. One of th Mombasa Cement which is a
subsidiary of Tororo Cement Company in Uganda an@roducing with the help of
Taiheiyo Cement Corporation, the largest cemendlyzer in Japan. This foreign based
company is equipped with advanced technology wlaohables it to produce more
efficiently hence offering lower prices. The otheompanies are National Cement
Company Limited (Devki Group) and Savannah Cememited (Kenya Economic

Survey, 2010).

The demand for cement in Kenya is estimated todmeita3 million tons per year. The
seven companies produce about 3.5 million tongto¢h Bamburi Cement produces 2.3
million tons. These companies also export theidpots to other neighboring countries
including Somalia, Democratic Republic of CongoutBoSudan, Mozambique, Rwanda
and Burundi (Mumero, 2011). The increased purchalseement is attributable to

continued demand for housing and accommodation wuencrease in Kenya's



population. Increased private building projects aatbo increased government
expenditure on roads and building projects caubedricrease in cement consumption

during the past 3 years (Kenya Economic SurveyQp01

1.2 Research Problem

The capital structure decision is one of the mogiadrtant decisions made by financial
managers in this modern era. The capital struataosion is at the center of many other
decisions in the area of corporate finance. Onéhefmany objectives of a corporate
financial manager is to ensure low cost of capiladl thus maximize the wealth of
shareholders. Hence, capital structure is one efetfiective tools of management to
manage the cost of capital. An optimal capital dtree is reached at a point where the

cost of the capital is minimal (Myers, 1984).

The business environment within which the cementpcing firms operate has been
vibrant and turbulent. Several changes that haderhglications on the companies have
been witnessed in the past and are expected teemdé company actions in the medium
and long-term. The political anxieties, threats qub®y new entrants, social reforms,
technological advancement, legislative changesemgouent policy changes, economic
changes and regionalization are some of the clygdierthat have greatly affected
strategic actions in this industry. These challsnggnnot be ignored because the industry
plays a significant role in our economy. The chajles posed have financial implications
to the industry. This directly impacts on the vahkddition to the stakeholders in the

medium and long- term.



Although several studies have been done on therndetents of capital structure,
important questions remain about what determinesctivice of capital structure for
firms in different sectors. Kinyua (2005) estabéidhthat profitability, company size,
asset structure, management attitude towards mek lenders’ attitude towards the
company are key determinants of capital structaresmall and medium enterprises in
Kenya. Kuria (2010) conducted a study on the dateants of capital structure of firms
listed in the NSE and established that profitapiind asset structure are the only
determinants of capital structure. Turere (2012aneixed determinants of capital
structure in energy and petroleum sector and cdeduthat company size, age of
company, growth rate and ownership structure aee Kby determinants of capital

structure.

Most capital structure studies to date are basedatem from developed countries’ firms
and very few studies provide evidence from develgmountries. Previous studies have
also focused on determinants of capital structdralloisted firms, or determinants of
capital structure of specific sectors of the ecoypoo the best knowledge of the
researcher few studies have been carried on tleendegnts of capital structure in the
cement industry but none has been done in KenyareTis therefore a need to assess
determinants of capital structure among firms i@ dement manufacturing industry in
Kenya. This study aimed at answering the follownegearch question: What are the
firm-specific determinants of capital structure amgdirms in the cement manufacturing

industry in Kenya?

10



1.3 Research Objective

The objective of this study was to establish theemeinants of capital structure among

firms in the cement manufacturing industry in Kenya

1.4 Value of the Study

This study is useful to cement manufacturing fiim&enya. The management and board
of governors of the cement firms will have an engpirbasis upon which they can base

their capital structure decisions.

This study also acts as a guide to policy makerghéncement industry in Kenya in
coming up with appropriate policies related to tapstructure in the sector. Business
advisers and finance consultants may be interestekhowing the factors that are

considered in designing capital structures for $iimeach market segment.

Researchers should find this study very usefulegsands the variables measured in the
study. The findings of this study will contribute the body of knowledge in corporate
finance especially on capital structure decisiéngure research in Kenya and especially
in the manufacturing sector can be based on thdysfThe recommendations for future

studies will also guide future researchers in énesa.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

This chapter focuses on review of theoretical, eptical, and empirical literature along
the study’'s conceptualization. First, the chapteesents literature on theoretical
underpinnings of the study followed by conceptuadl &mpirical literature on capital

structure and its determinants.

2.2 Theoretical Review

This section reviews the theoretical models relevarthis study. The primary focus of
the study is capital structure. Theories of catalcture try to explain what happens to
the overall cost of capital and value of the firrham the proportions of the funds that
make up the capital are varied. They try to guide torporate finance managers in

choosing the optimal proportion of debt and eqgtotytheir firm.

2.2.1 The ‘Irrelevance’ Theory

Modigliani and Miller (1958) demonstrated in thegminal paper ‘The cost of capital,
corporation finance, and the theory of investmethtat in the absence of taxes,
bankruptcy costs, transaction costs and asymmaeitigcmation and the same rate of
interest of borrowing by individuals and corporaspthe value of a firm is independent
of its financial structure. It does not matterhetfirm’s capital is raised by issuing or
selling debt. It does not matter what the firm’sidénd policy is. The model is based on
a framework that starts with assumptions of pertashpetition in factor and product

markets and no transaction costs. Modigliani anleMi(1958) conclude that a firm

12



cannot increase its value by using debt as paitsgbiermanent capital structure. This
argument is based on perfect arbitrage such thatssiars can assume personal debt to
help financing the purchase of unlevered sharethefvalue of the levered shares is
greater than the unlevered ones. With perfectragdst any discrepancies in the value of
the stocks of two hypothetical firms, one with legshares and the other with unlevered

shares, will be eliminated. Capital structure isstirrelevant to firm value.

Including tax deductibility of interest paymentdartheir model, Modigliani and Miller
(1963) show that borrowing will only cause the abf the firm to rise by the amount of
the capitalized value of the tax subsidy. Relaxasgumptions in their original work and
introducing imperfect competition, bankruptcy costsymmetric information, and
monopoly power, financial structure appears to mendluencing factor on firm value.
The introduction of tax deductibility of interesayments has an implication on the
choice of capital structure. Profitability increasenon debt tax shields reduce and

liquidity increases.

2.2.2 Static Trade-off Theory

The static trade-off choice encompasses severactspncluding the exposure of the
firm to bankruptcy and agency cost against tax fsnassociated with debt use.
Bankruptcy cost is a cost directly incurred whea gerceived probability that the firm
will default on financing is greater than zero. Qufghe bankruptcy costs is liquidation
costs, which represents the loss of value as dtresliquidating the net assets of the

firm. This liquidation cost reduces the proceedsh®lender, should the firm default on

13



finance payments and become insolvent. Given tdeced proceeds, financiers will
adjust their cost of finance to firms in order teorporate this potential loss of value.
Firms will, therefore, incur higher finance costgedto the potential liquidation costs

(Cassar & Holmes, 2003).

Another cost that is associated with the bankruptist is distress cost. This is the cost a
firm incurs if non-lending stakeholders believe tthlae firm will discontinue. If a
business is perceived to be close to bankruptcstomers may be less willing to buy
goods and services due to the risk of a firm ndhdgeble to meet its warranty
obligations. In addition, employees might be lesdined to work for the business and
suppliers less likely to extend trade credit. Thetskeholders’ behaviour effectively
reduces the value of the firm. Therefore, firmsahhhave high distress cost would have
incentives to decrease debt financing so as torltwese costs. Given these bankruptcy
costs, the operating risk of the firm would als@iuence the capital structure choice of
the firm because firms which have higher operatisg§ would be exposed to higher
bankruptcy costs, making cost of debt financingae for higher risk firms. Research
has found that high growth firms often display $amifinancial and operating profiles

(Hutchinson & Mengersen, 1989).

Firms also consider within the static trade-offtfiwork, the tax benefits associated with
the use of debt. This benefit is created as therast payments associated with debt are
tax deductible while payments associated with gaauch as dividends are appropriated

from profit. This tax effect encourages the usdetdft by firms as more debt increases the

14



after-tax proceeds to the owner. The theory amotigrothings predicts a positive

relationship between tax and leverage.

The trade-off theory has contributed a lot in fioanlt yields an intuitively pleasing
interior optimum for firms and gives a rationale éwoss-sectional variation in corporate
debt ratios i.e. firms with different types of asswill have different bankruptcy and
agency costs and different optimal debt ratios. elmv, the theory has limitations i.e.
debt ratios as produced by this theory are signitily higher than observed. Secondly, in
many industries, the most profitable firms oftewén¢he lowest debt ratios, which is the
opposite of what the trade off theory predicts (Bm& Myers, 1999). According to
Myers (1984) the trade-off theory also fails togice the wide degree of cross-sectional

and time variation of observed debt ratios.

2.2.3 Pecking Order Theory

The pecking order theory is based on the asseti@mnmanagers have more information
about their firms than investors. This disparityrdbrmation is referred to as information
asymmetry. According to Myers and Majluf (1984),nf/estors are less informed than
the firm insiders about the value of the firm, theguity may be mispriced by the market.
When firms need to finance new investments, undeing may be so severe that new
investors capture more than the net present valil®/) of the project resulting in a
dilution of value to the existing investors. Thisnclead to under-investment result, that

is, the project will be rejected. To avoid thignfs establish a preference conditions;

15



firms prefer internal finance over external finansafe debt over risky debt and

convertibles and finally common stocks (Donaldsk®961; Myers & Majluf, 1984).

This theory is based upon costs derived from asymmriaformation between managers
and the market and the assumption trade-off theosys and benefits of debt financing
are of second order importance when compared tedbts of issuing new securities in
the presence of asymmetric information. Tangibketsare less subject to information
asymmetries and usually have a greater value thtamgible assets in the event of
bankruptcy. This therefore means that tangibilityassets should be a factor to consider
in the choice of capital structure. Myers (1984ates that an optimal capital structure is
difficult to define as equity appears at the top an the bottom of the ‘pecking order’.
Internal funds incur no flotation costs and requicedisclosure of the firm’s proprietary
financial information that may include the firm'stential investment opportunities and
gains that are expected to accrue as a resultadrtaking such investment. This brings

into perspective the issue of growth as a detemmiofcapital structure.

According to pecking order theory hypothesis, enfvill use first internally generated
funds which may not be sufficient for a growingnfirso the next option is for the
growing firms to use debt financing which impliést a growing firm will have a high
leverage (Drobetz & Fix, 2003). Hence firm growthosld be considered as a

determinant of capital structure.
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2.2.4 Signaling Theory

Another capital structure theory is the signalihgdry which can be best explained by
the use of two hypotheses; information asymmetigoltiyesis and the implied cash flow
hypothesis, Myers & Majluf (1984) assumed that fine'’'s managers have superior
information about the true value of the company.mfnagement has favourable
information that is not yet reflected in marketges, the release of such information will
cause a larger increase in stock than in bond gri€e avoid diluting the value of
existing shareholders, managers that believe sinares to be undervalued will choose to
issue debt rather that equity, conversely, managéidime a new equity issue if the
market price exceeds their own assessment of thek stalue i.e. if the stocks are
overvalued by the market. This well known propgnsitcompanies to “time” their stock
offerings helps explain the market's systematicakgative response to announcements

of such offerings (Myers & Majluf,1984).

Secondly, another signaling theory hypothesis iglisd cash flow hypothesis which is
premised on the idea that managers know morerkiasiors do. It claims that financing
decisions are designed primarily to communicateagament’s confidence in the firm’'s
prospects and, in cases where management thinksrthis undervalued, to increase the
value of the shares. Increasing leverage has heggested as one obligates the firm to
make a fixed set of cash payments over the terthmeofdebt security, with potentially
serious consequences on default. Issuing more chglital can therefore serve as a
credible signal of higher expected future cash $lo@n the other hand, raising additional

equity by a firm signal also that the net operatbagh flows of current operations are
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disappointing. Investors associate relatively lasgeies of equity with more severe cash
flow changes, resulting in more severe price reastiand therefore firm value (Ross,

1977).

2.3 Firm-Specific Determinants of Capital Structure

Theoretical and empirical literature suggests alemof factors that may influence the
capital structure of companies. Leverage will beduss the dependent variable and
measured as the ratio of interest-bearing debdttd assets. The following independent
variables shall be considered for this study: tailty of assets, firm size, firm growth,

profitability, non-debt tax shields and liquiditbome factors have positive, some

negative and others have interactive and complexaaship with capital structure.

2.3.1 Profitability

There are two opposite views relating relationshgtween profitability and leverage.
Myers (1984) in his pecking order theory predittattfirms prefer raising capital from
retained earnings, then from debt, then from igs@quity. The cost of capital dictates
the rank of the pecking order under asymmetricrmftion and market imperfections. If
pecking order applies, then, higher profitabilityll veorrespond to a lower debt ratio
holding other things equal. As a result, peckingleor theory assumes negative
relationship between leverage and profitabilityudsés conducted by Harris and Raviv
(1991), Rajan and Zingales (1995) and Bevan ando@arf2001) empirically proved

negative relation between leverage and profitghbilit
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In the trade off theory, agency costs, taxes amkro@tcy costs push more profitable
firms toward higher book leverage. First, expectahkruptcy costs decline when
profitability increases. Secondly, the deductipitif corporate interest payments induces
more profitable firms to finance with debt. In ade off theory framework, when firms
are profitable, they prefer debt to benefit frone ttax shield. In addition, if past
profitability is a good proxy for future profitaliy, profitable firms can borrow more, as

the likelihood of paying back the loans is greater.

2.3.2 Firm Size

There are two conflicting view points about theatignship of size to leverage of a firm.
According to trade off theory, larger firms are Idilversified, having stable cash flows
and their chances of bankruptcy are less as comhgaremall firms. Therefore, large

firms prefer leverage and are having high levdegérage (Myers & Majluf, 1984). Due

to the large size, high level of fixed assets, eaaes of scale, stable cash flow and
creditworthiness larger firms have the bargainiogvg@ over lender and can borrow at

relatively lower rate (Marsh, 1982).

Second, contrary to first view, Rajan and Zinga(#895) argue that there is less
asymmetrical information about larger firms. Thesluces the chances of undervaluation
of the new equity issue and thus encourages tige Feims to use equity financing. This
means there is negative relationship between siddewverage of a firm. In this study we
expect a positive relationship between size andrége of the firm. To measure size

sales are considered a sound measure. So the Inlagaathm of sales is taken to
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measure the size as used in some previous stitfgsrs & Majluf, 1984) and Turere

(2012) used the same measure.

2.3.3 Tangibility of Assets

Tangibility is defined as the ratio of fixed assétstotal assets. Fixed assets play
important role in leverage level of firms. A firmithv large amount of fixed assets can
borrow at relatively lower rate of interest by pidig the security of these assets to
creditors. Having the incentive of getting debiater interest rate, a firm with higher
percentage of fixed asset is expected to borrowerasrcompared to a firm whose cost of
borrowing is higher because of having less fixesktss Tangible assets are less subject to
informational asymmetries and usually they haveeatgr value than intangible assets in
the event of bankruptcy. The trade off theory ptda positive relationship between

measures of leverage and the proportion of tangidets (Rajan & Zingales, 1995).

Relative to this theory, Bradley et al (1984) amtl fleverage to be positively related to
the level of tangibility. Following Rajan and Zirlga (1995), positive relationship

between tangibility and leverage is expected. Rajah Zingales (1995), Odinga (2003)
and Kuria (2010) measured tangibility of assetshasratio of total fixed assets to total
assets. In this study, tangibility will be definad fixed/tangible assets divided by total

assets.
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2.3.4 Liquidity

There are two opposite views relating the relatigmdetween liquidity and leverage.
According to trade off theory, the more liquid finvould use external financing due to
their ability of paying back liabilities and to géenefit of tax shields, resulting in
positive relationship between liquidity and leveza@ecking order theory assumes that
the more liquid firm could use first its internainids and would decrease level of external
financing, resulting in negative relationship betwdiquidity and leverage. Most studies

have found the negative relationship (Mazur, 2007).

In this study negative relationship between ligyidind leverage is expected. Not many
studies have tested the effect of liquidity on ¢heice of capital structure. Mazur (2007)
and Ahmad et al (2011) measured liquidity as the raf current assets to current
liabilities. In this study, Liquidity will also beneasured as the ratio of current assets to

current liabilities.

2.3.5 Firm Growth

Empirically, there is much controversy about thiatrenship between growth rate and
level of leverage. According to pecking order thyebypothesis, a firm will use first
internally generated funds which may not be sudfitifor a growing firm so the next
option is for the growing firms to use debt finargiwhich implies that a growing firm
will have a high leverage (Drobetz & Fix, 2003).rtde, pecking order theory assumes
positive relationship between leverage and gro@towing firms, thus, facing higher

cost of debt will use less debt and more equitycBg, et al (1995) and Rajan and
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Zingales (1995) find a negative relationship betwgeowth and leverage. In this study,
growth is taken to have a positive relationshighviéverage. Titman and Wessels (1988)
used market-to-book ratio as a proxy for growth aypmities. Odinga (2003) used
percentage change in total sales to measure grévaivever, Drobetz and Fix (2003)
measured growth as a percentage increase in ssalsa Kuria (2010) and Turere (2012)
used the same measure. This study will measure tBrag the percentage increase in

total assets.

2.3.6 Non-Debt Tax Shields

The effective tax rate has been used as a pos$édEminant of the capital structure

choice. According to Modigliani and Miller (1963},interest payments on debt are tax
deductible, firms with positive taxable income haveincentive to issue more debt. That
is, the main incentive for borrowing is to take adtage of interest tax shields. Other
items apart from interest expenses, which coniltata decrease in tax payments, are
labeled as non debt tax shields (NDTS), for exantipéetax deduction for depreciation

and investment tax credits.

De Angelo and Masulis (1980) argue that non-debstaelds are substitutes for the tax
benefits of debt financing and a firm with largemrdebt-tax shieldseteris paribus, is

expected to use less debt. Therefore, the reldietwveen non-debt tax shields and
leverage should be negative. De Angelo and Magqd#80) measured non-debt-tax
shields as depreciation divided by total asseta a®ost studies. Depreciation divided by

total assets is used in order to proxy for non-debshield in this study.
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2.4 Empirical Review

According to ‘Irrelevance theory’ of capital struot by Miller and Modigliani (1958),

studies relating to capital structure are dividewb itwo groups, that is, capital structure
determinants and effects of capital structure on’é value. This study relates to the first
group. Ferri and Jones (1979) studied the detemtsnaf financial structure and used

four variables, that is, business risk, industpetyoperating leverage and firm size.

The results proved that firm size and operatingelage are significantly related to
leverage. The previous researches of Carleton dhdr®an (1977) and Marsh (1982)
showed that independent variables including fixeskts, growth opportunities, operating
risk, firm size, and non-debt tax shield were pwsly related with leverage. Variables
such as expenditures of advertisement, researcld@reglopment, insolvency, volatility
of earnings, profitability and uniqueness of prdduavere negatively related with

leverage.

In 1981, Aggarwal ignored industry type as variadtel use growth rate, international
risk and profitability and showed that they are smnificantly related with leverage.
Aggarwal (1981) argued that country effect is apantant factor in determining capital
structure. Myers and Majluf (1984) proved that tapstructure is positively correlated
with firm size, while profitability can either beegatively or positively related to
leverage. De Angelo and Masulis (1980) analyzeddwbt tax shield as determinant and
argued that non-debt tax shield like depreciatgreplicable by tax deduction of interest

payments. Kim and Sorensen (1986) proved that mdm-t&x shield is negatively related
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to leverage, but a research by Ozkan (2001) prsigrdficant positive relation between
non-debt tax shield and showed a significant r@atimong dividend policy and capital

structure.

Anwar (2011) took a Sample of 199 firms (149 framtile, 23 from cement and 27 from
energy sector) and set out to investigate crosssingl determinants of capital structure
with data collected between 2005 and 2009. Empidoalysis proved that profitability

and asset tangibility are the most consistent detemts of capital structure in all the

three sectors.

Kamere (1987) carried out a research on factotsrfilaence capital structures of public
companies. He found out that management of quotedpanies preferred internally
generated funds and debt financing. This could tbrébated to the desire for existing
shareholders to retain control hence lack of newitgqissue which could dilute
ownership. He also found that stability of futueesie flows and level of interest rates as

determinants of capital structure were significanglated to leverage.

Omondi (1996) set out to study capital structureKienya. He tested whether asset
structure, industry structure, interest rate, sfefirm, growth of firm, profitability,
changes in cash flows, age and ownership struetifeeted debt to equity ratio of listed
firms. In his findings, industry structure was mostatistically significant determinant of
capital structure, and that capital structure whé on the sectoral basis was different. He

concluded that industrial class plays a significaf in capital structure.
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Kiogora (2000) undertook a research to establish lature of capital structures
employed by listed firms in NSE. Her objective wasletermine if the capital structures
differ per industry and whether firms in the saraetsr had similar capital structures.The
results indicated differences in capital structureslifferent industries and that firms
within the same sector exhibited almost similaritedstructures. Chode (2003) studied
determinants of capital structure of public seaaterprises in Kenya. His period of
study was between 1994 and 1998. He used regressialysis and found out that
enterprises depended on government funding, whecledtegorized as equity. He also
concluded public enterprises did not endeavor tximmae profits in a competitive

market and their managers did not have the motimdat respond to competition.

Odinga (2003) carried out a study on determinahtapital structure of companies listed
in NSE and used multiple regression analysis tdyaaathe data. He tested variables
such as tangibility, profitability, business riskgpwth, size and non-debt tax shield. He
concluded that profitability and non-debt tax sthiate the most significant variables in
determining leverage. He also found out that maagiables vary from company to

company indicating that firm specific factors pkyole in determining capital structure.

Kinyua (2005) looked at the determinants of castalcture of small and medium-sized
enterprises in Kenya. In his study which coverad fgears, between 1998 and 2002, he
used multiple regression and correlation to anallyeecollected data. He established that

profitability, company size, asset structure, mamagnt attitude towards risk and
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lenders’ attitude towards the company are key detemts of capital structure for small

and medium enterprises in Kenya.

Matibe (2005) set out to study the relationshipMeein ownership structure and capital
structure for listed companies in Kenya. The stooyered five years, between 1998 and
2002. Correlation analysis was used to analyzectilected data. The study found out
that firms owned by the state are more likely tordwe than those owned by individuals,
institutions or foreign investors. He concludedttb@te-owned firms have more access

to debt than firms owned by individuals and foreigvestors.

Kamau (2010) conducted a study on the relationsl@fween capital structure and
financial performance of insurance companies. Hendo that there was a weak
relationship between financial performance and tehgitructure, hence debt to equity
ratio accounted for a very small percentage ofnionel performance of insurance

companies in Kenya.

Kuria (2010) set out to analyze the determinantsapital structure of firms listed in the
NSE. In her findings, she concluded that larger laig@ily profitable firms maintain high
debt ratio while high growth firms use less debaficing. She also found that firms with

high non-debt tax shields use more debt than equity

Turere (2012) set out to study the determinantsapital structure in the energy and

petroleum sector and concluded that company agmytigrrate of the company and
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ownership structure have a negative impact on letarage of the company. He also
found out that size of a company and its finanpefformance has a positive impact on
leverage. However, while size, age, growth rate amhership structure have a
significant impact on leverage, financial performarmas an insignificant impact on total
leverage. The study therefore found out that thedeterminants of capital structure in
energy and petroleum sector are: size, age of coypgrowth rate and ownership

structure and that financial performance is nogéydeterminant of capital structure.

2.5 Summary of Literature Review and Knowledge Gap

From the foregoing literature, it is evident thahprical evidences on the various
determinants of capital structure give conflictingsults. For instance, Titman and
Wessels (1988) provided empirical proof that ther@ positive relationship between firm
size and leverage of a firm while Rajan and Zingd[E995) concluded that there is a

negative relationship between size and leveragleeofirm.

Despite extensive capital structure research dihadigliani and Miller (1958) surveyed
the literature, important questions remain abougatwietermines the choice of capital
structure for firms within the same industry. Altlgh it is widely held that industry
factors are important to firm financial structuesmpirical evidence shows that there is

wide variation in capital structure.

Previous studies have focused on either the datants of capital structure of all listed
firms or a particular sector only. For instance, 0@ (2003) studied determinants of

capital structure of public sector enterprises ian¥a. Kinyua (2005) studied the

27



determinants of capital structure of small and medsized enterprises in Kenya. Kuria
(2010) analyzed the determinants of capital strecof all firms listed in the NSE.

Turere (2012) investigated the determinants of tahtructure in the energy and
petroleum sector. This study is to the best of teigearcher's knowledge, the first in
exploring the determinants of capital structure aghéirms in the cement industry in

Kenya.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This section encompasses the research design #sauged to conduct the study, the
target population, method of collecting data ane téchnique that were employed to

analyze the data.

3.2 Research Design

A descriptive study was used to establish the detemts of capital structure among
firms in the cement industry in Kenya. A descriptiesearch is designed to describe the
characteristics of a phenomenon e.g. discoverimgti@n within variables (Mugenda &
Mugenda, 1999). In this study, a descriptive redearas preferred because it describes
how leverage is related to any one of the indepaingsriables, that is; Profitability, Firm

size, Firm growth, Non-debt tax shields, Liquidstiyd Tangibility of assets.

3.3 Population of Study
The population of the study comprised of all theneat manufacturing companies in
Kenya. According to the Kenya Association of Maruigizers (KAM, 2014) there are six

(6) cement manufacturing firms in Kenya as &t 3dly 2014 (see appendix 1).

3.4 Data Collection

Secondary data was drawn from the financial statésnef the cement manufacturing
firms in Kenya from 2005-2014. The data collected the study from these sources
included capital structure variables which inclutidbt, equity and total assets as well as

the data on determinants (independent variabléseimodel below).

29



3.5 Data Analysis

This study used multivariate regression analysige @ependent variable was leverage
while independent variables will be profitabilitgsset tangibility, non-debt tax shield,
firm size, firm growth and firm liquidity. Followigp Holmes (2003) the dependent
variable was firm’'s leverage. The leverage (LEVjatal debts divided by total capital.
The independent variables will include profitalyilPF), Asset Tangibility (AT), Non-
debt tax shield (NDTS), Firm size (FS), Firm growWHG) and Liquidity (LQ). All the
variables for this study will be based on book eailu line with the argument by Myers

(1984) that book values are proxies for the valugssets in place.

The analytical model for this study is developeshfrAnwar (2011) who used a similar

model to analyze data for three different sectbh& estimated model is:
LEV = Bo+ B1PF +B2FS +B3AT + BaFG + BsLQ + BsNDTS + €

Where:

LEV = Leverage (Total interest-bearing Debt dividsdTotal Assets)
PF = Profitability (EBIT divided by Total Assets)

FS = Firm Size (Natural logarithm of sales)

AT = Asset Tangibility (Total fixed Assets dividéy Total assets)
FG = Firm Growth (% change in Total Assets)

LQ = Liquidity (Current Assets divided by Currenthilities)

NTDS = Non-Debt Tax Shield (Depreciation dividedTiytal Assets)

Bo= Constant term
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B1— Pe =Regression coefficients — define the amount byctvhiG (response variable) is

changed for every unit change in the predictoralde.
€ = the error term, which defines the variation lne tresponse variable, LEV which

cannot be explained by the included predictor \nem

Correlation Coefficient (r) was determined and uketheasure the strength and direction
of the relationship between the dependent variglleverage) and each of the
independent variables. Coefficient of determinati@) was used to measure the
proportion of variance in the dependent variabkg ttan be explained by independent

variables.
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CHAPTER FOUR: DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction

This chapter presents the results of data anadsisresearch findings. The research
findings presented were based on the research togiewhich was to establish the
determinants of capital structure among firms i@ dement manufacturing industry in
Kenya. Data was collected from published finansi@tements available at NSE and
CMA as well as the company head offices for thbse &re not listed. This was then used
to compute the various ratios which constitutediades in the study. The chapter
presents the summary of descriptive statistics @giession analysis followed by a

summary and interpretation of the findings.

4.2 Summary of Descriptive Statistics

The values of the mean, median, mode and standarihtibn of all variables was
calculated for the 10 year period and summarizedbte 4.1 below.

Table 4.1 Summary of Descriptive Statistics

Ten year Summary of Descriptive Statistics

LEV | Profitability | Firm Asset Firm | Liquidity | Non-Debt

Size | Tangibility | Growth Tax

Shield

Mean 0.61 3.22 0.04 1.16 0.24 0.56| 0.08
Median | 0.62 3.29 0.02 1.11 0.09 0.54 0.09

Mode N/A N/A 0.30 N/A 0.37 0.45 N/A
Std dev | 0.18 0.54 0.12 0.33 0.54 0.48 0.5

Source: Research Findings
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Note: The values of the profitability and growth reeetaken as a percentage, size as
logarithm and ratio analysis was used for leveragset tangibility, liquidity and non-

debt tax shield.

The results indicate that over the ten year pahedcement firms had a mean leverage of
0.61, profitability of 3.22, firm size of 0.04, &gangibility of 1.16, and firm growth
mean of 0.24. Liquidity had a mean 0.56 while nebtdax shield a mean of 0.08. The
standard deviation values were all less than Icatolig that there were no significant

variations in the responses.

4.3 Regression Analysis

The regression analysis was conducted using trerdge as the dependent variable and
the independent variables were profitability, fisize, asset tangibility, firm growth,

liquidity and non-debt tax shield. The results tataulated below.

Table 4.2 Model Summary

Model Summary

Std. Error of the
Model R R Squarg Adjusted R Square Estimate
1 .936" .876 .783 .02471

a. Predictors: (Constant), profitability, size,ddnility, growth, liquidity, non
debt tax shield

Source: Research Findings

The correlation coefficient (R) measures the stieagd direction of a linear relationship
between two variables. Table 4.2 shows that R48@which indicates a strong positive

correlation. The R-squared indicates the coefficieh determination, which is the
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proportion of variance in the dependent variabkg ttan be explained by independent
variables. In this case, 87.6% of variations inelage can be explained by the
determinants of capital structure: profitabilityzes tangibility, growth, liquidity and non
debt tax shield. This leaves 12.4% of the variaitmbe influenced by other factors.

Table 4.3: ANOVA

ANOVAP
Sum of

Model Squares df Mean Square F Sig.
1 |Regressior .035 6 .006 9.444 | .003

Residual .005 8 .001

Total .039 14
a. Predictors: (Constant), profitability, size,ddmlity, growth, liquidity,
non debt tax shield
b. Dependent Variable: Leverage

Source: Research Findings

Table 4.2 shows that the independent variablessstally predicts the dependent
variable (6, 95) = 9.44, p<0.05(i.e. the regressimuel is a good fit for the data). This
implies that the independent variables are predictd the dependent variable. This
means that profitability, size, tangibility, growthiquidity, non debt tax shield are

predictors of leverage.

Table 4.4 Regression Coefficients

Coefficientd
Unstandardized Standardized
Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 |(Constant) -1.180 .799 -1.476 | .178
Profitability -.270 .095 -.828 -2.850 | .021
Size .066 .052 .281 1.282 .236
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Tangibility 132 .097 .523 1.367 .209
Growth .022 .082 .053 .265 .798
Liquidity .006 .022 .061 .266 797
Non debt tax shield 3.037 1.814 .829 1.675 133

Dependent variable: Leverage

Source: Research Findings

From the Coefficients tablhe regression model is as follows:

LEV = -1.180 + - 0.270PF + 0.066FS + 0.132AT + 02F25 + 0.006LQ + 3.037NDTS
+ &

The results in Table 4.4 indicate that Profitapiig the only variable with a negative
correlation with leverage and also statisticallgngicant at 2.1% level of significance.
This implies that for the cement manufacturing rras the level of profits increases, the
use of debt to finance investments decreases. dityuhas a coefficient of 0.006
implying that liquidity has little or no correlationith leverage though this relationship is
statistically insignificant. Tangibility, growth,om debt tax shield and size have a positive
but insignificant correlation with leverage. Thmplies that as they increase the level of

leverage also increases.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMENDATIONS

5.1 Introduction

This chapter presents a summary of findings, canmtuand recommendations based on

the results.

5.2 Summary

The objective of the study was to establish therda@nants of capital structure of cement
manufacturing firms in Kenya. The results indicatbat over the ten year period the
cement firms had a mean leverage of 0.61, meaitadvdity of 3.22, firm size of 0.04,

asset tangibility of 1.16, and firm growth mearOd4. Liquidity had a mean 0.56 while
non-debt tax shield a mean of 0.08. The standawittion values were all less than 1

indicating that there were no significant variaon the responses.

The coefficient of correlation (R) was 0.936 whinlicated a strong positive correlation
between leverage and the determinants: profitgpsize, tangibility, growth, liquidity,
non debt tax shield. The coefficient of determimat(R-squared) of 0.876 indicated that
87.6% of variations in leverage in the cement mactwiing firms can be explained by
variations in profitability, firm size, asset tahijty, firm growth, liquidity and non debt

tax shield. This leaves 12.4% of the variationbeanfluenced by other factors.

The results further indicated that profitabilitycha negative correlation with leverage
and was also statistically significant at 2.1% levesignificance. This implies that for

the cement manufacturing firms, as the level offirancreases, the use of debt to
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finance investments decreases. All other variabie® positively correlated to leverage.
Liquidity had a coefficient of 0.006 implying thaguidity has little or no correlation
with leverage though this relationship is statatic insignificant. Tangibility, growth,
non debt tax shield and size have a positive lsigmificant correlation with leverage.
This implies that as they increase the level oktage also increases. Non-debt tax
shield had the highest impact with a regressiorffictent of 3.037 and a p-value of

0.133.

5.3 Conclusion

Literature suggests that debt requirements ofa ifirone industry differ from the firm in
another industry; hence determinants of capitacsire are different across industries
(Titman & Wessels, 1988). The reason for this isabse in the environment, business
risk varies across the industries. The cement naatwing industry is unique in many

aspects compared to other sectors in Kenya.

This study concludes profitability, firm size, astngibility, firm growth, liquidity and

non debt tax shield are determinants of the cagitaicture of cement manufacturing
firms in Kenya. The most influential variable igthon-debt tax shield followed by asset
tangibility, then firm size and firm growth. Ligutgl has the least impact on leverage of

the cement manufacturing firms in Kenya.

The study also concludes that profitability hasegative correlation with the leverage of

the cement manufacturing firms in Kenya. This ieplthat as leverage of the firms
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increases profitability will fall. All the otherariables have a positive correlation with

leverage.

5.4 Recommendations

Some of the factors to consider when making cap#ilcture choice include
profitability, size of the firm, growth of the firmliquidity, non-debt tax shields and
tangibility of assets. Chief Finance officers afrfs in the cement manufacturing firms
should take into account the industry norms wheveliping their financial policies.
Capital structure of comparable companies in tldeistry should be considered because

it might reflect the unique risks inherent in tiredustry.

5.5 Limitations of the Study

Not all data was available in the NSE because tta summarized data. The Capital
markets authority (CMA) provided comprehensive d&tawever data for some years
was missing. Not all companies used debt in thegdital structure hence companies that

were unlevered were excluded from this study.

Some of the cement manufacturing firms are noedisat the NSE hence it was
challenging to get the data. The study period veas (10) years from 2005 to 2014.
Some of the newly established firms did not hava flar some of the periods making it

difficult to make comparisons.
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5.6 Suggestions for Further Research

A similar study may be carried out with the objeetof addressing financial structure of
firms as opposed to capital structure. This wowddnmrthwhile because it was noticed
that a number of firms used large amounts of steom borrowing rather than long term

debt.
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APPENDICES

Appendix 1: List of Cement Manufacturing Companiesin Kenya

Bamburi Cement Ltd

East Africa Portland Cement Ltd
ARM Africa Ltd

Mombasa Cement Ltd

National Cement Ltd

Savannah Cement Ltd
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