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Abstract

Despite the availability issue, debt financing continues to be an essential form of funding for businesses.
Risks have been a major source of uneasiness for owners, executives, experts, as well as shareholders
globally. The Kenyan enterprises have a greater susceptible to variations in currency rates in the nation’s
economic climate, which is growing to become increasingly open with an increase in global trade. The study
objective is to investigate the effect of risk on total debt of companies listed on Nairobi Securities Exchange.
The study was underpinned by tradeoff theory and pecking order theory. The study utilized causal research
design. Secondary data was used to collect data from yearly accounting statement from 2007-2011. Panel
regression was used to analyze the fixed effect model. The result showed that risk negatively and
substantially affects total debt. The study recommended that the management of listed firms should
understand the tradeoff theory and pecking order theory. The study also recommended that risk should
continually be monitored by companies to be in line with the prevailing economic conditions. This can be
ensured by studying other factors trend that can affect the risk of companies.
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1 Introduction

The risk for businesses in nations is growing as a result of economic integration as well as the globalization
process. This is a result to rivals in and out of the nations, either directly from other competitors or inadvertently
from participation in world markets [1]. Risks have been a major source of uneasiness for owners, executives,
experts, as well as shareholders globally. The Kenyan enterprises have a greater susceptible to variations in
currency rates in the nation’s economic climate, which is growing to become increasingly open with an increase
in global trade. Variations in rate of exchange can affect how much the business’s inputs and outputs cost in
relation to one another [2]. Risk is referred to as something that could make achieving particular targets more
difficult. Chances are thought to affect a company’s investment choices, thus managers are continuously
thinking of ways to lower the chances of loss of money as well as company failure [3].

The combination of various funding methods used by the company to fund activities makes up the capital
structure [3]. Debt as well as equity are the main pillars of the capital framework and also reflect the main
interests on the assets of the firm, as described by Zeitun and Tian [4]. A business might be financed by its
owners, its creditors, or a combination of both. Debt financing is money obtained by borrowing from
corporations such as banking institutions or issuing securities, including those which have a set payback.
According to Abor and Biekpe [5], debt can be either long-term or short-term refundable through time spans
that go beyond one year. Total debt is the combination of short term debt and long term [1].

The share of resources funded by short-term loans is known as short-term debt, which is defined as the sum of
financing that expires after one accounting cycle [6]. The capital structure as well as funding options of
businesses include short-term debt financing significantly. This is due to the fact that short-term loans enable
companies to satisfy their current financial requirements without making long-term commitments, the expense
of managing short-term debt can be less burdensome for the company, as well as short-term loans typically have
reduced rates of interest [7].

According to Abeywardhana [6], long-term debt is the percentage of the resources of the organization that are
owing to other parties and are due over an extended amount of time. The proportion of the organization’s
entirety of assets to its total long-term commitments serves as a proxy for the amount of long-term debt. The
proportion displays the proportion of assets that are funded by long-term debt. Long-term debt has historically
primarily utilized for financing current-period investment enterprises, but empirical research demonstrates that
despite its accessibility issues, it still offers a significant funding alternative for investments that are long-term
[6,7].

Debt remains to be the most accessible source of funding, typically from borrowing organizations, due to the
accessibility of borrowing facilities as well as the stringent authorization criteria for equity investment from the
stock exchange platforms [8]. Given a perceived elevated risk related to Business clients, receiving funding
through unauthorized lenders is both technically possible and operationally desirable from the perspective view
of formal financiers [9].

The main stock exchange In Kenya is the Nairobi Securities Exchange, formerly known as the Nairobi Stock
Exchange. With approval from the London Stock Exchange, it started in 1954 as an international stock
exchange whilst Kenya was still a British territory. It belongs to the African Securities Exchanges Association
and ranks fifth when thinking of its value as a proportion of GDP as well as fourth in respect of the amount of
trading in Africa [10].

Companies listed on the NSE contribute significantly to economic growth by encouraging both savings and
investment. These businesses engage in a variety of industries, including the financial sector, manufacturing,
agriculture, and investing, among others [11]. Additionally, these businesses offer services and produce goods.
Therefore, a company’s financial health and sustainability help to promote shareholder loyalty and ensure that it
meets its financial obligations on schedule.

Regardless of the reality that businesses in Kenya have taken on tactical risk control, statistical analysis on risks
related to finances show that the normal level of risk of failure in Kenya was at 52 percent, and these is
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substantially greater than the African average of 50 percent and substantially greater than the average worldwide
of 37 percent [12]. Asset theft, fraudulent accounting, corrupt practices, purchasing scams, and cybercrime are
the most prevalent risk types mentioned in the poll. It was concerning that there were more instances of theft,
fraudulent accounting, corrupt dealings, acquisition theft, and cybercrime, all of which increased corporate costs
and negatively impacted business results [12].

There is very little empirical data on the impact of risk on a company’s overall debt in Kenya; instead, most
research have focused on risk management or debt financing. Similar to this, there is no agreement on how
businesses could use risk to either decrease or grow debt. The results suggested that risks are reflected in the
rising economic crime and fraud [12]. There hasn’t been much research, though, on how NSE firms manage risk
and how it affects their total debt. In order to close this empirical gap, the study looked at how risk affected the
total debt of companies registered on the Nairobi Securities Exchange.

2 Theoretical Review

2.1 Trade off theory

Modigiliani and Miller [13] put out an altered version of their Modigliani and Miller [13] thesis as the trade-off
hypothesis. The ideal quantity of debt is reached, depending to the researchers, at the level wherein the marginal
advantage of debt financing is equivalent to the marginal expense of debt financing [14]. They contended that
the capital structure of an organization may be maximized by using a great deal of debt as capital in order to
benefit from the tax break constrained by the interest charges related to debt. According to Myers [15], there is a
trade-off among the capital structure of a company and the implications of taxes, costs related to financing, as
well as agency expenses, which is in line with Modigiliani and Miller [13] claim. According to Myers [15] and
Wen-Chien [16], firms aim for levels of debt that strike a balance between the tax benefits of greater debt and
the risks of potential financial distress.

According to Serrasqueiro and Caetano [17], the Trade-off Theory disregards tax breaks that do not pertain to
debt, such as tax credits for investments as well as additional permitted costs like deterioration payments, and
appears to suggest that if a company seeks to optimize worth, it ought to take advantage of the advantages of the
interest-tax exemption regardless of whether there is a remote chance that it will face financial difficulty.
According to existing research, profitable businesses prefer to use a minimum of debt as possible [13]. Due to
their concern about losing control of their firms, corporations typically choose to utilize their preserved
revenues, reductions, or donations from members before borrowing [14].

According to the Trade-off Theory, managers must assess the benefits and drawbacks of borrowing money in
order to achieve a sufficient amount of capital employing interest payments [15]. According to the translator,
this lowers the burden of taxes, which lowers the price of financing through debt relative to financing with
equity. When a result, when a company’s debt level increases, its overall average cost of capital decreases until
it reaches the debt-to-equity ratio that optimizes its value. This is explained by the fact that financial hardship
issues grow proportionally with debt levels, leading to an ideal capital structure that demonstrates the biggest tax
shelter the corporation is able to obtain [6].

2.2 Pecking order theory

According to the pecking order theory put forth by Myres and Majluf in 1984, enterprises choose their financial
resources according to a specific hierarchy. The agency problem that resulted from the information imbalance
amongst executives, owners, and prospective shareholders prompted the supporters of the theory [18].
According to Abor and Biekpe [5], information asymmetry regarding the organization’s investment possibilities
could cause the marketplace to overestimate the company’s fresh equity in comparison to the worth that could
have been determined if the executive’s knowledge about those possibilities were widely known by everyone
with an interest. As a result, businesses initially seek ways of funding their operations utilizing earnings that are
retained; if this proves insufficient, they then turn to borrowing; and finally, equity. According to Javier and
Juan [19], the order of choices illustrates the relative costs of the various sources of corporate finance that are
accessible to the company.
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The Pecking order Idea provides an additional explanation for corporate leverage. Prosperity is expected to
result in a decrease in borrowing, contrary to the balance hypothesis, because successful companies can cover
their capital needs through profits that are retained [12,20]). The Pecking order theory states that information
disparities between management, shareholders, and prospective financiers have an impact on financing choices.
Although the pecking order theory receives recognition for clarifying capital structure modifications, it fails to
take into account the impact of taxation, economic uncertainty, as well as costs associated with agency in
companies’ capital structures. It also disregards potential issues that could arise when supervisors at firms
develop a disregard for discipline in the market due to excessive financial slack [6,17].

2.3 Empirical review

Alnajjar [21] looked into how businesses in industrial operations choose their capital structure in relation to risk
exposure. Conclusions about management behavior in relation to business risk, earnings, company size, as well
as growth in sales are drawn from the study. For this analysis, data from Jordan’s industrial sector from 2009 to
2011 were utilized. For analyzing data, a model based on linear regression is employed. The findings of this
study demonstrate that risk aversion is a trait shared by executives of industrial-related companies, although
increased sales as well as size of the company are positively associated with financial decision choices.
Profitability and the company’s financial strategy have a negative relationship.

Gopalakrishnan, Jacob, and Mohapatra [22] examined the effects of risk-sensitive Basel laws on the debt
financing of businesses worldwide were investigated. It examines how businesses adapt to the effect by
changing their capital expenditures and financing options. According to our research, Basel Il restrictions are
linked to a decrease in lower-rated companies’ access to financing. These businesses rely more on accounts
payable, pay stockholders less, and make less capital investments to offset the lack of financing from banks. In
nations that rely on the internal ratings-based method, the impact of capital control is lessened. The primary
findings stand up to controls for financial crises, controls particular to banks, and the addition of loan-level data.
The research presented in this study makes a significant contribution to our understanding of the effects of risk-
sensitive bank capital restrictions in practice.

A structural model was developed by Zuzana, Marija, Danijela, and Milica (2022) to examine the connections
between the efficiency of operations of SMEs and the drivers behind company hazards. A survey of 1,781 SMEs
from a few Central European nations was done. Confirmatory Factor Analysis (CFA) was utilized to examine
the model’s validity and dependability. To evaluate the internal consistency of data gathering tools, the
Cronbach’s alpha test was applied. The Kaiser-Meyer-Olkin (KMO) test was employed to gauge the suitability
of the sample. The model given in this paper offers a tool for figuring out how operational performance, market
position, and sources of business hazards interact. The approach can assist SMEs’ managers in concentrating on
particular business aspects that shouldn’t be overlooked during decision-making processes.

Naibaho and Mayayogini [23] looked at the effects of risk, particularly operational, credit, and liquidity risk, on
company efficiency with business governance as a moderating factor. The study used secondary data from 48
Southeast Asian businesses that were part of S&P Capital 1Q’s Consumer Staples, Consumer Services, and
Consumer Durables industry groups between 2017 and 2021. Purposive random sampling was utilized as the
sample collection approach in this investigation. According to the study’s findings, operational risk and credit
risk have no impact on a company’s performance, whereas credit risk has a detrimental impact. This study also
indicated that operational risk and credit risk had a stronger association with company performance than
liquidity risk, which had a negative impact on firm performance [24-26].

3 Methodology

The study adopted causal research design and sought to examine the effect of risk on total debt of firms listed on
NSE. The population of interest was comprised of all firms that are listed on the NSE between 2007-2011.
Firms that had been listed for less five years or had incomplete data was left out. The study opted to undertake a
census because of the small number of firms listed on the NSE. It was therefore possible to collect data from all
the firms.

The study chose to use secondary data from the semi-annual as well as the annual financial statements of the
firms listed on the NSE for a period of five years. This data allowed for the calculation measures relevant to this
study. The data constituted a mixed of cross-sectional as well as time series data and was therefore treated as
panel data. The use panel data has advantages over both cross sectional and time series data include [27,28].
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Data analysis was performed in order to convert obtained data into a format that can be used for interpretation
and conclusion. Because the study was based on panel data, the analysis was based on panel regression. As a
result, the panel regression technique was utilized to test hypotheses, and conclusions was drawn after. The 0.05
significance level, or 95 percent confidence interval, was used to guide the test of hypotheses. The model is as
follows;

Yii =a+ [Xit +a&t

Where

&t = error term

Yir= Total Debt for it firm in t™ year.

Xit= Risk (the standard deviation of Earnings before Interest, Tax, Depreciation divide by Total Assets)
S= Vector of Coefficient

4 Results and Discussion

Table 1. Panel Regression on Total Debt

Group variable: Company Number of groups = 52
R-sq: within =0.1848 Obs per group: min = 10

between = 0.3324 avg= 10.0

overall = 0.3040 max = 10

F(9,459) = 1156

corr(u_i, Xb) =0.2667 Prob > F = 0.0000
Total debt Coef. Std. Err. t P>t [95% Conf. Interval]
Risk -0.1292192 0.0523192 -247 0.014 -0.2320342 -0.0264043
_cons 0.8147678 0.1621965 5.02 0.000 0.4960281 1.133508
sigma_u 0.17825974
sigma_e 0.07262303
rho 0.85765148 (fraction of variance due to u_i)
F test that all u_i=0: F(51,459)= 21.24 Prob > F = 0.0000

From the table above which shows the fixed effects regression for risk and total debt. From Table 1, the overall
r-squares is 30.4% which means overall 30.4% of the variations in total debt was explained as shown by risk.
The within r-squared is 18.48% which means that 18.48% of the variations within the variables were explained
by the model. The between r-squared is 33.24% which means that 33.24% of the variation of variable which is
explained as shown by model. Table 1 demonstrated that risk was significantly as well as negatively related with
the total debt. This means that a point increase in the total debt would reduce risk by 0.1292.

Risk was found to be having a relationship that was significant and negative with total debt. This means that
levels of risk that are high leads to a significantly lower levels of total debt. This means that as risk increases
firms decreases the use of total debt. Risk being a result of volatility of profits, a reduction in total debt will
result in the reduction in interest payment and hence a higher level of profit. This is an effort to ensure the
volatility in profits is reduced. The study is in agreement with both trade off and pecking order which predicts a
relationship that is negative between risk and leverage as they suggest that in order to reduce the volatility of
profits, firms with high risk should ensure the reduction of the level of debt. The examination results supports
Alnajjar [21] as risk has a negative effect on total debt. The result does not support Gopalakrishnan, Jacob, and
Mohapatra [22], as result showed a positive and significant effect.

5 Conclusion and Recommendation

The study highlighted that risk negatively and significantly affects total debt. From the analysis it is observed
that, risk was significantly and negatively related with the total debt. Risk was negatively related to total debt
supporting both pecking order and trade off theories. With this, we confirm that firms listed on the NSE borrow
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from both pecking order and the tradeoff theories while making decisions to use debt and therefore the study
confirms that the capital structure theories which is relevant in debt decision making at the NSE.

Based on this finding, it is recommended that risk should continually be monitored by companies to be in line
with the prevailing economic conditions. This can be ensured by studying other factors trend that can affect the
risk of companies. Management of NSE or firms planning to list on the NSE should study the tradeoff theory
and pecking order theory so as to be able to know how to apply them in the making debt decisions. They should
also be aware of the factors that determine risk so as to be able to make decisions that are informed. Effective
and efficient risk system should be put in place in firms as they will help to curtail adverse effect of risk
exposure on debt of firms. Further studies should be carried out on the effect of risk on total debt of saccos,
insurance firms and banking institutions.

Competing Interests

Authors have declared that no competing interests exist.

References

[1] Mbwika LS. Effect of Capital Structure on the Financial Performance of Construction and Allied Firms
Listed on Nairobi Securities Exchange for the Period 2011-2017. A Research Project Submitted to United
States International University, Kenya; 2019.

[2] Jamal MM, Ali AM. Exchange rate volatility and stock market performance in Pakistan. The Pakistan
Development Review, 2015;54(4):599-612.

[3] Ayeni TY, Emeka HO. Financial Risks and Performance of Listed Manufacturing Firms in Nigeria.
Journal of Public Administration, Finance and Law. 2021;22:156-163.

[4] Gharaibeh AM. The effect of capital structure on financial performance of listed companies in the bahrain
bourse. Journal Of Finance and Accounting; 2015.

[5] Zeitun R, Tian G. Capital Structure and Corporate Performance: Evidence from Jordan. Australasian
Accounting Business & Finance Journal. 2014;7(3):3-16.

[6] Abor J, Biekpe N. How do we explain the capital structure of SMEs in sub-Saharan Africa? Journal of
Economic Studies. 2009;36(1):83-97.

[71  Shikumo CM, Mutua JK, Kyalo JM. Short-term risk factors and stock returns in the Kenyan capital
market. International Journal of Economics and Finance. 2020;12(1), 82-95.

[8] Abeywardhana D. Debt capital and financial performance: A comparative analysis of South Africa and
Sri Lankan listed companies. Asian Journal of Finance and Accounting. 2017;9(2):103-127.

[91 Nunes PM, Serrasqueiro Z. Short-term debt and long-term debt determinants in Small and medium-sized
hospitality firms. Tourism Economics. 2017;23(3):543-560.

[10] Iraya MW, Lucy OM. Stock market performance and economic growth in Africa: A panel data analysis.
Research in International Business and Finance. 2013;27(1):87-99.

[11] Kariuki JK, Ocharo J. The impact of the Nairobi securities exchange on business performance in Kenya:
A panel data analysis. International Journal of Business and Management. 2021;16(12):73-87.

[12] PricewaterhouseCoopers (PwC). Kenya Capital Markets Report. Nairobi: PwC Kenya; 2014.
[13] Modigilian F, Miller MH. Corporate income taxes and the cost of capital: A correction. The American

Economic Review. 1963;53(3):433-443.

143



[14]

[15]

[16]

[17]

[18]

[19]

[20]

[21]

[22]

[23]

[24]

[25]

[26]

[27]

[28]

Pyoko and Muchiri; Asian J. Prob. Stat., vol. 25, no. 2, pp. 138-144, 2023; Article no.AJPAS.108329

Korzh N. The evolution of capital structure theories and their classification. SocioEconomic Problems
and the State. 2015;12(1):182-189.

Myers SC. Capital Structure. The Journal of Economic Perspectives. 2001;15(2):81-102.

Githaiga PN, Kabiru CG. Debt financing and performance of Small and Medium Enterprises: Evidence
from Kenya. Journal of Economics, Finance and Accounting. 2015;2(3):473-481.

Serrasqueiro Z, Caetano A. Tradeoff theory vs Pecking order theory: Capital structure decisions in a
peripheral region of Portugal. Journal of Business and Economics Management. 2015;16(2):445-466.

Mugisha H. Capital Structure and Financial Performance of Small and Medium Scale Enterprises in
Buganda Region, Uganda. Thesis, Kenyatta University, Kenya; 2021.

Javier SV, Juan FMU. Are the implications of financial growth cycle confirmed for Spanish SMEs?
Review of Quantitative Finance and Accounting. 2012;25:341-355.

Wen-Chien L. Trade-off theory of capital structure: Evidence from estimations of nonparametric and
semi-parametricpanelfixed effects models. Investment Management and Financial Innovations.
2017;14(1):115-123.

Alnajjar MA. Business risk impact on capital structure: A case of jordan industrial sector. International
Journal of Business and Economics. 2015;14(1):24-38.

Gopalakrishnan B, Jacob J, Mohapatra S. Risk-sensitive Basel regulations and firms’ access to credit:
Direct and indirect effects. Journal of Banking & Finance. Elsevier. 2012;1260©.

Naibaho EAB, Mayayogini NMC. The impact of risk management on firm performance: corporate
governance as moderating variable. Media Ekonomi dan Manajemen. 2023;38(1):129-146.

Virglerova Z, Panic M, Voza D, Velickovic M. Model of business risks and their impact on operational
performance of SMEs. Economic Research-Ekonomska Istrazivanja. 2022;35(1):4047-4064.

Palacios HA, Carrillo EP, Guzman GM. The effects of capital structure on performance: An empirical
studyon manufacturing SMEs of Mexico. Journal of Business and Economic Policy. 2016;3(1):22-31.

Mac an Bhaird C, Brian L. An empirical investigation of the financial growth life cycle. Journal of Small
Business and Enterprise Development. 2011;8(4):715-723.

Forte D, Barros LA, Nakamura WT. Determinants of capital structure of Small and Medium sized
Brazilian Enterprises. Brazilian Administration Review. 2013;10(3):347-369.

Edet BN, Uma UO, Udo SO. The effect of capital structure choice on the performance of corporate
organizations: A case of quoted agro-based firms in Nigeria. Bulletin of Business and Economics.
2017;6(2):58-67.

© 2023 Pyoko and Muchiri; This is an Open Access article distributed under the terms of the Creative Commons Attribution License
(http://creativecommons.org/licenses/by/4.0), which permits unrestricted use, distribution, and reproduction in any medium, provided the
original work is properly cited.

Peer-review history:

The peer review history for this paper can be accessed here (Please copy paste the total link in your
browser address bar)

https://www.sdiarticle5.com/review-history/108329

144


http://creativecommons.org/licenses/by/3.0

