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ABSTRACT
Deposit Taking Microfinance Banks play a significant role in providing financial services to

underserved segments of the population in Kenya. However, the financial performance of
DTMFBs has been shown to be declining in recent years. The NPL (non-performing loan)
ratio for DTMFBs increased from 9.8% in 2019 to 11.7% in 2020. The study sought to
establish the effect of financing structure on financial performance of deposit taking
microfinance banks in Kenya. Specifically, the study sought to determine the effect of short
term debt on the financial performance of Deposit Taking Micro Finance Banks in Kenya;
to assess the effect of long term debt on the financial performance of Deposit Taking Micro
Finance Banks in Kenya; to evaluate the effect of retained earnings on the financial
performance of Deposit Taking Micro Finance Banks in Kenya; and to evaluate the effect of
share capital on financial performance of Deposit Taking Micro Finance Banks in Kenya.
Signalling theory, dividend irrelevance theory, bird in hand theory, and pecking order theory
will provide the theoretical foundation of the research. The correlational research design was
adopted for the study. This research focused on the 14 DTMFBs. Data on financial structure
and performance was gathered from secondary sources, with panel data covering the years
2017 through 2022. The data was analysed using statistical methods including multiple
regression, correlation, and descriptive statistics using STATA (Version 16). The
significance of the regression coefficients was examined using the t-statistic at the 5% level
of significance. The analysis revealed that short term debt has a significant on financial
performance of DTMFBs in Kenya (# =.0588, p=0.000<.05); long term debt has a positive
but insignificant effect (4 =.0184, p=0.191>.05) on financial performance; retained earnings
have a positive significant effect on financial performance (4 =.0662, p=0.000<.05) of the
DTMFBs; share capital has a negative insignificant effect (# =-.0281, p=0.077>.05) on
financial performance of the DTMFBs. The study suggests that DTMFBs in Kenya should
carefully consider their short-term debt management strategies as an integral component of
their financial operations.
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TERMS AND DEFINITIONS
These are debts within a firm that matures in more than a year

(D’Mello et al. ,2018)

The percentage of the ordinary shares that are held by the five largest
owners of the firm (Jiang et al., 2021)

The earnings that are retained within the firm for the purposes of
reinvestment or for the debt repayment aspects (Ogata, 2020).

The funds that have been raised by the company in exchange for shares
of the firm (Shikumo, 2021)

The debts that are payable or due within a year (Emenike et al., 2022)

This is an umbrella phrase for describing a company's total financial
stability (Thomas, 2021).
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CHAPTER ONE

INTRODUCTION
1.1 Background to the Study
Globally, the importance of microfinance institutions cannot be overemphasized. Microfinance
institutions are financial entities that function as bankers and lenders, offering a range of
financial services tailored to the needs of individuals and businesses with limited resources
(Muriithi, 2016). These services encompass various offerings like deposits, loans, payment
services, money transfers, and insurance. The significance of microfinance lies in its ability to
bridge the gap by providing essential financial services to impoverished and low-income
households, as well as budding entrepreneurs and nascent enterprises who would otherwise

lack access to such services.

The role of microfinance institutions in bridging the financial gap is evergrowing
(Ngumo, 2017) to the extent that some of them have transformed to deposit-taking
microfinance banks (DTMFBs). Nevertheless, the definition of a microfinance organizations
has evolved in recent times. In the past, its primary significance lay in its contribution to
reducing poverty. However, today, microfinance companies encompass various entities such
as government banks, non-governmental non-profit organizations, as well as large businesses
and lenders. Their common goal is to address the financial requirements of the vast number of
individuals worldwide who reside at or just above the poverty line (Idama, 2014). However,
the performance of these DTMFBs has been shown to be affected by many factors including

their financial structure.

The influence of the financial structure on the financial performance is a global concern
in various countries .Within the context of the Dhaka stock exchange in Bangladesh, Islam et
al. (2019) asserted the challenges of the financial performance aspects. The role of the retained
earnings as indicated by the amount of dividend pay-out was identified to be negatively

1



associated to the financial performance aspects. In this regard, Islam et al. (2019) noted that
the amount of the dividend pay-out which impacts on the retained earnings signals to the
investors of the state of the firm which may then further create volatility in the share price
aspects. In Bangladesh, Haque et al. (2018) also found negative correlation between the
dividend pay-out (which has an impact on the retained earnings) and the financial performance

aspects.

Experiences from Pakistan show the challenge of financial performance and its
consequences to firms. Ahmad et al. (2019) asserted that in Pakistan the dividend pay outs
impacts on the investor decision making aspects in respect to investing in the firm and hence
leading to volatility of the shares. On the other, Siddique et al. (2020) asserted that debt was
negatively related with the financial performance aspects. The debt levels were noted to
influence the share price aspects with high levels of dents leading to low dividends which

provides negative signal to the investors on the firm’s value.

The role of the financial structure on the financial performance has also been noted in
diverse African context. In Nigeria, Olatunde , Rasaki (2020) noted the challenges of the
financial performance and noted the role of the retained earnings as a contributor to the
financial performance aspects. Ifeanyichukwu (2021) further asserted that the dividend pay
outs and consequently the retained earnings impact on the share price amounts. Still within the
context Onyekwelu and Lucy (2019) noted that retained earnings enables the firms to invest in
more capital investments leading to generation of more assets for the firm and thereafter
influencing the share price dynamics. In South Africa, Wehncke (2018) discusses the
framework of the financial performance and notes the role of the retained earnings on the price
volatility aspects. In this perspective, Wehncke (2018) asserts that the financial performance

affects the stability of the share price and consequently leading to the financial performance



aspects. In this regard, the earning retention or dividend pay-out decisions were argued to have

a signalling effect to the investors on the future outlook of the firm.

In Rwanda, Gloria and Jonas (2018) noted some of consequences related with the
financial performance aspects in the country. The financial performance was associated with
changes in investment levels within the firm level due to the inability of the investors to know
the right timing for purchase or sale of the firm shares. This leads to waning investor interests

on the firm shares especially amongst the conservative shareholders.

1.1.1 Deposit Taking Micro Finance Banks in Kenya

Microfinance institutions that accept deposits are called deposit taking microfinance
institutions (FauluKenya-Administrator, 2010). These institutions can provide savings and
wealth creations to the market in addition to lending money to consumers that require credit at
interest rates. A number of current microfinance organizations sought for licenses to enable
them to accept deposits from members and the general public after the microfinance Act took
effect on May 2, 2008. The Microfinance Act's main goal is to control the creation,
administration, and operation of microfinance institutions in Kenya through licensing and

monitoring.

Deposit-taking microfinance banks (DTMFBs) in Kenya play a critical role in the
country's economy. They provide financial services to low-income and underserved
households and businesses, which helps to boost economic growth and reduce poverty. Interms
of employment, DTMFBs employ a significant number of people in Kenya. In 2020, the sector
employed over 10,000 people directly and indirectly. These jobs are important for the Kenyan
economy, as they provide income and opportunities for people who would otherwise not have
them. In terms of GDP, DTMFBs contribute significantly to the Kenyan economy. In 2020, the

sector contributed over Kshs 100 billion (USD 1 billion) to the Kenyan GDP. This contribution



is important for the Kenyan economy, as it helps to boost economic growth and create jobs

(CBK, 2021).

According to a Central Bank of Kenya (2020) supervision report as at December 2019,
there were thirteen Microfinance institutions in Kenya; 3 large, 1 medium and 8 Small ones.
Since its inception in 2009, the microfinance sector in Kenya has experienced remarkable
growth. The licensing of the first Microfinance Bank (MFB) marked the beginning of this
expansion. As of December 2017, there were a total of 13 licensed MFBs operating across the
country, with a collective presence of 114 branches. Notably, 11 of these MFBs have a
nationwide reach, namely Faulu Kenya MFB, Kenya Women MFB, SMEP MFB, REMU
MFB, Rafiki MFB, Century MFB, SUMAC MFB, Caritas MFB, Maisha MFB, Uwezo MFB,
and U&I MFB. Additionally, two MFBs operate on a community-based level, namely Daraja

MFB and Choice MFB.

1.1.4 Financial Structure of Deposit Taking Micro Finance Banks in Kenya

The financial structure of the company is defined as the blend of debt and equity used to finance
both short- and long-term assets. The foundational elements of the company's financial
structure are debt and equity. The most common term for a company's financial structure is its

debt-to-equity ratio, which sheds light on how hazardous the business is.

The financial structure of a firm is the mix of equity, long-term debt, short-term debt,
and other forms of financing it uses to meet its long-term and short-term working capital needs.
According to Harjan (2020), the financial structure denotes to the mixture of the short term and
long term sources of financing of the company. Major (2018) asserts that the financial structure
relates to the determination of the optimum proportion of the debts and equity in the

organizational financing. Hamam et al. (2020) views the financial structure to relate to the



manner in which the organization finances its assets. The financial structure has an influence

on the financial performance (Islam et al., 2019; Ahmad et al., 2019).

The financial structure is seen to be composed of stockholder’s equity, short term debt
and long-term debt. The short term financing sources would include creditors and payment
papers (Major, 2018). The long-term debts also have an influence on the financial performance.
Retained earnings is another component with an influence on the financial performance.
According to Junya (2018), the retained earnings refers to the profits after the dividends. On
the other hand, share capital as defined by Achieng et al. (2018), is the monetary resources

raised by a company through the issue of shares in exchange for cash.

Financial institutions in developing nations, and in East Africa in particular, struggle to
gain access to credit and bear high expenses for loanable capital, such as interest. Fees and
interest rates are steep. The high cost of living has modeled significant trials for microfinance
institutions (MFIs). For DTMFBs in Kenya, high borrowing costs, a decline in deposits, and
increased non-performing loans (NPLs) have impacted the sector. The DTMFBs struggle with
borrowing money at high interest rates from commercial banks, making it difficult to offer
affordable loans and generate profits. The pandemic has also led to a decrease in deposits as
individuals face job losses and reduced incomes, further straining the financial resources of
MFIs (Zheng & Zhang, 2021). Moreover, the repayment rates of MFI loans have suffered, with
many borrowers unable to repay due to financial hardships caused by the pandemic. To address
these challenges, MFIs are taking measures such as negotiating lower interest rates,
encouraging savings through higher deposit rates, and working with borrowers on repayment
plans and financial counseling. These efforts aim to ensure the continued provision of financial
services to those in need despite the ongoing pandemic (Mwangi, 2022). There is no empirical
evidence to support the hypothesis that the capital structure of DTMFIs impacts financial

performance.



1.1.5 Financial Performance of Deposit Taking Micro Finance Banks in Kenya

Despite the positive financial performance and asset growth of Deposit Taking Micro Finance
Banks (DTMFBs) in 2020, client’s express dissatisfaction with the service provided by these
institutions. This is attributed to several reasons. Firstly, clients often experience long waiting
times when seeking assistance at DTMFBs. Secondly, the staff at these banks are not
adequately trained, leading to a lack of quality service delivery. Furthermore, clients feel that
there is a lack of transparency regarding the services offered by DTMFBs. In addition to these
client-related concerns, DTMFBs themselves face significant challenges. They struggle with
inadequate retained earnings, hindering their ability to invest in new products, expand
operations, and meet customer demands. Moreover, the exorbitant interest rates imposed by
commercial banks when DTMFBs borrow funds adversely impact their funding structure and
ability to offer competitive rates. Additionally, DTMFBs encounter difficulties in accessing
capital from traditional sources such as banks and government agencies. These combined
challenges impede the DTMFBs' ability to provide satisfactory service to their clients and
hinder business growth. To overcome these obstacles, DTMFBs should focus on enhancing
operational efficiency, reducing costs, exploring alternative funding sources, and actively

striving to improve client satisfaction.

The increase in profits was attributed to growth in interest income and reduction in
operating expenses (CBK, 2021) However, the COVID-19 pandemic had an adverse impact on
the sector's loan portfolio quality, with non-performing loans (NPLs) increasing from 9.8% in
2019 to 11.7% in 2020. This was mainly due to the economic disruptions caused by the

pandemic, which affected the ability of borrowers to repay their loans (CBK, 2021)

The performance of DTMFBs is closely linked to the overall performance of the Kenyan
economy. The pandemic-induced economic slowdown has affected the financial performance

of many businesses, including DTMFBs. As a result, the sector's growth prospects remain
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uncertain, particularly in the short term. Investors in the Kenyan securities exchange are likely
to allow for the performance of DTMFBs when making investment decisions. The sector's
profitability, loan portfolio quality, and growth prospects are important factors that investors

may consider (Mutwiri et al, 2021)

1.2 Statement of the Problem

Ideally, Deposit Taking Microfinance Banks play a significant role in providing
financial services to underserved segments of the population in Kenya. They offer a range of
financial products and services, including savings, loans, and insurance, to people who would
otherwise not have access to them (Nzuve, 2016). For example, in 2020, DTMFBs had a total
asset base of KES 113 billion (USD 1 billion), and they provided loans to over 2 million
borrowers. This represents a significant contribution to the Kenyan economy, as DTMFBs help
to stimulate economic growth and reduce poverty.

However, the financial performance of DTMFBs has been shown to be declining in
recent years. The NPL (non-performing loan) ratio for DTMFBs increased from 9.8% in 2019
to 11.7% in 2020 (CBK, 2021). This phenomenon has made it more difficult for them to repay
their loans, and it is likely that the NPL ratio will continue to increase in the coming years
(Ngumo, Collins & David, 2020). Additionally, the DTMFBs have continued to encounter
difficulties in accessing capital from traditional sources such as other banks and government
agencies. These combined challenges impede the DTMFBs' ability to provide satisfactory

service to their clients and hinder business growth hence affecting their financial performance.

There has been some attempt to link financial structure to financial performance of
different organizations, but there is little evidence that has specifically focused at DTMFBs.
For example, the short term debts were argued to impact on the financial performance through

prevention of share price crash aspects (Cheng et al., 2020). Mahindran (2018) asserts that the



long term debts impacts on the financial performance through restrictions that may be placed
on the organization in respect to dividend payment aspects. Onyekwelu and Lucy (2019) noted
that the retained earnings impacted on the firm’s value creation and hence financial
performance. Ogola (2018) examined determinants of long run share price performance;
Kengere and Kule (2020) examined the firm characteristics determinants of share price
movement; and Muthoni (2019) looked at share price reaction to the cash dividend
announcement.

While several studies have attempted to link financing structure to financial
performance, gaps still exist. Cheng et al. (2020) studied commercial banks which reveals a
methodological gap. Elsewhere, Mahindran (2018) studied agricultural firms in Malaysia
revealing a geographical and methodological gap. Kengere and Kule (2020) on the other hand
focused on listed firms. This study fills a gap left by previous research by analysing the effect
of financial structure on financial performance. Given the limited research in this area, the
study aimed to address a knowledge gap by investigating the effect of financial structure on

financial performance of DTMFBs.

1.3 Research Objectives

1.3.1 General Objective

The study's general objective was to establish the effect of financial structure on financial
performance of Kenya's deposit-taking microfinance institutions.

1.3.2 Specific Objectives

The study was based on the following research objectives;

(i) To evaluate the effect of short-term debt on financial performance of deposit-taking
microfinance institutions in Kenya.

(if) To establish the effect of long-term debt on financial performance of deposit-taking

microfinance institutions in Kenya.



(iii) Evaluate the effect of retained profits on financial performance of deposit-taking

microfinance institutions in Kenya

(iv) Analyse the effect of share capital on financial performance of deposit-taking microfinance

institutions in Kenya

1.4 Research Hypotheses

The study sought to test the following hypotheses;

Hol: Short-term debt has no significant effect on financial performance of deposit-
taking microfinance institutions in Kenya.

Ho2: Long-term debt has no significant effect on financial performance of deposit-taking
microfinance institutions in Kenya.

Ho3: Retained profits have no significant effect financial performance of deposit-taking
microfinance institutions in Kenya

Ho4: Share capital has no significant effect on financial performance of deposit-taking

microfinance institutions in Kenya.

1.5 Significance of the Study

The study's results may be useful for theorists, empirical researchers, investors, investment
advisors, and executives interested in financial structure and the stability of share prices.
This data will help theorists and researchers better understand the relationship between
financial structure features and financial outcomes for DTMFBs. It will also serve as a
foundation for them to do additional study into the same issue, focusing on a variety of
variables to assess the economic plausibility of the links being studied and weed out any that

aren't real.

Managers might use the findings as motivation to devote more resources to finding
and managing such financing in the hope of maintaining stable share prices and, in turn,
attracting more investment capital. Both new and seasoned investors can use it to help them

9



pick the best investments for their money and reap the highest possible profits. It's also a
great tool for gauging each manager's contribution and deciding whether or not to keep them
on staff. Investment advisers (brokerage firms, investment banks, and other professionals)
would benefit from this because they will have a deeper understanding of the factors that go
into making financial decisions, allowing them to better advise their clients on how to make

investments that will yield the highest possible returns with the lowest possible risk.

1.6 Scope of the Study

The study's subject, geographical, and temporal scopes are all assessed. The study is narrow in
scope, focusing only on capital structure and financing within the larger discipline of finance.
Deposit taking microfinance banks will be surveyed for this article. As of January 2023, 14
deposit taking microfinance institutions in Kenya. The data collected was for the period

January of 2018 and end in December of 2022.
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CHAPTER TWO

LITERATURE REVIEW
2.1 Introduction

This chapter assesses the literature review associated with the specific objectives of the study.
The reviewed studies examined the concepts and relationships between short-term debt, long-
term debt, retained earnings, share capital and ownership concentration against the financial
performance aspects. The chapter also examines the various theoretical framework that

underpins the specific objectives of the study, and the operationalization of variables.

2.2 Theoretical Review

The theoretical underpinnings of the research are dissected here. The theoretical framework is
the set of hypotheses about how the variables in a study are connected, as defined by Suresh
(2010). But according to Gathii et al. (2019), the hypotheses that would inform the research
are laid forth in the framework. Signalling theory, dividend irrelevance theory, bird in hand
theory, and pecking order theory provided the theoretical foundation of the research. Details

about them are provided below.

2.2.1 Signaling Theory

The signaling theory was developed in 1970 by (Arrow & Akerlof, 1970). They had published
an article titled “The Market for Lemon: Quality Uncertainty and Market Mechanism”. The
theory was first developed to explain the role of information asymmetry in the labour markets.
It served to provide a basis for making decisions under conditions of information asymmetry
challenges. The theory was to further received diverse contributions by Michael Spencer
through various publications such as Job Market Signaling Spence (1978), Spence (1976) and
Spence (1974), both titled "Informational Aspects of Market Structure: An Introduction,"”
provide overviews of the topic. According to Elikanah (2019), a signal refers to a visible action

or structure to indicate an aspect of quality.
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A signal has also been viewed as a firm’s action that convey information about the
firm’s capabilities. The signal is expected to have a positive impression on the receiver of the
signal. The business transactions between a firm and its investors occur under the context of
the information asymmetry (Al-Najjar & Kilincarslan, 2018). Within the context of a firm’s
operation, the firm’s informational disclosures through various means are signals that are serve
to reduce the material asymmetry between the firm’s management and the potential investors.
Since investment in shares is influenced and impacted by the information asymmetries, the
firm information disclosures help in the reduction of the information asymmetries between the
firm management and its potential investors (De Jong et al., 2019). The investors are thus
expected to use the reduced information asymmetry in evaluating the financial conditions of
the firm and its future growth possibilities leading to making of investment decisions (Ahmad

et al., 2018).

The signaling theory articulates that performing firms could signal its value to the
capital markets and as result help distinguish itself from non-performing firms. The signal of
good performance and the value of the firm will be useful to the performing firm if the non
performing is not able to duplicate the signal sent by the performing firm (Jaara et al., 2018).
The condition of the non performing firm inability to duplicate the signal sent by the
performing firm is the cost implication of seeking to mimic the signal provided by performing
firm.

The theory has been critiqued on the reliability of the diverse signals emanating from a
firm and the interpretation of such signals. In this context, some of the signals can be displayed
by both the performing and on performing firms thus leading to the difficulty in making
investment decisions due to the inability to differentiate the firms ( Ahmad et al., 2018). The
theory has also been noted that the firm management may send the wrong signals due to the

agency challenges and moral hazard challenges in their actions.
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The signaling theory has been applied by diverse scholars in the examination of the influence
of the financial structure on the financial performance. This informs its use in this study. The
scholars who used the theory in describing the financial performance include Pelcher (2019),
Islam et al. (2019), Naz and Siddiqui (2020), Kengatharan and Ford (2019), and Wehncke
(2018) amongst others. The idea can be applied to this research because of the potential signals
sent to investors by the ratio of short-term debt to long-term debt as well as retained earnings.
These undertaking of short and long term debts has varying information disclosures amongst
the shareholders and serves to signal to them the financial stability of the firm which further

influences their investment levels.

2.2.2 Dividend Irrelevance Theory

The dividend irrelevance theory was established in 1961 by Miller and Modigliani(Miller &
Modigliani, 1961). This was through publication of a journal article titled “Dividend policy,
growth, and the valuation of shares”. According to ljeoma and Hayati (2020), the theory
indicates the firm value is not affected by dividends. The theory thus posits that the firm
dividends have no influence on the share price and the share price is not affected by the retained

earnings as well as the dividend payouts (Rono & Omoro, 2020).

The theory notes that with the diverse factors held constant, the investor would be
indifferent between receiving the returns in terms of dividend payouts or in terms of capital
gains from reinvestment decisions (Bulla, 2021). This was attributed to the investors being
more concerned with whether an income was generated by the firm’s investment decisions and
not by the manner in which the income was distributed. Thus irrespective of the manner in
which the firm distributes its income, the firm's worth is based on its earning potential and the
choices it takes regarding its investments (Salawudeen et al., 2020). The theory thus argued
that the investors calculated the firm’s value based on the capitalized value of their future

earnings and not on the firm’s dividend policies(Bulla, 2021). Roche (2021) thus asserts that
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the investment policy is more importance to the investors than the dividend policy. This is
premised on the investment policy leading to the growth of the income growth of the investors

and adding of value to the investors.

The dividend irrelevance theory argues that the firm value is dependent on the firm’s
earning power that is cash flows and the risks involved in the firm sourcing of capital that is
cost of capital aspects (Shahid et al., 2020). In this context, the theory argues that the share
value and hence price is a function of the firm’s investment decision. The firm value was noted
to have a positive correlation with the firm earnings rather than with the manner in which those
earnings were distributed. In this context, if the firm opted to retain all their earnings then the
investor will gain from capital gains which is the equivalent amount they would gain in

dividend payouts if the firm opted to payout all its dividends (Dharmananda & Ganesh, 2020).

The dividend irrelevance theory has various assumptions. These assumptions include
lack of difference distinction between taxes on dividends and capital gains, lack of transaction
and floatation costs on securities trading, presence of symmetrical and costless information,
lack of agency problems between firm managements and investors, and all market players
being price takers (ljeoma & Hayati, 2020; Bulla, 2021). In respect to the firm assumptions,
Roche (2021) the theory assumes that there is a perfect financial market in which shareholders
can design their own policies and make trades as they deem fit in the market. In this context,
the investors are free to buy and sell as they deem fit in the market. In this perfect market, the
investors in need for liquidity dispose-off their shares at no brokerage costs. The theory further
assumes that there is no influence of signaling factors from the firm as a result of dividend

payments that would have an impact on the financial performance (Cejnek et al., 2021).

The theory justified on why the dividends were irrelevant to the firm value. In this

context, the theory asserted that the dividend policy as to the retention of earnings and dividend
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payments is not only based on the dividend declaration itself but also on other factors. These
factors include financing and investment decisions. Thus when a firm has confidence on future
firm growth then the firm may retain some of the earnings for future investment hence reducing
the dividend payouts. In this context, the retained earnings become a byproduct of the firm’s
decisions on the capital structure and may lead to the share prices falling. Conversely, the firm
may opt for debt financing and consequent dividend payout which would lead to the share price
raising (Zainudin et al., 2018). The dividend irrelevance theory thus argues that the dividend
policies are by products of both financing and investment decisions. The financing decisions
is related to the decisions on where, when and how a firm should be able to source for finances
for the firm. On the other hand, the investment policies relate to the manner in which the

investment of the firms should be undertaken (Ayalew, 2019).

Diverse scholars have used the dividend irrelevance theory to explain the factors
influencing financial performance. This theory is utilized to address the objective examining
the retained earnings aspects on the financial performance. The retained earnings come at the
expense of issuance of dividends and the theory will be useful in detailing the manner in which
the retained earnings influence the financial performance at the Deposit Taking Micro Finance

Banks.

2.2.3 Bird in Hand Theory

The bird in hand theory together with the signalling theory are part of the dividend relevant
theory (Bulla, 2021). The Bird in Hand Theory (BHT) components were first explored by
Graham, Dodd and Cottle in 1934 through publication of a book titled Security Analysis
(Graham et al., 1934). Graham et al. (1934) argued through empirical demonstration that a unit
dollar in dividend pay-out had at least four fold impact on the share price compared to a unit

dollar in the retained earnings. From its origins, the theory was further developed by Gordon
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in 1963 and Lintner in 1962 (Roche, 2021). The theory was further maintained by the dividend

relevance theory by Gordon in 1959.

The theory thus posits that the dividend pay-out are worth more than retained earnings
due to the uncertainty of the future payments from investment in retained earnings. There is
thus a preference amongst the investors for dividends as opposed to future earnings from the
retained earnings (Hussain, 2021). The dividend payments that is “bird in hand” are preferred
over the future payments “two birds in the bush” made from the retained earnings due to the
challenges of uncertain capital markets and information asymmetry challenges (Ohiaeri et al.,
2019). The investors have a preference for the dividend pay-outs which they are sure of
compared to the probable capital gains from retained earnings that they are unsure of.
Therefore, increasing of the dividend payments with the other aspects held constant may lead

to the surge in the firm value (Muriungi, 2020).

The theory was developed as counter response to the dividend irrelevance theory. The
theory thus argued that the investors are not indifferent, contrary to the dividend irrelevance
theory claims, to the value of the dividends paid today compared to the capital gains at a later
date (Kusuma & Semuel, 2019). Thus the investors would prefer the certainty of today’s
dividend in comparison to the future capital gains. The centrepiece of the bird in hand theory
is the presence of risks in the dividend pay-outs(Adam et al., 2020). In this context, the
investors view the dividend pay-outs as being less risky compared to the uncertain future
earnings from capital gains and thus prefer dividend pay-outs to the future capital gains that
are deemed risky. The current dividend pay-out thus serves to reduce information asymmetry
and investor uncertainty resulting in high stock value of the firm (Camilleri et al., 2019a). Thus
increasing the firm’s dividend pay-outs may then be associated with the increase in the firm
value. This was attributed to the high dividend pay-outs reducing uncertainty of the cash flow

aspects and lower the cost of capital hence increasing value for share value.
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There are several assumptions associated with the bird in hand theory. The first
assumption was of the firm being financed wholly through equity financing with no debt
financing being utilized(Bhatt & Jain, 2021b). The second assumptions was that the retained
earnings was the sole means of financing the firm with no alternative sources of financing
available. The third assumption was on the presence of a constant retention ratio indicating
presence of constant growth rate of earnings(Shahid et al., 2020). The fourth assumption was
on the cost of capital being constant and greater than the growth rate(Kurniasih & Heliantono,

2018).

A number of scholars have used the bird in hand theory in explaining the financial
performance which informs its use in this study. These scholars include Anabila (2018),
Ohiaeri et al. (2019), Shahid et al. (2020), Siddique et al. (2020), and Muriungi (2020) amongst
others. In this context, Anabila (2018) asserts that the payment of dividends that is a bird in
hand leads to high share prices as the investors have preference for the dividend pay-out
aspects. The theory is useful in this study due to the variable that seek to studied the influence
of the retained earnings on the financial performance aspects. The theory is used in the present
study to link whether there is a preference for the dividends at the NSEs as opposed to the
dividends payouts or vice versa and how it affects financial performance for the DTMFBs in

Kenya.

2.2.4 Pecking Order Theory

The pecking order theory was advanced by Majluf and Myers in 1984 (Dommes et al., 2019).
The pecking order theory provides the preferences in which a firm would opt to finance its
operations. Accordingly, the firm would firm opt to finance its operations using internal funds
and then use external funds only when the internal funds have been exhausted. In the context
of the pecking order, the firm would first finance its activities using retained earnings, then

new debt, and finally with new equity aspects (Rahma, 2021). In situation where the cash
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demand for the projects is less than the internally generated funds such as retained earnings
then the firm will exhaust its cash balances before seeking the external financing aspects. The

external financing will have the securities first sought before equity financing is sought.

The theory further argues that a firm may not have a target financial structure but rather
the achieved financial structure is the by-product of a series of short term financing decisions.
These short-term financing decisions involves making decisions of the financing option in the
pecking order that is desirable at a particular point in time (Simatupang et al., 2019). Highly
profitable firms make less use of debt financing owing to their huge retained earnings over
time. The use of the retained earnings is also not costly in nature and do not dilute ownership
of the firms. This limits their need for external funding in form of short term or long term debts.
The pecking order theory is further concerned with the costing aspects of the financial sources
which informs the financing decisions of the firm (Marimuthu & Singh, 2021; Simatupang et
al., 2019). In respect to the retained earnings, the marginal costs of financing new projects is
mitigated by the presence of large retained earnings of the firm. The firms are able to use
retained earnings for the financing of their projects and activities. The use of the retained
earnings as the basis of financing enables the firms to save on the time and cost implications in

launching new projects.

The theory undertakes that there is desired or targeted debt-equity ratio but rather the
firms follow a hierarchical pathway in the financing decisions (Endri et al., 2021). The
hierarchical pathway starts from the firms utilizing the retained earnings, then debt financing,
and external funding as last result. The preference of the financial structure is based on the
relative costs of the sourcing for these funds and challenges associated with information
asymmetry aspects. The pecking order theory explains the role of the financing decisions on

the dividend pay-outs which has mediating influence on the share price movements and
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volatility (Andow & Wetsi, 2018). Since the firms prefer the use of retained earnings for their
financing needs then the firms would often prefer to retain their earnings as opposed to issuance

of dividends.

The pecking order is applicable to this study due to the function of the retained earnings
on the financial performance. The retained earnings thus impact on the financial performance
with the dividend pay-outs as a mediating variable. The amount of the dividend pay outs has
predictive influence on the financial performance aspects due to their elimination of the
evidence gap between the firm managers and the investors. This theory will be applicable to
this study to explain the short term debt, long term debt, and share capital have an impact on

the financial performance aspects at the Deposit Taking Micro Finance Banks.

2.3 Empirical Literature Review

2.3.1 Short-Term Debt and Financial performance

The challenge of the financial performance has received scholarly attention from diverse
scholars. Nguyen et al. (2020), who examined the impact of Vietnam's dividend program on
the country's financial performance, also looked into the correlation between debt and financial
outcomes. The study relied on information from the Hochiminh Stock Exchange (HOSE) in
Vietnam, specifically 260 companies' financial records from 2009 to 2018. As part of the
analysis into the effect of long-term debt on financial performance, the ratio of long-term loans
to total assets was calculated. There was a modest positive correlation between long-term
indebtedness and aspects of financial performance. While the study did find a correlation

between long-term debt and financial results, it offered no explanation for this finding.

To determine the effect of capital structure and financial performance for industrial
and allied sectors in the NSE during the period 2004 to 2008, Kaumbuthu (2011) found a

negative effect of debt-to-equity ratio and ROE. The findings therefore suggest that
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industrial firms prefer equity to debt again invalidating the pecking order theory. The proxies
for capital structure and financial performance were debt to equity ratio and ROE
respectively with regression as the technique of analysis. Again, it would have been
imperative for the study to span beyond one sector for generalization of findings which is
what this study seeks to do. No serious diagnostics were performed which would have had

an implication on the findings.

To investigate the effect of working capital management on the performance of non-
financial companies listed in the NSE, Mwangi et al. (2014) concluded that an aggressive
financing policy had a significant positive effect on ROE and ROA. Explanatory non-
experimental research design with secondary panel data of 42 non- financial firms for the
period 2006-2012 was used. Makori and Jagongo (2013) while investigating the effect of
working capital management and profitability of manufacturing and construction firms listed
at the NSE concluded a negative effect of profitability and number of day’s accounts receivable
and cash conversion cycle, but a positive effect of profitability and number of days of inventory
and number of day’s payable. Pearson’s correlation and ordinary least squares regression

models were used for analysis using data for the period 2003-2012.

2.3.2 Long Term Debts and Financial performance

To better understand how dividend policy affects financial performance, Haque et al. (2019)
conducted research within the setting of the Dhaka stock exchange. The impact of debts on
many facets of financial performance was one of the factors considered. The effect of long-
term indebtedness on financial performance was analyzed in detail. The research included
information from the financial years of 2004 through 2014 from 35 publicly traded industrial
companies. Annual reports were mined for secondary data, which was then analyzed. The

research concluded that long-term debts have a positive and statistically insignificant effect on
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financial performance metrics. This was associated with the companies with the long term

debts paying little dividends hence impacting on volatility aspects.

The role of the long term debts on the financial performance within the context of
Vietnam was explored by Bui (2019) in a study examining the association between dividend
policy and financial performance. The study had conceptualized the financial performance as
the systematic risks faced by the shareholders. In the context of sampling, the study had used
141 listed firms at Ho Chi Minh Stock Exchange (HOSE) and collected data over a six-year
period from 2011-2016 financial years. Long-term bests were obtained by dividing long-term
debts by total assets, an indicator known as the Long-Term Debt Ratio (LTD). It was
discovered that the long-term indebtedness influenced the financial performance factors

positively, but not significantly.

While investigating the effect of dividend policy on financial performance at the Dhaka
stock exchange, Islam et al. (2019) also looked into the effect of long-term debt on the bottom
line. The study viewed the financial performance as the rate of the share price increase and
decrease for a set of returns. The financial performance was measured using the standard
deviations of annualized returns in a given period of time. The study used a cross sectional
research design and collected data from 2012-2017 period from 14 different categories of
companies at Dhaka stock exchange. The study found that increase in the debt aspects was
negatively correlated with the financial performance aspects. The study did not offer a

discussion of the link between the debt and the financial performance aspects.

2.3.3 Retained Earnings and Financial performance
According to Ogata (2020), the retained earnings refers to the earnings that are retained within
the firm for the purposes of reinvestment or for the debt repayment aspects. The retained

earnings are those part of the dividends that have not been paid out. Since the dividend pay-
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outs is negatively correlated with the retained earnings, several of the scholars interested with

the retained earnings examined the role of dividend pay-out on the financial performance.

Neelanjana and Hassan (2019) set out to examine how dividend policy affects the
bottom lines of Malaysian manufacturing firms. One area of investigation was the effect
dividends have on various measures of financial performance. For the years 2008 through 2017,
secondary data was collected from manufacturing firms. A favourable correlation was found
between the study's conceptualization of financial performance as systemic risks that
shareholders faced and the volatility of those risks. The research showed that dividend
payments had a statistically significant inverse relationship with price fluctuations. It was also
found that dividend payments have a negative correlation with financial success. The study did

not offer any commentary on the observed relationships.

The purpose of the research conducted by Naz and Siddiqui (2020) was to analyze how
dividend policy affected various metrics of financial success. The effect of dividend payments
on the volatility of stock prices in Pakistan was one of the topics covered. Calculating the
square root of the distinction of highest and lowest daily volatility in stock prices and dividing
by the average daily volatility in stock prices yielded the study's measure of volatility. Ten
companies with a history of dividend payments stretching back at least two years were utilized
as a sample for the research. All of these companies are publicly traded on the Pakistan Stock
Exchange. The research found that dividend payments significantly impacted various measures
of stock price volatility. This was a result of investors being more informed about their
investment options in the listed corporations in Pakistan thanks to the dividend pay-out

disclosures.

Lydia (2019) examined the impact of dividend policy on the financial performance of

companies listed on the Johannesburg Stock Exchange Limited (JSE). From 2007 to 2016, the
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research panel analyzed data from 40 publicly traded companies. The dividend distribution was
found to have a small but beneficial effect on the financial performance indicators. The study
attributed the results to the study sample being derived from 40 well established firms at the
JSE which had the shareholders confident on the firm’s management and rendering the agency
theory irrelevant in nature. The shareholders in these firms have confidence with the firm

management on the adequacy of the distribution of the dividends and dividend pay-out aspects.

Provaty and Siddique (2021), following in the footsteps of Naz and Siddiqui (2020) and
Lydia (2019), conducted research into the impact of dividend policy on certain characteristics
of stock price volatility. The analysis concluded that stock price volatility posed a systemic
danger to the company's investors. Methodologically, the research analyzed secondary data
from 53 bourse-listed financial service businesses. The dividend payout was analyzed in terms
of the dividend payout as a percentage of annual earnings. The rate of change in the price of a
given share over time was used to conceptualize financial performance as systematic risks
borne by investors holding ordinary shares in the study. The research concluded that dividend
distribution had minimal effects on the studied measures of stock price volatility. According to

the findings, companies can improve their financial success by focusing more on dividends.

2.3.4 Share Capital and Financial performance

Many researchers have looked into how much of an impact share capital has on a company's
bottom line. The bonus issue has been used as the proxy for share capital in those studies. In
order to better understand how the bonus problem affects stock price in the context of the
Nepalese Equity market, Rai and Silwal (2017) conducted a study. In this context, the study’s
objective was the examination of the share price behavior as a result of the bonus issues aspects.
The study had viewed the bonus issuance as the issuance of additional shares to existing
shareholders that are proportionate to their existing shareholding in lieu of the cash dividends.
The study was based on a ten years’ data pooled cross-sectional data traded at the Nepalese
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Equity Market. The study used the listed banks that had issued the bonus issues and secondary
data collected from these commercial banks. The price behavior was examined by examining
the share prices of the banks that had issued the bonus issue for 60 days that is 30 days before
the issuance of the bonus share and the 30 days after the issuance of the bonus share. The study
found that there was share price movements based on the investors reaction to the bonus share
issuance. The share prices were responsive to the bonus issues. The study attributed the share
price being responsive to the bonus issuance due to the transactional volumes that are

undertaken after the bonus issue.

Satheesh and Vidya (2018) set out to investigate the effectiveness of the Indian stock
market within its setting. The impact of bonus distribution on stock market performance was
one of the factors studied. The purpose of the research was to determine whether or not bonus
payouts are affected by the disclosure of internal company information. According to the
research, the bonus issuance does not have any appreciable effect on the share price because of
the business information that is made public. This is because no significant new information
is released on the date of the bonus share issuance because the date of the bonus issue is known
in advance.

In a study based in India, Marisetty (2021) studied the influence of the corporate
dividend action on the stocks. In this context, the study’s goal was the examination of the
influence of the bonus issuance on the stocks in India. The bonus issue refers to the listed firm’s
action of issuance of additional shares to the existing shareholders free of cost and
proportionate to the shares that they hold. The study focused on the select 9 companies that had
issued bonus shares for the year 2017. The null hypothesis that was being texted was that
bonus issue announcement has no statistically significant influence on the stock’s average

returns. The study found that the investors gained abnormal returns on the event day while
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incurring negative returns on the second day after the event. The study did not offer any

explanations on the observed results.

The role of the bonus issuance on the stock returns in Kenyan Nairobi Securities
exchange was examined by Shikuku (2019) in a study that targeted all the listed firms for the
period 2014 to 2018. The study had conceptualized the bonus share as the distribution of
additional shares to stakeholders instead of the cash dividends. In the context of the
methodological choices, the study used event study methodology design and a target population
of all listed firms for the 2014-2018 period. The study found that a most of the firms recorded
a positive abnormal returns over a 30 days window. However, the study also found mixed
returns of firms that recorded a negative return over the period. The mixed results were
attributed to various factors. The study noted that the stock prices respond to the public

information leading to the impact on the stock prices aspects.

The impact of corporate governance procedures on the financial performance of
publicly traded Nigerian companies was investigated by Ogbeide and Evbayiro-Osagie (2019).
Secondary data was obtained from 198 companies that were listed on the Nigerian stock
exchange between 2010 and 2015. The research showed that the degree of concentration of
ownership was significantly correlated with the degree of volatility in share prices. The
research also revealed that the ownership concentration influenced some facets of financial
performance confidently but statistically insignificantly. The study did not offer an explanation

for the influence between ownership concentration and financial performance aspects.

2.4 Conceptual Framework
A conceptual framework offers a visual representation of how various factors relate to one
another. In this framework, Firm financial structure is the independent variable, while financial

performance is the dependent variable as shown in Figure 1 below.
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FIGURE 1
Conceptual Framework
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2.5 Operationalization of Variables

TABLE 1

Operationalization of the Variables

Variable Measurement Scale Source
Short-term Current Liabilities | Ratio Della Seta, Morellec &
Debt Total Liabilities Zucchi (2020)
Long-term Debt | Current Liabilities | Ratio Yang & Zhang, (2022).
Total Liabilities
Retained Current Liabilities | Ratio Yemi & Seriki (2018)
. Total Capital
Earnings
Share Capital Ordinary capital+ | Ratio Barkai (2020)
Preference capital
Total Capital
Financial Net Profit Ratio Ichsan et al. (2021)
Toftal Assets
Performance
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CHAPTER THREE

METHODOLOGY

3.1 Introduction
In this chapter, the research design, population and sampling are explained. In addition, the

methods of data collection, research instrumentation and analysis are explained.

3.2 Research Design

The research design denotes to a framework or blueprint in which the research is undertaken
covering aspects such as data collection, measurement and analysis to address the research
phenomenon. The research design thus seeks to arrange and consider the various components
of research in an orderly, logical and structured manner with a view of addressing the research
phenomenon (Mugenda & Mugenda, 2019). The research design helps in clarifying the
required activities in achieving the research objectives. In this study, a descriptive research
design was employed, which aimed to depict the characteristics of variables exactly as they
exist in a given situation, as explained by Kothari (2012). When utilizing a descriptive research
design, the researcher has no influence over the variables and can solely document their current
state or past occurrences. Furthermore, in descriptive research, the researcher endeavors to
understand the factors behind the behavior of these variables, even though they cannot control

their outcomes.

3.3 Target Population

The target population denotes to a set of people or items that the researcher will generalize the
results about. The items or people often have a common distinguishable component that is of
interest to the researcher (Mugenda & Mugenda, 2019). The target population has also been
seen as a universe from which the sample will be collected from. The target population of this

research was all the 14 Deposit Taking Micro Finance Banks in Kenya (Appendix II).
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3.4 Sample and Sampling Technique

The sample refers to a portion or subset of the population that is of interest to the researcher.
The sampling process has thus been seen as the procedure of selecting portion of the target
population for the purposes of determination and further making inference on the target
population grounded on the characteristics of the sample (Giedre & Sliogeriene, 2020). The
sampling process seeks to select a subsection of the population that has characteristics that are
representative of the traits that are in the population aspects. The sample would be considered
representative if the results obtained from the sample are similar to those that would be

achieved in the population (Nallaperumal, 2014).

This study will not undertake any sampling but would rather use a census for the study.
The census method involves the examination of all the units of the target population for the
analysis (Gathii et al., 2019). The census is a preferred method when the target population is
small. In particular, the census method has been recommended for target population of less
than 100. The census has been linked to diverse advantages including increase in confidence
levels, increase in the validity of collected data, elimination of sampling errors and enabling an
in-depth examination of a problem. This study used the census method in which all 14 Deposit
Taking Micro Finance Banks in Kenya. This is due to the small number of the target firms as

well the diverse advantages of the census method as enumerated above.

3.5 Research Instruments

A research instrument refers to the tool that will be used to acquire data from the target
population with a view of addressing the research objectives of the study. The data collection
instrument is also determined by the type of data to be collected. This study collected secondary
data that had been published in respect to the various financial structure aspects and financial
performance aspects. The data was gathered from secondary sources of the published financial

reports and recorded in a data collection sheet.
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3.7 Data Collection Procedures

The data collection procedures detail the processes and protocols that were utilized in the
process of collecting data for analysis. Firstly, the researcher obtained a letter authorizing study
from KCA University’s School of Graduate Studies. Thereafter, permission was sought to
collect data from the DTMFBs. The data was then collected and summarised in data collection

sheets.

3.8 Data Analysis and Presentation
After data collection, STATA (Version 16) was used for statistical analysis by analyzing the
descriptive statistics correlation, and multiple linear regression. The t-statistic at the 5% level
of significance was used to determine if the regression coefficients are statistically
significant.
For this study, the following regression model was employed:
1. FPit= fo + 1STDit+ SoLTDit + B3REit+ BaSPit +ej
Where FPj; is Financial Performance (ROA) for each firm i and year t;
STD is Short term debt ratio
LTD is Long term debt ratio
RE is the Retained earnings ratio
SP is Share capital ratio
3.9 Diagnostic Tests
These are based on the assumptions of linear regression which are assumptions for normality

and linearity

3.9.1 Normality Test
Multiple analysis of regression requires distribution of normality data. Therefore, statistics on

normality, skewness and kurtosis were used to test this assumption. Skewness is the extent to
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which a value distribution deviates from the mean symmetry was used to test the data's
normality (Dudovskiy, 2019). If the value is zero, the distribution is symmetrical; if it is
positive, there is a disproportionately large number of little values; if it is negative, there is a
disproportionately large number of large values. A near-zero kurtosis value indicates that the
data shape was near normal. A negative value indicates a flatter than normal distribution, and
a positive kurtosis indicates a peaked shape than normal. A + /-1.96 statistics on Kurtosis and
skewness are sufficient for statistical analysis. For the present test, skewness statistic and a p-
value were to be generated and a low p-value indicated significant skewness, suggesting that
the data is not normally distributed (Brooks, 2008).

3.9.2 Multicollinearity

In statistics, multicollinearity occurs when several of the independent variables in a regression
model are highly correlated with one another (Park, 2018). This may cause issues with the
reliability and usefulness of the model. In this study, the multicollinearity test relied on the
Variance Inflation Factor (VIF). When the VIF exceeds 10, it indicates a significant presence
of multicollinearity because a high VIF value suggests a notable linear relationship among the
predictors and the norm (Alin, 2010). Typically, it is considered acceptable to have
multicollinearity if the VIF is below 5. If multicollinearity would be present, there are a few
things that would be done to address it (Senaviratna, & Cooray, 2019). One possible solution
would be to drop a strongly correlated independent variable (or variables) from the analysis.
Combining the associated variables into a single variable was another approach. Finally, it is
also possible to use a dimensionality reduction technique such as principal component analysis

to reduce the number of independent variables while retaining most of the information.

3.9.3 Autocorrelation
Autocorrelation is a statistical phenomenon that occurs when the values of a variable are

correlated with its own past values. This can lead to problems with the model's accuracy and
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interpretation (Uyanto, 2020). The Wooldridge F-test was utilized with the alternative
hypothesis of there being a serial correlation in order to identify the issue. When compared to
the 5% significance level, a p-value that is lower than that indicates the presence of

autocorrelation (Wooldridge, 2002).

3.9.4 Heteroscedasticity

The regression model assumes that the error term maintains homoscedasticity, meaning that its
variance remains constant over time. If this assumption is not satisfied, it indicates
heteroscedastic behavior in the data. Failing to detect and address heteroscedasticity before
running a regression model can lead to skewed standard errors, potentially resulting in
inconclusive significance tests, as outlined by Gujarati in 2003. To determine the presence of
heteroscedasticity, Breusch-Pagan test was used. The null hypothesis in the test was that error
terms have a constant variance. Where heteroscedasticity was identified, the study would resort
to using the Feasible Generalized Least Squares (FGLS) model to rectify it. Wooldridge (2002)
argues that the FGLS approach is superior to the GLS method. Consequently, the GLS
estimator is neither practical nor achievable. The superiority of FGLS ensures precision and

consistency in the estimators, rendering them suitable for reliable significance tests.

3.9.5 Hausman Test

According to Field (2008), panel data analysis has three more-or-less independent approaches
which include: pooled panels which assumes that there are no unique attributes of individuals
within the measurement set, and no universal effects across time; fixed effects models; assumes
that there are unique attributes of individuals that are not the results of random variation and
that do not vary across time; and random effect models; assumes there are unique, time constant
attributes of individuals that are the results of random variation and do not correlate with

individuals regressors. This model is adequate if we want to draw inferences about the whole
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population, not only the examined sample. To make the selection between the fixed and random

effects, the Hausman test was used.
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CHAPTER FOUR

RESULTS AND DISCUSION

4.1 Introduction

This chapter presents the research results and their discussion, aligning them with the study's
objectives as guided by the techniques described in chapter three. The chapter begins by
discussing descriptive statistics, followed by diagnostic tests conducted to validate the
appropriateness of the techniques used. Finally, inferential statistics are presented, and their
interpretations are provided alongside discussions in reference to previous empirical and

theoretical literature.

The study's general objective was to learn how different types of financial structures
influence the profitability of Kenya's deposit-taking microfinance institutions. The specific
objectives were to evaluate the effect of short-term debt on financial performance of deposit-
taking microfinance institutions in Kenya, to establish the effect of long-term debt on
financial performance of deposit-taking microfinance institutions in Kenya, evaluate the
effect of retained profits on financial performance of deposit-taking microfinance
institutions in Kenya, and analyse the effect of share capital on financial performance of
deposit-taking microfinance institutions in Kenya. The study focused on a total of 13 deposit
taking microfinance banks in Kenya from the period of January 2018 to December 2022.
Data was obtained for all the 13 DTMFs except for one whose data was not available for one
year. Therefore, an unbalanced panel data was utilized. The analysis of the data is presented

in the subsections below starting from the descriptive statistics.

4.2 Descriptive Results of study variables
Descriptive analysis is a statistical method used to summarize, organize, and present data in a

meaningful way. It involves calculating various summary statistics and visualizing data to gain
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insights into its characteristics, patterns, and distributions. Descriptive analysis focuses on
describing the basic features of the dataset, such as central tendency, variability, and shape of
the data distribution. In the present data, the mean, median, maximum and minimum values of
the study variables were derived using the statistical program STATA (Version 16). Other
statistics that were obtained are the standard deviation, skewness, and kurtosis. The mean is a
measure of central tendency in statistics. The mean provides an estimate of the “typical™ or
central value of a dataset. It is influenced by all the values in the dataset and takes into account
both large and small values. The median on the other hand the median represents the middle
value in a dataset when the values are arranged in ascending or descending order. In other

words, it is the value that separates the higher half from the lower half of the dataset.

The standard deviation is a measure of dispersion or variability in statistics. It quantifies the
amount of variation or spread in a dataset. In other words, it measures how much the individual
data points deviate from the mean of the dataset. Skewness and kurtosis are measures of
dispersion with skewness quantifying the degree to which a dataset deviates from a
symmetrical distribution. Skewness indicates whether the data is tilted towards one side with a
positive skewness occurring when the tail of the distribution extends more towards the right
side, indicating that the majority of the data points are concentrated on the left side of the
distribution, with a few larger values on the right side. Negative skewness, on the other hand,
occurs when the tail of the distribution extends more towards the left side. In this case, the
majority of the data points are concentrated on the right side of the distribution, with a few

smaller values on the left side.

The results are shown in Table 2 below.
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TABLE 2
Descriptive Statistics of Study Variables

Variable Mean Std. Dev. Min Max Observations
STD overall .4373846 .2144708 .15 .81 N = 65
between .1264763 .262 .652 n = 13
within .1768717 -.ed4sl154 .8713846 T = 5
LTD overall .82a5528 .1797978 -.888016 .428571 N = 65
between .@960292 -,1997922 .1484646 n = 13
within .1538895 -.667671 .3601686 T = 5
RE overall .2837846 .142742 .1 .88 N = 65
between .©0738533 .1936 .414 n = 13
within .1235389 .839784e .8197846 T = 5
SC overall .38911865 .1958526 -.1386099 .6989852 N = 65
between .1435454 .1843343 .6829939 n = 13
within .1368585 -.l1415881 .6415157 T = 5
FP overall .B363462 .8263673 .ees .94 N = 65
between .e18e391 .ele .B652 n = 13
within .8197526 -.8128538 .8911462 T = 5

Table 2 above shows that the reported mean for short term debt was 0.437 with the highest of
0.81 and the lowest of 0.15. Short term debt was operationalized by the ratio between short
term debt and total liabilities. Results in the table indicate that the value of short term debt for
the average DTMFB makes about 43.7 percent of total liabilities. This implies that almost half
of the total liabilities for the DTMFB is composed of short term liabilities. The standard
deviation of 0.214 shows that the variation of short term debt between the banks is not large.
According to Mwangi (2017), banks need to maintain a certain level of liquidity to meet
customer withdrawal demands and cover unexpected contingencies. Short-term debt can be
rolled over more easily or repaid quickly, allowing banks to manage their liquidity more
effectively. It provides flexibility in adapting to changing market conditions. Moreover,
regulatory authorities often require banks to maintain a certain level of liquidity, and they may

have rules that limit the amount of long-term debt a bank can issue. For instance, Basel 111 and
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other regulatory frameworks impose liquidity and capital adequacy requirements that influence

banks' liability structures.

Results in Table 2 also show that the mean long term debt value is 0.026 with a minimum of
negative 0.889 and a maximum of 0.429. long term debt was operationalized by the ratio
between the value of long term debt and total liabilities. As seen in the results, it can be implied
that on average the value of long term debt for every 100 shillings of debt is 2.6. The standard
deviation of 0.8 indicates that the DTMFBs have a low variation in terms of their long term
debt. The negative long term debt could occur if a company accidentally pays more than the
outstanding balance on its long-term debt, it might result in a negative balance in the long-term
debt account on the balance sheet. Generally, according to Kaumbuthu (2011), banks typically
have very low long-term debt reflecting their unique business model and regulatory
environment. Moreover, long-term debt can expose banks to interest rate risk. If they issue
long-term debt with fixed interest rates and market interest rates rise significantly, the bank

may find itself paying higher interest rates on its debt than it earns on its assets.

Table 2 also reports that average value for retained earnings as 0.284 with the minimum being
0.1 and the maximum being 0.88. Retained earnings represent the portion of a company's
profits that are not distributed as dividends but retained within the company for various
purposes. Retained earnings was operationalized as the ratio between retained earnings and
total capital. The results show that for the average DTMFB, retained earnings constitute about
28.4 percent of total capital, with the minimum having 10 percent and the maximum having 88
percent retained earnings. The standard deviation of 0.14 implies that most values of the

reported retained earnings have variability to the right of the mean.

The reported mean value for share capital, which was measured as the ratio between total share

capital and total capital, was 0.389 with a maximum of 0.699 and a minimum of negative 0.139.

36



Share capital, also known as equity capital or stockholders' equity, typically represents the
ownership interest of shareholders in a bank and the mean value reported implies that for every
100 shillings of total capital, 38.9 shillings is share capital. The reported standard deviation of

0.195 indicates that the values of share capital fairly vary around the reported mean.

Table 2 above also shows that the reported mean for financial performance of the DTMFBs
was 0.0363 with the highest of 0.094 and the lowest of 0.05. Financial performance was
operationalized by the ratio between net profit and total assets. Results in the table indicate that
the value of financial performance for the average DTMFB is about 3.63 percent of total assets.
The standard deviation of 0.026 shows that the variation of financial performance between the
banks is not large. This generally shows that the DTMFBs are not having a good return to
assets. One explanation for this could be that the banks have significant portions of their loan
portfolio as non-performing loans. When a bank has a significant portion of its loan portfolio
in non-performing loans, it can lead to higher provisions for credit losses, which reduces

profitability and ROA (Mwangi, 2011).

4.4 Diagnostics Tests

Prior to running a regression model diagnostic tests were conducted. The tests conducted in
this case included the Normality, multicollinearity test, test for heteroscedasticity, test for
autocorrelation, and Hausman specification test. The study has performed these tests to avoid

spurious regression results.
4.2.1 Normality Test

Multiple analysis of regression requires distribution of normality data. Therefore, statistics on
normality, skewness and kurtosis were used to test this assumption. As observed by Brooks,

2008), the normality assumption was required in order to conduct single or joint hypothesis
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tests about the model parameters. Table 3 represents findings on the normality results using for
skewness and Kurtosis test.

TABLE 3
Normality Test

Skewness/Kurtosis tests for Normality

Variable Obs  Pr(Skewness) Pr(Kurtosis) adj.chi2(2) Prob>chi2
STD 65 0.2421 0.3761 2.910 0.3141
LTD 65 0.1896 0.0905 5.711 0.2887
RE 65 0.5623 0.4209 1.355 0.4870
SC 65 0.5510 0.1913 1.910 0.4161

The results in Table 3 shows that the p-values for all the variables were higher than the critical

0.05. It was concluded that the data was normally distributed.

4.2.2 Multicollinearity

In this study, the multicollinearity test relied on the Variance Inflation Factor (VIF). When the
VIF exceeds 10, it indicates a significant presence of multicollinearity because a high VIF
value suggests a notable linear relationship among the predictors and the norm (Alin, 2010).
Typically, it is considered acceptable to have multicollinearity if the VIF is below 5. According
to Field (2009) VIF values in excess of 10 is an indication of the presence of Multicollinearity.

TABLE 4

Multicollinearity Test Results

Variable VIF
STD 1.69
LTD 1.46
RE 2.18
SC 3.44
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The lack of multicollinearity, as demonstrated by the variance inflation factor (VIF) values of
all variables in Table 4 being below 10, suggests that there is no noteworthy correlation or

substantial interconnection among the independent variables in the regression analysis.

4.2.3 Heteroscedasticity Test

Heteroscedasticity test was done to find out if the variance of the error terms is constant for
each observation. In cases where there is no homoscedasticity then what we have is
heteroscedasticity. Breusch-Pagan test was used to test for Homoscedasticity. The null
hypothesis in the test was that error terms have a constant variance. The results are presented
in Table 5.

TABLE 5

Homoscedasticity Test

Breusch-Pagan / Cook-Weisberg test for Homoscedasticity

Ho: Constant variance

Variables: fitted values of FP

chi2(l) = 0.790

Prob > chi2 = 0.4129

The findings in Table 5 reveal that the data under examination displayed homoscedasticity.
The initial hypothesis (Ho) posited that there is a consistent variance in the data. Given that the
p-value (0.4129) exceeded the significance threshold of 0.05, there was no basis to reject the
null hypothesis. This implies that there is insufficient evidence to assert that the variability of
the residuals significantly varies across distinct levels of the independent variables.
Consequently, the data adhered to the assumption of homoscedasticity, a crucial factor for the

validity of regression analysis outcomes and the dependability of statistical inferences.
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4.2.4 Autocorrelation

An assumption of linear regression models is that the errors of the model are independent of
each other (not correlated), however, when this assumption is not fulfilled in the context of
time- series research, then the errors are viewed as dependent or auto-correlated. This study
used the Wooldridge test to test for autocorrelation in order to detect the existence of
autocorrelation in the data, that is, whether or not the residual is serially correlated over time.
The results are presented in Table 6.

TABLE 6

Autocorrelation

Wooldridge test for autocorrelation in panel data

Ho: no first-order autocorrelation

F(21, 40)= 1.8

Prob >F= 0.4712

The test statistic reported is F-test with twenty-one and forty degrees of freedom and a value
of 1.18. The p-value of the F-test is 0.3174 implying that F-test is not statistically significant
at 5% level. It therefore follows that; the null hypothesis of no autocorrelation is supported,

and the study concludes that residuals are not auto correlated.
4.2.5 Hausman Test

When performing panel data analysis, one has to determine whether to run a random effects
model or a fixed effects model (Field, 2008). In order to make a decision on the most suitable
model to use, both random and fixed effects estimate coefficients. The study used the
Hausman’s specification test (1978) to choose between fixed and random effect models. Table

7 shows the results of Hausman test.

40



The results in Table 7 show that p-value was 0.0031 which was less than 0.05 therefore it is

concluded therefore that fixed effect model is preferred to random effects model.

TABLE 7

Hausman Test

(b) (B) (b-B)
Variable Fixed Random Difference
STD -.0042316 -.0190446 .014813
LTD 71987163 1.076998 -.2782821
RE -.6185252 -.9092983 0290773
SC -.4322603 -.400983 .03128
chi2(4) 5.37
Prob>chi2 0.0031

4.3 Inferential Results

4.3.1 Correlation Analysis

Pearson’s correlation analysis was initially employed to explore the connection between the
dependent and independent variables. The correlation coefficient, a scale from -1 to +1, was
utilized to gauge both the strength and direction of this relationship. A significant negative
correlation coefficient indicates that the variables move inversely and possess a negative
regression coefficient. Conversely, a significant positive correlation coefficient suggests that
the variables move in tandem and have a positive regression coefficient. When the correlation

coefficient equals zero, it signifies an absence of any association between the variables.

In cases where the correlation coefficients are highly significant and nearly perfect
(approaching +1), this signals the presence of multicollinearity, wherein the variables offer

redundant information. In such instances, it is recommended to exclude one of the variables to
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mitigate multicollinearity. A correlation coefficient below 0.8 indicates a less severe
multicollinearity concern, which is often overlooked. Nevertheless, excessively high
correlation coefficients indicate a significant degree of multicollinearity among the
independent variables, necessitating corrective actions (Gujarati, 2007). The specific

correlation results are presented in Table 8.

TABLE 8

Correlation between Study Variables

STD LTD RE SC FP
STD 1.2
LTD -2.8243 1.2
e.8477
RE e.e177 -e.1242 1.2
e.8886 e.3244
SC e.1294 -2.1671 e.2e65 1.2
e.3e43 @.1833 e.e988
FP e.36l6 e.2125 e.39e7 @.1533 1.2
e.ee3l e.9213 e.eel3 e.2228

Table 8 above shows that the correlation between short term debt and financial
performance is 0.3616 which is significant (p = 0.0031). This implies that for every unit
increase in short term debt, there is a 0.3616 significant change in financial performance in the
DTMFBs. According to Nguyen et al. (2020), deposit-taking microfinance banks often need to
manage their liquidity efficiently. When financial performance improves, the bank may seek
to expand its operations, invest in income-generating assets, or provide more loans to clients.
This expansion can require short-term financing to cover immediate expenses and take

advantage of growth opportunities.

The Table 8 also shows that the relationship between long term debt and financial

performance is an insignificant 0.0125 (p = 0.9213). This implies that for every unit increase
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in long term debt, there is an increase of 0.0125 in financial performance of the DTMFBs.
However, this increase in insignificant. The increase in financial performance with long term
debt could be attributed to the hypothesis that DTMFBs relying solely on customer deposits
for funding can be risky, especially during economic downturns or periods of uncertainty when
depositors may withdraw funds (Islam et al., 2019). Taking on long-term debt diversifies the
sources of funding and reduces dependency on depositors. This diversification can enhance the

bank's financial stability.

The output in Table 8 also indicates that the correlation between financial performance
and retained earnings is positive and significant (R = 0.3907, p = 0.0013) which implies that a
for every unit increase in retained earnings, there is a 0.3907 increase in financial performance.
Retained earnings contribute to the bank's capital base. As retained earnings accumulate over
time, they bolster the bank's equity capital, which is an essential component of its financial
stability and ability to absorb losses. A strong capital base enhances the bank's resilience in the
face of economic challenges (Naz and Siddiqui, 2020). This could explain the positive

correlation between retained earnings and financial performance.

Lastly, the correlation between share capital and financial performance as shown in
Table 8 is 0.1533 which is insignificant (p = 0.2228). This implies that for every unit increase
share capital, there is an insignificant increase of 0.1533 in financial performance for the
DTMFBs. Simply increasing share capital may not lead to improved operational efficiency or
better cost management. If the DTMFB struggles with high operating costs, inefficiencies, or
ineffective expense control, additional share capital alone may not address these issues, and

financial performance gains may be limited (Ogbeide and Evbayiro-Osagie, 2019).
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4.3.2 Regression Analysis

The study carried out panel regression analysis to establish the statistical significance effect of
financial structure on financial performance of Kenya's deposit-taking microfinance
institutions. The Hausman Test preferred the fixed effect model to random effects model. The

results for the fixed effects regression are shown in Table 9 below.

TABLE 9

Regression Results

Fixed-effects (within) regression Number of obs = 65

Group variable: FIRM Number of groups = 13
R-sq: Obs per group:

within = ©.4515 min = 5

between = 0.0185 avg = 5.0

overall = @.2219 max = 5

F(4,48) = 9.88

corr(u_i, Xb) = -0.1856 Prob > F = 0.0000

FP Coef. Std. Err. t P>t [95% Conf. Interval]

STD .0588496  .0121528 4.84 ©.000 .0344148 .0832843

LTD .0183569  .0138559 1.32 e.191 -.0095023 .046216

RE .0662251 .0171481 3.86 ©.000 .8317465 .1007037

SC -.8280807 .0155346 -1.81 @.077 -.8593152 .0031538

_cons .002362  .0091761 0.26 ©0.798 -.0160879 .0208118

Results in Table 9 above show that short term debt has a significant effect on financial
performance of DTMFBs in Kenya (# =.0588, p=0.000<.05). This implies that holding other
factors constant, and for every unit increase in short term debt, there is a significant increase in
financial performance by 5.8 percent. As noted by Nguyen et al. (20200, when financial
performance improves, the bank may seek to expand its operations, invest in income-
generating assets, or provide more loans to clients. This expansion can require short-term
financing to cover immediate expenses and take advantage of growth opportunities. Moreover,

microfinance banks may experience seasonal variations in their operations. In some cases,
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short-term debt might be used to cover short-term fluctuations in liquidity that occur due to

seasonality. This may positively and significantly affect financial performance.

The fixed effects regression results in Table 9 also show that long term debt has a
positive but insignificant effect (f =.0184, p=0.191>.05) on financial performance which
implies that there is a 1.84 percent insignificant positive increase in financial performance of
the DTMFBs in Kenya, holding all other factors constant. Microfinance banks often provide
longer-term loans to clients, and matching the maturities of assets and liabilities is essential to
minimize interest rate and liquidity risk. By using long-term debt, the DTMFB can better match
the maturity structure of its liabilities with its loan portfolio, reducing the risk of asset-liability

mismatches (Islam et al., 2019). However, in the present study, the effect is insignificant.

Results in Table 9 also show that retained earnings have a positive significant effect on
financial performance (f =.0662, p=0.000<.05) of the DTMFBs, with the implication being
that when retained earnings are increased by a unit, there is a significant positive increase of
6.62 percent in financial performance of the DTMFBs, holding all other factors constant. One
of the reasons why this could be the case is because, as asserted by Naz and Siddiqui (2020),
accumulated retained earnings can enhance the DTMFBs creditworthiness in the eyes of
creditors and investors. A strong track record of profitability and prudent use of retained
earnings can make it easier for the DTMFB to secure financing at favorable terms, further

supporting its growth and performance.

Lastly, the fixed effects panel data regression results in Table 9 show that share capital
has a negative insignificant effect (# =-.0281, p=0.077>.05) on financial performance of the
DTMFBs holding all other factors constant. This implies that for every unit increase in share
capital, there is an insignificant drop in financial performance by 2.8 percent, holding other

factors constant. The drop financial performance with increase in share capital may be
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attributed to diminishing marginal returns where, as the bank accumulates more share capital,
each additional unit has a smaller impact on profitability, as the bank may not be able to deploy

the capital effectively to generate commensurate returns.

Based on the results in Table 9, the fitted model is as follows;

FP =0.002 + 0.059 STD*+ 0.018 LTD + 0.066 RE" - 0.028 SC

This model significantly predicts 45.15 percent of financial performance of the DTMFBs in

Kenya as shown by the R squared within value of 0.4515.

4.4 Discussion of Results

The study sought to establish the effect of financing structure on financial performance of
deposit taking microfinance banks in Kenya. Specifically, the study sought to determine the
effect of short term debt on the financial performance of Deposit Taking Micro Finance Banks
in Kenya,; to assess the effect of long term debt on the financial performance of Deposit Taking
Micro Finance Banks in Kenya; to evaluate the effect of retained earnings on the financial
performance of Deposit Taking Micro Finance Banks in Kenya; and to evaluate the effect of

share capital on financial performance of Deposit Taking Micro Finance Banks in Kenya.

Fixed effect regression results for the first objective showed that short term debt has a
significant on financial performance of DTMFBs in Kenya. The results in the study collaborate
those by Nguyen et al. (2020), who examined the impact of short term debt on financial
outcomes. The study relied on information from the Hochiminh Stock Exchange (HOSE) in
Vietnam, specifically 260 companies' financial records from 2009 to 2018. The study found
out that there was a modest positive correlation between long-term indebtedness and aspects
of financial performance. The results however depart from those by Kaumbuthu (2016) who

sought to determine the effect of capital structure and financial performance for industrial and
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allied sectors in the NSE during the period 2004 to 2008, and found a negative effect of short

term debt ratio and ROE.

The fixed effects regression results in also show that long term debt has a positive but
insignificant effect on financial performance holding all other factors constant. The
insignificant effect could imply that microfinance banks often provide longer-term loans to
clients, and matching the maturities of assets and liabilities is essential to minimize interest rate
and liquidity risk which may have an insignificant effect on financial performance. Haque et
al. (2019) conducted research within the setting of the Dhaka stock exchange and reported
similar results as those in the present study. In the study, the impact of debts on many facets of
financial performance was one of the factors considered. The effect of long-term indebtedness
on financial performance was analyzed in detail. The research concluded that long-term debts
have a positive and statistically insignificant effect on financial performance metrics. This was
associated with the companies with the long term debts paying little dividends hence impacting
on volatility aspects. Bui (2019) in a study examining the association between dividend policy
and financial performance of 141 listed firms at Ho Chi Minh Stock Exchange (HOSE) also
reported that the long-term indebtedness influenced the financial performance factors
positively, but not significantly. Results in the present study are however inconsistent with
those by Islam et al. (2019) who investigated the effect of dividend policy on financial
performance at the Dhaka stock exchange and found that increase in the debt aspects was

negatively correlated with the financial performance aspects.

Results in the present study also show that retained earnings have a positive significant
effect on financial performance of the DTMFBs. These results seem to contradict those by
Neelanjana and Hassan (2019) who set out to examine how dividend policy affects the bottom
lines of Malaysian manufacturing firms. It was also found that dividend payments have a

negative correlation with financial success. However, Naz and Siddiqui (2020) who analyzed
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how dividend policy affected various metrics of financial success reported that dividend

payments significantly affects various measures of stock price volatility.

Lastly, the fixed effects panel data regression results show that share capital has a negative
insignificant effect on financial performance of the DTMFBs holding all other factors constant.
The results seem to agree with those by Satheesh and Vidya (2018) who investigated the
effectiveness of the Indian stock market within its setting. According to the research, the bonus
issuance does not have any appreciable effect on the share price because of the business
information that is made public. In a study based in India, Marisetty (2021) studied the
influence of the corporate dividend action on the stocks. The study found that the investors
gained abnormal returns on the event day while incurring negative returns on the second day

after the event.
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CHAPTER FIVE

SUMMARY OF FINDINGS, CONCLUSIONS AND RECOMMENDATIONS
5.1 Introduction

This chapter provides a summary of major findings, conclusions and the recommendations

drawn thereof. This is done in line with the objectives of the study.

5.2 Summary of Key Findings

The study sought to establish the effect of financing structure on financial performance of
deposit taking microfinance banks in Kenya. Specifically, the study sought to determine the
effect of short term debt on the financial performance of Deposit Taking Micro Finance Banks
in Kenya; to assess the effect of long term debt on the financial performance of Deposit Taking
Micro Finance Banks in Kenya; to evaluate the effect of retained earnings on the financial
performance of Deposit Taking Micro Finance Banks in Kenya; and to evaluate the effect of
share capital on financial performance of Deposit Taking Micro Finance Banks in Kenya. The

summary of key findings is given below.

5.2.1 Short-term Debt and Financial Performance of DTMFBs

The first objective of the study was to the study sought to determine the effect of short term
debt on the financial performance of Deposit Taking Micro Finance Banks in Kenya. The
analysis revealed that short term debt has a significant on financial performance of DTMFBs
in Kenya (f =.0588, p=0.000<.05). This implies that holding other factors constant, and for
every unit increase in short term debt, there is a significant increase in financial performance

by 5.8 percent.
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5.2.2 Long-term Debt and Financial Performance of DTMFBs

The second objective of the study was to to assess the effect of long term debt on the financial
performance of Deposit Taking Micro Finance Banks in Kenya. Fixed effects regression
analysis revealed that long term debt has a positive but insignificant effect (8 =.0184,
p=0.191>.05) on financial performance which implies that there is a 1.84 percent insignificant
positive increase in financial performance of the DTMFBs in Kenya, holding all other factors

constant.
5.2.3 Retained Earnings and Financial Performance of DTMFBs

The third research objective was to to evaluate the effect of retained earnings on the financial
performance of Deposit Taking Micro Finance Banks in Kenya. The analysis revealed that
retained earnings have a positive significant effect on financial performance (8 =.0662,
p=0.000<.05) of the DTMFBs, with the implication being that when retained earnings are
increased by a unit, there is a significant positive increase of 6.62 percent in financial

performance of the DTMFBs, holding all other factors constant.

5.2.4 Share Capital and Financial Performance of DTMFBs

The fourth objective of the study was to evaluate the effect of share capital on financial
performance of Deposit Taking Micro Finance Banks in Kenya. The fixed effects panel data
regression analysis showed that share capital has a negative insignificant effect (4 =-.0281,
p=0.077>.05) on financial performance of the DTMFBs holding all other factors constant. This
implies that for every unit increase in share capital, there is an insignificant drop in financial

performance by 2.8 percent, holding other factors constant.
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5.3 Conclusions

The first objective of the study was to the study sought to determine the effect of short term
debt on the financial performance of Deposit Taking Micro Finance Banks in Kenya. The
analysis revealed that short term debt has a significant on financial performance of DTMFBs
in Kenya. Specifically, the study demonstrates that short-term debt plays a noteworthy role in
influencing the financial performance of DTMFBs in the Kenyan context. The results indicate
that the use of short-term debt, such as loans or borrowings with a maturity of one year or less,
has a substantial and statistically significant impact on various financial performance

indicators, including but not limited to profitability, liquidity, and solvency.

The second objective of the study was to to assess the effect of long term debt on the financial
performance of Deposit Taking Micro Finance Banks in Kenya. Fixed effects regression
analysis revealed that long term debt has a positive but insignificant effect on financial
performance. It is concluded that while there is a positive relationship between long-term debt
and financial performance, this relationship is too weak or uncertain to be considered
statistically significant within the context of our analysis. As a result, the study cannot

confidently conclude that long-term debt has a meaningful impact on financial performance.

The third research objective was to to evaluate the effect of retained earnings on the financial
performance of Deposit Taking Micro Finance Banks in Kenya. The analysis revealed that
retained earnings have a positive significant effect on financial performance of the DTMFBs.
The study provides empirical evidence supporting the notion that retained earnings play a
crucial role in enhancing the financial performance of DTMFBs. The positive coefficient
associated with retained earnings in the regression analysis indicates that, on average, an

increase in retained earnings is associated with improved financial performance.
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The fourth objective of the study was to evaluate the effect of share capital on financial
performance of Deposit Taking Micro Finance Banks in Kenya. The fixed effects panel data
regression analysis showed that share capital has a negative insignificant on financial
performance of the DTMFBs holding all other factors constant. The study suggests that, within
the context of the analyzed data and holding other factors constant, the amount of share capital
in DTMFBs does not have a substantial or statistically significant impact on financial
performance. Share capital alone does not seem to be a significant driver of profitability,

liquidity, or other financial performance metrics.
5.4 Recommendations
5.4.1 Practical Recommendations

This finding suggests that DTMFBs in Kenya should carefully consider their short-term debt
management strategies as an integral component of their financial operations. Prudent
management of short-term debt can contribute positively to financial performance metrics,
enhancing profitability, liquidity, and overall financial stability. However, it is essential for

DTMFBs to strike a balance in their debt management practices to mitigate associated risks.

It is also recommended that the DTMFBs should assess their long-term debt management
strategies. While the analysis suggests a positive relationship, the insignificance of the
coefficient implies that changes in long-term debt may not substantially impact financial
performance. Therefore, it's essential for organizations to carefully consider the trade-offs

associated with taking on additional long-term debt.

DTMFBs should also carefully evaluate their capital management strategies. While share
capital appears to have an insignificant effect on financial performance, it remains an essential

component of a bank's capital structure. The DTMFBs should strike a balance between
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maintaining adequate capital levels to meet regulatory requirements and optimizing their

capital utilization.

5.4.2 Policy Recommendations

Regulatory authorities such as CBK should review capital adequacy standards and lending
guidelines to ensure that they are consistent with the findings of the analysis. The regulatory
framework should reflect the limited impact of long-term debt on financial performance.
Moreover, CBK should continue to monitor the financial stability and risk profiles of the
DTMFBs, particularly those with significant long-term debt obligations. Assessments of risk

exposure should consider the insignificance of the debt-to-performance relationship.

Regulatory policies should encourage DTMFBs to maintain flexible capital structures that
allow them to adapt to changing market conditions and business strategies. Emphasizing

diversification of capital sources can provide institutions with more options.
5.4.3 Areas for Further Studies

While the study does not establish a significant effect of long-term debt on financial
performance, it is advisable for future research to explore this relationship further, potentially
with a larger and more diverse dataset or by examining additional variables that may mediate
or moderate the impact of long-term debt on financial performance. Future studies should also

incorporate longer panels.
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Year | Short | Total Short Term | Long | Long Term | Retained | Retained Ordinary | Preference | Financial performance
Term Debts/Total | Term | Debts/Total | Earnings | Earnings/Total Capital
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APPENDIX II: LIST OF LICENSED MICROFINANCE BANKS IN KENYA

NR. | Microfinance Bank Year Licensed
1 Caritas Microfinance Bank Limited 2015
2 Century Microfinance Bank limited 2012
3 Choice Microfinance Bank Limited 2015
4 Daraja Microfinance Bank Limited 2015
5 Faulu Microfinance Bank Limited 2009
6 Kenya Women Microfinance Bank PLC 2010
7 Rafiki Microfinance Bank Limited 2011
8 Key Microfinance Bank PLC

9 SMEP Microfinance Bank Limited 2010
10 Sumac Microfinance Bank Limited 2012
11 U &I Microfinance Bank Limited 2013
12 Uwezo Microfinance Bank Limited 2010
13 Maisha Microfinance Bank Limited 2016
14 Muungano Microfinance Bank
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