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ABSTRACT 

Funding with debt or equity is considered when a firm is seeking a diversification 

strategy. However, capital structure decisions are a puzzle in finance. The purpose of 

this study was to examine the effect of diversification strategy on the capital structure 

of listed commercial and services firms at the Nairobi Securities Exchange (NSE). 

The study sought to achieve the following objectives: to determine the extent to which 

listed commercial and services firms at the NSE have implemented diversification 

strategy, establish the level of debt in relation to equity in the capital structure of 

listed commercial and services firms at the NSE, and examine the effect of 

diversification strategy on the capital structure of listed commercial and services firms 

at the NSE. The study was anchored on coinsurance effect, transaction cost, pecking 

order, and resource-based view (RBV) theories. This study used a longitudinal 

descriptive research design. A census study was conducted on the 11 commercial and 

services firms listed on the NSE. Secondary data was collected for the period 2011 to 

2020 and analyzed through descriptive and inferential statistics using EVIEWS 11. To 

validate the results, regression diagnostic tests were carried out. A robust regression 

analysis was then conducted to remedy heteroscedasticity violation. The results 

showed that concentric and conglomerate diversification strategies had a weak 

negative and significant effect on capital structure, that is, (β=-0.3667, p=0.0010), (r=-

0.1458), and (β= 0.9210, p=0.0001), (r= 0.1309), respectively, whereas geographical 

diversification had a weak negative and significant effect, that is, (β=-0.3064, 

p=0.0019) and (r=-0.0852). From these findings, the study recommends that managers 

of commercial and services firms invest in research and development and come up 

with relevant diversification strategies that match their capital structure needs.
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CHAPTER ONE 

INTRODUCTION AND BACKGROUND TO THE STUDY 

Introduction 

As a result of the fierce competition arising from the dynamic corporate environment 

and the institution of competitive policies, businesses have had to justify their 

activities and analyze their overall strategy. The occurrence of these forces and the 

desire for organizational survival in the stiff competitive environment are forcing 

many firms to develop new ways of operating their businesses in order to continue 

adding value to their stakeholders (Njuguna, 2018).  

One important method organizations use to keep up their competitiveness and 

increase their profitability is diversification (Nzioka & Elly, 2017). Diversification is 

a corporate strategy (Ali, Zhimin, Rizwanullah, Wu, & Khan, 2020) that allows firms 

to operate other business lines that are dissimilar to their existing business operations, 

as well as function in other market economies (Njuguna, Kwasira, & Orwa, 2018).  

The most important decisions for an organization are the financial decisions. 

Managers come up with a capital structure with a low cost of finance, hence the value 

of the firm is maximized (Buigut & Soi, 2018). The capital structure illustrates how 

finances for daily business operations have been raised through debt, equity, or 

both (Muyundo, Khisa, & Jinghong, 2020). Important decisions on the percentage of 

equity and debt that will make up a firm’s capital structure must therefore be made 

(Orajekwe & Okegbe, 2020). 
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Corporate strategy has an effect on the financial decisions of an organization in 

determining the source of finance, that is, debt or equity. For companies that are 

growing, capital structure decisions are a major concern (Ali et al., 2020). 

Diversification strategy and capital structure are two important decisions that impact 

businesses and financial management in several ways (Buigut & Soi, 2018).  

This study examined the effect of diversification strategy on the capital structure of 

listed commercial and services firms at the Nairobi Securities Exchange (NSE). NSE 

is Kenya’s chief exchange market which offers an electronic avenue for transacting 

various securities and listing of firms (Audax, 2018). 

Background to the Study 

 

Diversification Strategy 

In the changing and volatile corporate environments, diversification strategies have 

impelled the attainment of competitive advantage as well as harmony in the economic 

markets (Udosen & Oladimeji, 2019). Firms can implement the following types of 

diversification strategies; concentric, conglomerate, and geographical. Concentric 

diversification can also be referred to as related diversification. Concentric 

diversification focuses on optimally using the existing factors of production, more so, 

the ones that can give the firm a competitive advantage over other 

organizations (Okoth, 2018). 

Firms employ concentric diversification so that they can address consumers’ needs, 

and also ensure that consumers are not flooded with only one type of product 

(Habiburrochman, Fadilah, & Zulaikha, 2019). This type of diversification strategy 

provides customers with different product lines so that they do not switch to 
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competitors’ products, and as a result, firms achieve their objective of retaining their 

customers (Okoth, 2018). The new products produced through concentric 

diversification enable firms to explore economies of scope which increase the value of 

the firm because production costs are reduced and products are sold at competitive 

prices (Habiburrochman et al., 2019). 

Conglomerate diversification is also known as unrelated diversification (Okoth, 

2018). Achieving financial economies is the objective of firms in pursuing this type of 

diversification strategy. Capital is employed in other businesses that are different from 

the firm’s core business. The new diversified products increase the value of the firm 

and market power. Additional profits are also made by firms as a result of producing 

new unrelated products, which in turn contribute to the firm's overall profits 

(Habiburrochman et al., 2019). 

The expansion of firms into other geographical regions gives rise to geographical 

diversification strategy. The expansion can be at the national or international level 

(Kamau, 2019). Geographical diversification follows the following sequence: from 

local to regional, to national, and finally, to international. However, the extent of 

expansion from one region to another is dependent on the profit potential (Ahmed & 

Simba, 2019). Firms engage in this type of diversification strategy to achieve 

competitive advantage (Njuguna, 2019) and for profit maximization (Mehmood, 

Hunjra, & Chani, 2019). 

Capital Structure 

Whenever a firm is looking for financial resources to fund its activities and its core 

investments, it will use equity, debt, or both, and this forms the firm’s capital structure 

(Muyundo et al., 2020). Coming up with the applicable capital structure is the most 

Daystar University Repository

Library Archives Copy



4 

 

crucial decision that finance managers should make because of its link with the value 

of the organization (Aljamaan, 2018). Capital structure shows how capable a firm is 

of meeting its financial commitments to the firm’s interested parties such as the 

community, shareholders, and workforce, among others. Hence, it is viewed as a very 

important financial variable (Muyundo et al., 2020). 

Equity capital can be sourced internally through retained profits or externally through 

the sale of a certain percentage of ownership of the firm (Nyide & Zunckel, 2019). 

Shareholders have the right to a portion of the profit generated by firms, which is 

called dividend. The amount of dividend is, however, dependent on the size of the 

stocks purchased by shareholders (Muyundo et al., 2020). Nevertheless, shareholders’ 

wealth goes up when the company in which they have invested in produces greater 

returns (Kizito, 2017). 

Carrying out dividend payments to shareholders is not compulsory because the 

company can decide to withhold part of the profit for expansion or daily business 

activities. In addition, the business risks are also shared with the shareholders, and in 

the case of company liquidation, shareholders are the last to get any benefit (Muyundo 

et al., 2020). Further, equity capital is permanent and cannot be withdrawn from the 

company as long as the company is in existence (Aljamaan, 2018).   

Debt finance is an external source of finance; it can be sourced from banks or through 

the issuance of bonds.  However, the debt financier, unlike equity shareholders, has 

no control over the operations of the business, but receives a fixed return as 

repayment for the debt. Debt financiers also require both the principal and accrued 

interest to be repaid. Furthermore, the debt repayment must be done regardless of 

whether the firm makes a profit or not. If a firm is unable to repay its debt, then the 

Daystar University Repository

Library Archives Copy



5 

 

firm may lose is collateralized assets, fall into bankruptcy, or shut down its operations 

(Muyundo et al., 2020). 

Diversification and Capital Structure 

Firms enjoy financing and investment advantages by implementing diversification 

strategies. This is because firms that are diversified can take up a larger amount of 

debt than those that are not diversified. Also, firms which are diversified can redeploy 

scarce capital to divisions with low cash flow because they have access to internal 

capital markets (Benz & Hoang, 2018). 

According to Nzioka (2017), the diversification strategy a company employs is 

dependent on the nature of its specific assets. Morsink (2018) argued that highly 

specific assets are linked to concentric diversification and have a low liquidation 

value in case of default. Hence, firms with high-specific assets will prefer internal 

sources of finance instead of debt. Morsink further added that low specific assets, on 

the other hand, are associated with conglomerate diversification; these assets are more 

useful as collateral in the event of liquidation, so such firms will prefer debt financing. 

The Nairobi Securities Exchange 

A securities exchange or stock exchange is a regulated formal organization approved 

by an act of parliament where participants can trade. The main role of a securities 

market is to aid in the conversion of savings to invest in successful entities instead of 

having idle savings (Karungu, 2019). Securities markets are beneficial to listed firms 

as they help in the mobilization of long-term capital by sourcing funds from several 

investors, which enable the firms to expand (Onyango, 2018).  
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Listed firms add value to the economy of Kenya; these firms offer employment, 

thereby reducing unemployment. The firms also pay taxes which is useful in the 

provision of vital goods and utilities to the citizens (Mwaniki & Omagwa, 2017). 

Firms that are listed gain liquidity and a ready market for their securities, making 

them more prominent and prestigious (Audax, 2018). 

The NSE is regulated by CMA and is a leading African exchange based in Kenya. 

NSE was established in 1954 and has over 60 years’ experience in listing securities. 

Both domestic and global investors have access to a magnificent exchange platform 

provided by the NSE (NSE, 2021). Since its incorporation, the NSE has witnessed an 

upward trajectory in the number of listed companies, an upsurge in the number of 

stockbrokers, the formation of investment banks, the introduction of credit rating 

agencies, and the creation of custodial institutions (Kipkemoi, 2018). 

The NSE is categorized into the following sectors: construction and allied, banking, 

automobile and accessories, agriculture, manufacturing and allied, telecommunication 

and technology, insurance, real estate investment trust, investment services, exchange 

traded funds, investment, energy and petroleum, and commercial and services (NSE, 

2021).  

Commercial and Services Sector 

Jelimo (2020) defined the commercial and services sector as a group of companies 

that provide utilities to retailers and wholesalers. According to Onsongo, Muathe, and 

Mwangi (2020), one distinct feature of firms listed under this category is carrying out 

an intermediary function where they provide storage, transfer, distribution, and 

retailing of goods and services. They further added that these firms don’t carry out the 
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transformation of raw materials into finished goods. Instead, their activities are purely 

commercial, where they connect the manufacturers to consumers. 

There are 11 firms under the commercial and services category, which include: 

Express Limited, Standard Group Limited, Nairobi Business Ventures Limited, 

Uchumi Supermarkets Limited, TPS Eastern Africa (Serena) Limited, Scan Group 

Limited, Kenya Airways Limited, Longhorn Publishers Limited, Nation Media 

Group, Deacons (East Africa) Plc., and Sameer Africa Plc. (NSE, 2021). 

Listed commercial and services firms at the NSE offer the following key services: 

domestic and international air transport, which is offered by Express Kenya and 

Kenya Airways Limited; and media services offered by the Nation Media Group and 

Standard Group Limited. Other services provided by commercial and services sector 

firms are gas and oil products, merchandizing services, publication services, and hotel 

and room services (Mwaniki & Omagwa, 2017). Commercial and services sectors 

contribute to the general economic growth both in the short and long run. As 

evidenced by the remarkable growth in the private sector, this sector has played a 

critical role in boosting the economies of developing countries (Orayo & Ombaba, 

2017).  

 Statement of the Problem 

Listed firms contribute enormously to the economy of a country. However, a number 

of Kenya’s listed firms have been suspended from trading at the NSE in the last ten 

years. This is contrary to what stakeholders such as the personnel, government, 

clients, etc., expect (Mwaniki & Omagwa, 2017). The commercial and services sector 
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is the most affected, as most companies from this sector have either been liquidated or 

have been removed from the market (Nasio, 2019). 

Deacons East Africa Limited, Kenya Airways Limited, Nairobi Business Ventures 

Limited, and Uchumi Supermarkets Limited are some of the companies that have 

been suspended from trading at the NSE (NSE, 2021), and wrong financing decisions 

have been quoted to be the cause (Nasio, 2019). Consequently, several listed 

companies have been forced to reorganize their capital structures to avoid a possible 

collapse or delisting (Ngure, 2020). 

Diversification strategy has several benefits (Okoth, 2018), although it is capital 

intensive, extra financial resources need to be invested for its effective 

implementation. Debt or equity funding is considered when a firm is seeking a 

diversification strategy (Tanui, Yegon, & Bonuke, 2019). However, deciding whether 

to fund a business with equity or debt has resulted in an endless search for the best 

capital structure (Muyundo et al., 2020). Despite several studies having been done on 

this area of finance, capital structure decisions still remain a puzzle in finance 

(Ribeiro, 2018). 

Coinsurance effect and transaction cost theories support the existence of a relationship 

between diversification strategy and capital structure. However, previous studies 

conducted both locally and internationally have produced mixed findings. 

Internationally, Morsink (2018) finds that product diversification has a negative and 

insignificant effect on the capital structure of German and Italian firms. Locally, 

Nzioka and Elly (2017) find that related and unrelated product diversification 

strategies have a significant relationship with the capital structure of Kenyan listed 

firms. 
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Previous studies conducted in Kenya focused on all the firms listed on the NSE. No 

study has been conducted on the commercial and services sectors at the NSE. 

Therefore, this study sought to fill the research gaps identified by examining the effect 

of diversification strategy on the capital structure of listed commercial and services 

firms at the NSE. 

Purpose of the Study 

The purpose of the study was to examine the effect of diversification strategy on the 

capital structure of listed commercial and services firms at the Nairobi Securities 

Exchange. 

Objectives of the Study 

1. To determine the extent to which listed commercial and services firms at the 

Nairobi Securities Exchange have implemented diversification strategy. 

2. To establish the level of debt in relation to equity in the capital structure of 

listed commercial and services firms at the Nairobi Securities Exchange. 

3. To examine the effect of diversification strategy on the capital structure of 

listed commercial and services firms at the Nairobi Securities Exchange. 

Hypothesis of the Study 

To achieve the above objectives, the study tested the following null hypothesis: 

H0: Diversification strategy does not have a significant effect on the capital structure 

of listed commercial and services firms at the Nairobi Securities Exchange. 
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Justification for the Study 

There is an increasing discussion in the finance literature that factors that have to do 

with a firm’s strategy might be central in determining a firm’s capital structure. For 

years, scholars have studied the effect that diversification strategy has on the capital 

structure without reaching a consensus (Cappaa, Cetrini, & Oriani, 2019). The mixed 

findings in this area of study present the need for further research to narrow down the 

findings. 

Studies on diversification strategy and capital structure conducted in Kenya have 

focused on all the firms listed on the NSE. However, no published work exists 

showing research on commercial and services sector at the NSE. This sector provides 

the backbone of the Kenyan economy. The sector offers goods and services that 

citizens need, hence improving both their living standards and the gross domestic 

product (Mwaniki & Omagwa, 2017). The researcher chose to study firms from the 

NSE due to ease of access to secondary data.  

The types of diversification strategies used in this study were concentric, 

conglomerate and geographical diversification. This is because previous studies 

conducted on the impact of diversification strategy on capital structure locally and 

internationally have focused on these three types of diversification strategies. In 

addition, the method used to measure diversification strategy in this study, that is, 

entropy indicators, was only applicable to these three types of diversification 

strategies. 
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Significance of the Study 

The main aim of the study was to examine the effect of diversification strategy on the 

capital structure of listed commercial and services firms at the NSE. The outcome of 

the study will be important to the listed commercial and services firms’ managers as 

they will understand the effect diversification strategy has on the capital structure of 

their firms and, as a result, come up with relevant diversification strategies. 

Academics will benefit from this research as they will have a point of reference for 

diversification strategy and capital structure body of knowledge as the study will give 

more clarity on this area. The findings from this research will be the most recent 

findings on diversification and capital structure. Hence, they will be beneficial to 

academics as they will use them as the foundation for further research. The 

recommendations from this research will also act as a guide for further research by the 

scholars.  

Assumptions of the Study 

The study assumed that the secondary data obtained from individual companies’ 

annual reports, the Capital Market Authority (CMA), and the NSE handbook would 

be up to date, accurate, relevant, reliable, and complete. 

Scope of the Study 

This study was on the effect of diversification strategy on the capital structure of 

listed commercial and services firms at the NSE. The target population for this study 

was the 11 listed commercial and services firms at the NSE. Secondary data was 

collected for over a period of 10 years (2011-2020). The period 2011 to 2020 was 
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appropriate for the study as it gave current data. The study focused on the capital 

structure (leverage) as the dependent variable and diversification strategy as the 

independent variable, while controlling for profitability, non-debt tax shield, and asset 

tangibility. 

Limitations and Delimitations of the Study 

The study examined the effect of diversification strategy on the capital structure of 

listed commercial and services firms listed on the NSE. However, this study was 

susceptible to some limitations. First, the study used debt to equity ratio as a measure 

of leverage. There are other measures of leverage, including debt to capital ratio, and 

debt to total assets ratio. Similarly, the study made use of entropy indicators to 

measure diversification strategy. There are other measures of diversification, such as 

the Herfindahl index and the specialization ratio. Therefore, the findings from this 

study were limited to the methods used to measure diversification strategy and 

leverage, which may have produced different outcomes. 

Secondly, the study was restricted to the usage of secondary data collected from the 

firm’s financial reports which might have had some shortcomings.  If the financial 

statements had some errors, then this study was limited to those inaccuracies. The 

researcher, however, ensured that data collected was obtained from credible sources 

such as the individual companies’ annual reports, the CMA, and the NSE handbook. 
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Definition of Terms 

Capabilities: This is the capacity of an organization to use its assets to realize its 

objectives (Thirathon & Supawat, 2019). 

Capital structure: This is the combination of the sources of finance such as debt or 

equity that a company uses to fund its activities (Aljamaan, 2018). 

Capital: These are the funds that a business needs to achieve its mission. The funds 

may be for the daily running of the business or for the growth of the business 

(Kimencu, 2018). 

Concentric diversification: This is a diversification strategy that entails carrying out 

activities of an additional business that gains from accessing the company’s key 

competencies (Ndege, 2018). 

Conglomerate diversification: This is a strategy that involves introducing new 

products and services that do not have technological or commercial relations with the 

firm’s current products, equipment or distribution channel (Okoth, 2018). 

Diversification strategy: This is a corporate strategy where a firm sets foot in new 

markets or businesses (Ndege, 2018). 

Financial leverage: This is the amount of cash or the total debt which an organization 

needs to finance its operations or a measure of the ratio of equity or debt a firm uses 

to finance its activities (Orajekwe & Okegbe, 2020). 

Geographical diversification: This is the process where an organization moves to new 

markets outside its home market, which may involve movement to regional or other 

geographical countries (Ahmed & Simba, 2019). 

Resources:  These are the existing factors of production that are controlled by a firm 

(Lorenzo, Ramón, Rubio, & Tere, 2018). 
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Strategy: “strategy is a plan or a direction or course of action into the future, a path for 

an organization to achieve its set objectives; it is also a pattern, that is, consistency in 

behavior over time” (Kamau, 2019, p. 1). 

Structure: This it is how the bits of a system or item are laid out or organized (Sinha, 

2017). 

Summary 

This section has provided the background to the study and explained the variables 

under study, that is, diversification strategy and capital structure. The history of NSE 

has been explained. The problem statement, the purpose of the study, the study 

objectives, and the hypothesis which are the major aspects of this study have also 

been discussed. The next chapter will look into the literature on diversification 

strategy and capital structure, as well as discuss the relevant literature from other 

studies.  
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CHAPTER TWO 

 LITERATURE REVIEW 

Introduction 

This chapter discusses the literature related to diversification strategy, and capital 

structure from various empirical studies done by other scholars. The chapter covers 

the following areas: theoretical literature review, general literature review, empirical 

literature review, conceptual framework, and discussions. 

Theoretical Framework 

A theoretical framework is grounded in a prevailing theory in the area of research that 

is connected to the research hypothesis. The theoretical literature review acts as a 

guide and adds value to the research being conducted (Murage, 2020). This section 

presents a discussion on the theories connected to the study variables. The transaction 

cost theory and the coinsurance effect theory show the link between diversification 

strategy (independent variable), and the capital structure (dependent variable). The 

pecking order theory and the resource-based view (RBV) are the theories that 

represents capital structure and diversification strategy respectively. 

Transaction Cost Theory 

The transaction cost approach was developed by Williamson in 1981. According to 

the theory, understanding how transaction costs can be minimized, is core to an 

organization by examining how the organization’s structure of governance works in 

minimizing these costs. The theory suggests the best form of governance, given the 

type of resources and capabilities that a firm has (David, Yoshikawa, Delios, & 
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O’brien, 2014). Through alignment of corporate finance and strategy, the transaction 

cost approach looks at a company’s financing decisions, concerning its specific assets 

by regarding equity and debt as possible governance structures (Rocca, Rocca, 

Gerace, & Smark, 2009). 

Specific assets may take the shape of intangible asset development, some kind of 

expertise that gives a firm some competitive advantage with its production, 

marketing, product, and managerial efficiency (Njuguna, 2018). The rationale behind 

transaction cost theory is that companies with high specific assets can obtain equity 

financing with ease, while companies with low specific assets can obtain debt 

financing with ease (Ribeiro, 2018). 

Concentric or related diversification is mostly linked to highly specific assets. These 

assets have low liquidation value and cannot be re-employed in other businesses. 

Conglomerate or unrelated diversification strategy, on the other hand, is mostly linked 

to low-specific assets. These assets have higher liquidation values; hence they are 

more useful as collateral in the event of liquidation (Morsink, 2018).  

Equity financing is therefore preferred in concentric diversification since highly 

specific assets maintain a low liquidation value, hence they cannot be used as 

collateral. On the contrary, debt financing is preferred in conglomerate diversification 

because low-specific assets have a higher liquidation value, hence these assets can be 

used as security for debt (Rocca et al., 2009). 

Co-insurance Effect Theory 

According to this theory, which was developed by Lewellen in 1971, when a firm has 

two or more other businesses that are linked together, the borrowing capacity is 
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increased because the diverse cash flows generated can be used to meet the firm’s 

financial responsibilities, hence reducing default risk. Diversification as a result of the 

coinsurance effect, therefore, lowers financial distress and the risk of bankruptcy. 

Lewellen further added that the coinsurance effect creates value through increased 

total borrowing capacity and the combination of the tax-deductible interest effect, 

which maximizes shareholders’ wealth. 

Conglomerate diversified firms get more benefit from the coinsurance effect 

compared to concentric diversified ones because of the added correlation between 

different business segments. This is because conglomerate diversified firms have a 

better chance of creating financial synergies through capital allocation across different 

business segments and operating several businesses with different risk profiles 

(Nzioka, 2017). Geographical diversified companies can spread their resources in 

diverse geographical markets to gain incremental benefits. That is, these firms can 

easily create an internal capital market to allocate and share financial resources 

(Subramaniam & Wasiuzzaman, 2019). 

Resource Based View Theory 

The Resource based view theory was developed in 1991 by Jay Barney. The 

researcher argued that for an organization to obtain a competitive advantage which 

can be sustained, then the following conditions must be met: the resources and 

capabilities that the firm has should be heterogeneous and immobile, and the 

resources should follow the VRIO framework, which is valuable, rare, non-imitable, 

and not substitutable.  
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According to Barney (1991), all firms have untapped potential resources that can set 

them apart from their competitors and boost their performance. Lorenzo et al. (2018) 

stated that, when these resources are combined with other organizational strengths and 

systems such as incentive systems, information structures, technology, management 

structures, and mutual collaboration among employees and managers, they are 

transformed into final products or services. 

Following Barneys’ VRIO assumption, diversification strategy should be valuable, 

rare, non-imitable and impossible to substitute for a firm to achieve a competitive 

advantage that can be sustained (Lizares, 2019). Resources are considered valuable 

when they add to the production of goods that customers want, and at a price they can 

pay. Valuable resources allow corporations to do value-adding economic activities; 

these resources have the ability to yield returns and prevent losses (Cardeal & 

António, 2012). 

The capacity of the diversification strategy to generate economies of scope which are 

too costly to be made or undertaken by private investors shows how valuable this 

strategy is. Besides, the rareness originating from a company’s diversification strategy 

is contingent on the number of a firm’s competitors undertaking these economies of 

scope. Moreover, the diversification strategy’s non-imitability feature in a company is 

dependent on how other companies find it expensive to imitate or substitute these 

economies of scope (Lizares, 2019). 

Even though RBV’s resource immobility assumption stops other companies from 

obtaining or replicating a company’s resources with ease (Hoskisson, Yiu, Wan, & 

Short, 2011), resource immobility means that it may not be easy for a company to find 

a market for its extra-exceptional resources, hence forcing the company to transfer the 
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resources to its related businesses (Lizares, 2019). A firm may be motivated to 

diversify when it wants to make use of its excess resources, especially when the 

amount of a certain resource is greater than required (Akpinar & Yigit, 2016). 

Diverse business lines are then provided with extra resources from existing businesses 

so that they can earn profits for the firm (Panangian & Siregar, 2018). The sharing of 

the firm’s resources and capabilities among the various diverse business units then 

creates synergy leading to competitive advantage (Njuguna, 2019). In addition, the 

useful resources firms obtain as a result of a diversification strategy are also a source 

of competitive advantage (Morsink, 2018). These resources may be obtained through 

debt or equity capital, which represents the capital structure (Ali et al., 2020). 

The level and performance of a diversification strategy is determined by the resources 

and capabilities of a company (Hoskisson et al., 2011). However, concentric 

diversification is said to lead to better performance compared to conglomerate 

diversification (Ahmed & Simba, 2019). This is because sharing of resources under 

concentric diversification is possible when compared with conglomerate 

diversification. Conglomerate diversified companies are not likely to hold resources 

that are useful to all their business units (Njuguna et al., 2018). Nonetheless, financial 

resources are suitable for both concentric and conglomerate diversification strategies 

because they have the greatest degree of flexibility, but the origin of the funds must be 

examined because they have different inferences to the firm (Njuguna, 2019). 

The RBV theory has been criticized despite it having a wide range of literature. 

According to Rockwell (2019), other critical external factors that can shake a 

company’s competitive advantage are ignored by the theory since it focuses on 
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internal resources. Effective leverage of a firm’s resources involves effective analysis 

of industrial influence and appropriate implementation of organizational strategies. 

Tehseena et al. (2019) also noted that the RBV theory does not have implications for 

managers since it requires managers to use resources that are valuable, rare, not 

imitable, and not substitutable, but does not tell them how to do so. They further 

added that resources that are valuable, rare, not imitable, and not substitutable are 

neither key nor adequate to the achievement of a sustainable competitive advantage, 

and that only a small number of empirical literature shows that such resources lead to 

a sustainable competitive advantage. 

Pecking Order Theory 

Myers and Majluf (1984) were the researchers behind the development of the pecking 

order theory. This theory has been very instrumental and forms an essential part of the 

literature that seeks to find a coherent and empirically successful theory of corporate 

financing (Frank & Goyal, 2003). According to the theory, companies will prefer to 

finance their operations from internal sources compared to external sources, and 

whenever a company is looking for finance, it will start with internal equity (retained 

profits), then debt, and finally external equity (share capital) (Myers & Mjluf, 1984). 

The pecking order theory operates under two assumptions: (a) information 

asymmetry, and (b) management acting on behalf of all shareholders, which explains 

aspects of corporate behavior, including the likelihood of relying on internal sources 

of finance and the preference for debt instead of equity when external funds are 

required (Myers & Majluf, 1984). The preference for internal funds, then debt, and 

finally external equity, is based on the costs involved, and how readily accessible 
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these funds are. Since internal funds are easily accessible at no extra costs, it therefore 

falls in the first position of the pecking order theory (Myers, 2001). 

Information asymmetry happens because managers have more facts regarding the 

state of performance of a firm over shareholders (Aljamaan, 2018). These managers 

are more aware of the firms’ earnings and investment opportunities (Ghozali, 

Handriani, & Hersungodo, 2020). Would-be investors are normally hesitant about 

financing firms because of the lack of information in the market regarding these firms. 

Company insiders who have more information about the firm may opt for retained 

earnings, hoping that the projects will benefit the existing shareholders (Yousef, 

Almoumani, & Samara, 2020). 

As a result of information asymmetry, shareholders will place their confidence in the 

future of the firm based on the activities of the executives. These activities are 

perceived to send some signals about the firm’s position (Aljamaan, 2018). Therefore, 

information asymmetry will lead firms to use internal finance (retained earnings) 

instead of externally sourcing for the funds, and if the internal funds are depleted, the 

firms will seek debt finance over external equity (Yousef et al., 2020).  

According to Myers and Majluf (1984), if firms use their internal reserves to finance 

their operations, then the issue of information being uneven will be sorted out. When 

a firm finances its operations through debt, no signal will be sent to investors. 

However, when a firm issues shares, investors will perceive that the shares are 

overrated (Aljamaan, 2018) and will agree to buy the shares at a reduced price. In 

addition, offering equity at a discounted rate would be taken negatively by the 

shareholders as it would appear as a reduction of their wealth (Yousef et al., 2020).  

Daystar University Repository

Library Archives Copy



22 

 

Issuing of debt is therefore preferred over issuing of equity (Aljamaan, 2018) because 

issuing debt reduces the manager’s information advantage. Ambitious leaders who 

think that the price of their shares is underrated will be quick to issue debt instead of 

equity (Myers, 2001).  

From the pecking order theory perspective, the firm’s financial structure is not 

dependent on the presence of an optimal debt level but rather, on the urgent need for 

financing new opportunities, hence opting to finance through debt only when the 

reserves are not sufficient (Vintilă, Nenu, & Gherghina, 2018). The theory questions 

the belief that each firm makes use of a special combination of debt and equity just to 

achieve a low cost of capital (Yousef et al., 2020). 

According to Myers (2001), more profitable firms have lower debt levels, not because 

they lack a target capital structure, but because of the availability of more internal 

financing from their retained profits. Less profitable firms would need external 

financing due to lack of enough internal finance, therefore, accumulating more debt.  

General Literature Review 

This section looks into the literature on diversification strategy (conglomerate, 

concentric, and geographical), capital structure (debt and equity), and the control 

variables (non-debt tax shield, profitability, and asset tangibility). 

Diversification Strategy 

“Diversification comes from the word diverse which means different or varied” 

(Salma & Hussain, 2018, p.1). Diversification strategy is used to increase a firm’s 

operations through the addition of goods, facilities, and markets (Ahmed & Simba, 
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2019). This strategy can include firm acquisition, internal development of new 

products or markets, forming alliances with other companies, new technology 

licensing, and distribution or importation of a product line which is manufactured by 

another company (Ahmed, Awais, & Kashif, 2018). 

Companies pick out opportunities that exist outside the firms’ environment and 

increase their current product offerings (Kamau, 2019). A firm may diversify by 

developing a new product for the following reasons: to obtain and retain loyalty from 

customers, to stabilize their current product offerings, hence preventing over reliance 

on only a few products, to maintain the organization’s sales level, and to continue 

remaining relevant (Ndege, 2018). Firms may also diversify to increase the firm’s 

financial performance, explore growth opportunities, increase financial leverage, 

increase market share, reduce risks, and use the firm’s resources optimally (Okoth, 

2018). 

Diversification strategy allows an organization to use its competencies, expertise, and 

skills to create unique products (Udosen & Oladimeji, 2019). Most firms worldwide 

perceive diversification strategy as a step towards value creation (Kamau, 2019). 

Companies increase value by adding a range of industries and markets in which they 

play and by giving product offerings to new buyers (Salma & Hussain, 2018). 

Through diversification, internal capital markets are created where the allocation of 

resources is more efficient because of the lower asymmetries of information (Buigut 

& Soi, 2018).  

Organizations should apply the most suitable strategy that best fits their operations 

and business ideology to improve performance (Imeobong, 2018). Efficient utilization 

of a firm’s resources is required for a proper diversification strategy to be applied. 
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However, proper management of the diversification strategy is necessary because 

when excessive diversification is done, it can lead to a decrease in a firm’s financial 

performance (Mehmood et al., 2019).  

Diversification strategy has some potential drawbacks, which are: the use of huge 

resources to explore investment opportunities that are not value adding, cross-

subsidies that allow under-performing business units to exploit the resources of well-

performing units, and misalignment of incentives within the company (Ahmed & 

Simba, 2019). In addition, accurate predictions of the success of a diversification 

strategy are difficult due to the limited knowledge of new products, services, and 

markets (Ndege, 2018). 

Concentric Diversification 

Concentric diversification strategy is all about using a technology that has been 

verified to invest resources in a product line for a market that has been identified and 

in a place where there is a chance for growth or expansion (Ali et al., 2020). The 

benefits of this type of diversification are: stability in product earnings, customer 

loyalty, and increased returns or profits, which form the basis for the introduction of 

new products to the already existing product lines (Okoth, 2018). Furthermore, 

diversifying into related product markets leads to an increase in the possibility of 

higher market power (Mammen, 2020).  

Njuguna (2019) stated that most companies implement concentric diversification to 

take advantage of synergies such as: conveying valuable competencies and technical 

knowledge between segments, bringing together interconnected activities from 

isolated segments, exploiting low cost advantages, making use of the common trade 
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name and cross-functional cooperation, making competitive and useful resources, 

capabilities, and strengths, using the combined sales department, urging customers, 

and advertising products that are related. However, Ali et al. (2020) argued that the 

industry in which the firm operates should have the opportunity and prospects for 

growth from this type of diversification strategy. The firm must have the ability to 

sustain growth and expansion since expansion requires additional resources for 

investment. 

Conglomerate Diversification 

Conglomerate diversification allows the firm to expand its operations past its present 

strategic capabilities, where its new ventures or subsidiaries have little or no relation 

to the old businesses (Okoth, 2018). Firms that employ this kind of diversification are 

stable in their core business and its related activities (Habiburrochman et al., 2019). 

Most firms expand their operations to other businesses if the venture has good profit 

opportunities. However, entities that go after this type of diversification always prefer 

to acquire a firm that is established instead of forming a subsidiary (Njuguna, 2019). 

According to Habiburrochman et al. (2019), conglomerate diversification improves 

the company’s performance because it increases market segmentation, which can 

increase the sales volume. Conglomerate diversified firms are in a better position to 

generate financial synergies by transmitting capital across different businesses and 

through operating several businesses with different risk profiles. However, Okoth 

(2018) noted that this diversification strategy may only be successful if the new 

business venture has greater potential for growth than those within the existing line of 

business.  
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Geographical Diversification 

Firms reduce revenue fluctuations and business risks by diversifying across multiple 

markets (Subramaniam & Wasiuzzaman, 2019). In addition, the presence of firm-

specific asset reinforcement and the growing economies of scale in different 

geographical regions can reduce production costs (Panangian & Siregar, 2018). 

Furthermore, companies could easily improve their earnings by making use of cost-

effective internal resources. They could also put more emphasis on the use of their 

existing core competencies and obtain experience and access to significant growth 

opportunities in foreign markets (Subramaniam & Wasiuzzaman, 2019). 

Contrary to the benefits received from geographical diversification, this strategy can 

result in an increased size and complexity of the firm, which can lower the motivation 

of the divisional managers and create information asymmetry from the divisional 

office to the head office (Panangian & Siregar, 2018). 

Capital Structure 

Companies need capital for their growth and development (Iranban & Hanjani, 2019). 

However, how this capital is generated is something that is of great concern to the 

corporate world (Ahmed et al., 2018). Financial ruin, insolvency, and corporate 

failure are the likely disadvantages if wrong choices occur during a company’s 

financing decisions (Alber & Youssef, 2020).  

Nzioka (2017) defined capital structure as the combination of the sources of finance, 

such as debt or equity, that a company uses to fund its activities. According to 

Zunckel and Nyide (2019) and Tanui et al. (2019), managers have to select the right 

mix of debt to equity that the firm should hold in order to have an optimum capital 
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structure. Ali (2020) argued that an optimum capital structure is important as it 

increases shareholders’ wealth. However, for a firm to achieve the optimum capital 

structure, Aljamaan (2018) emphasized that the cost of finance should go down to the 

lowest level.  

Firms can use internal or external finance such as loans, bonds, and the issuance of 

equity shares (Muyundo et al., 2020). Almost all companies use external sources of 

funding, because internal funds such as retained earnings are never sufficient, so in 

general, firms use a mix of internal and external finance for business development 

(Sudiyatno, Puspitasari, Nurhagati, Indriyaningrum, 2020).  

Debt Finance 

Debt finance refers to the borrowing of funds from particular lenders to carry out 

business activities which are to be repaid with interest within a pre-established period 

(Manzano, 2019). Debt holders are shielded by contractual obligations and receive a 

fixed rate of return (Nyanamba, 2018). Debt capital is beneficial for firms since it 

lowers the cost of capital and profit is shielded from taxes (Ali et al., 2020). 

Debt financing is, however, risky if a company is not in a position to make the loan 

repayments periodically, leading to financial grief and liquidation. In addition, the 

costs associated with bankruptcy result in conflicts between shareholders and debt 

holders (Muyundo et al., 2020). Therefore, management should be careful and 

mitigate against financial threats such as a very high gearing ratio, which signifies a 

high risk of bankruptcy for a company (Kizito, 2017). 

The effect of diversification strategy on debt can be understood through the 

coinsurance effect theory by Lewellen (1971). This theory argues that when a firm has 
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two or more linked businesses, the borrowing capacity is increased because the 

diverse cash flows generated can be used to meet the firm’s financial obligations, 

hence reducing default risk. 

Equity Finance 

Equity finance indicates the shareholders' interest in the company’s assets after taking 

care of liabilities. In financial statements, equity can be represented in terms of 

surplus capital, common stock, retained earnings, preferred stock, and reserves 

(Kizito, 2017). Equity financing is different from debt financing in that the firm is not 

required to repay the funds invested. However, equity investors are entitled to the 

ownership rights of the firm and are able to take charge of the firm. Also, during stock 

sales such as IPOs, the process can be complex and expensive as it involves engaging 

expensive and costly attorneys and accountants (Ali et al., 2020). 

The effect of diversification strategy on equity can be understood through the 

transaction cost theory. A firm’s diversification strategy depends on the nature of its 

specific assets (Nzioka, 2017). Equity finance is the most favored form of finance for 

concentric diversification, which is linked to highly specific assets. This is because 

these assets retain a low sell-out value in the event of a default (Morsink, 2018). 

Control Variables 

Following previous studies by Morsink (2018), Nzioka and Elly (2017), and Buigut 

and Soi (2018), this study made use of some control variables. These variables are 

used in research to prevent statistical biases (Shintya, 2018). Control variables were 

applied to demonstrate unmistakably the effect of diversification strategy on capital 

structure by identifying other factors that may influence the dependent variable 
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(capital structure). The control variables used in this research were non-debt tax 

shield, profitability, and asset tangibility. 

Non- Debt Tax Shield 

The tax shield is one of the advantages of using debt finance since interest it is tax-

deductible (Mira & Almendros, 2018). A firm that pays a very high-income tax will 

go for debt capital to benefit from the reduced tax payment since interest expense is 

tax deductible (Sudiyatno et al., 2020). Therefore, the higher the rate of tax, the more 

a firm will gain from the additional borrowing (Eze & Uzochukwu, 2020). 

However, there are many other ways a firm can obtain tax savings other than through 

debt finance, that is, the non-debt tax shield effect.  This tax shield effect can be 

achieved by firms through fixed assets depreciation, investment credits, amortization 

of intangible assets, research and development, investment, etc. (Lei, 2020). 

Non-debt tax shields can therefore be used by firms to substitute the interest expense 

tax shield (Hanna, 2020). The higher the non-debt tax shield through other methods 

like the depreciation of fixed assets, the lower the tax charge. Hence, it is unlikely that 

financing through debt will be favored for the sake of tax benefits (Morsink, 2018). 

Profitability 

From the pecking order theory, more profitable firms have sufficient funds to finance 

their activities, hence these firms will prefer to use internal sources of finance 

(retained earnings) instead of external sources (debt or equity). According to the 

theory, profitable companies will not favor debt financing, unlike those with low 

earnings (Vintilă, Gherghina, & Toader, 2019). Previous studies by Morsink (2018), 
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Ribeiro (2018), and Buigut and Soi (2018) revealed that profitability is negatively 

related to capital structure 

Asset Tangibility 

Property, plant and equipment (PPE) is what is referred to as tangibility. Firms that 

have significant amounts of PPE have larger debt than companies with less tangible 

assets (Sudiyatno et al., 2020). This is because tangible assets can be used as security 

when applying for loans. Small firms have a lower number of tangible assets, hence 

experience difficulty when applying for loans (Hussain et al., 2020). Previous studies 

by Ribeiro (2018) and Morsink (2018) found out that there was a positive and 

significant association between asset tangibility and capital structure. 

Empirical Literature Review 

Morsink (2018) studied the impact of corporate diversification on the capital structure 

of publicly listed German and Italian firms. The study used a sample size of 133 

firms, and data was collected from the years 2015 to 2017. Ordinary least squares 

regression method was used in the study. The results suggest that product 

diversification has a negative and insignificant effect on the capital structure, 

implying that firms which are diversified have lower leverage.  The study used non-

debt tax shields, growth opportunities, profitability, size, and tangibility as control 

variables. 

However, Morsink’s study presents both contextual, conceptual and methodological 

gaps as it did not examine concentric and geographical diversification, and the study 

was conducted for Italian and German firms for a period of three years. In addition, 

the regression diagnostic tests were not conducted. This study filled the gaps by 
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examining geographical, concentric, and conglomerate diversification, focusing on 

Kenyan firms for a period of ten years. In addition, the regression model diagnostic 

tests were conducted. 

While investigating the impact of corporate strategy on capital structure with a focus 

on Italian listed firms, Cappaa et al. (2019) used a sample size of 170 firms and 

collected data for the period 2012 to 2016. Using panel data regression analysis, their 

findings suggest that diversification strategy has a positive relationship with the 

capital structure of listed Italian firms, while internationalization (geographical 

diversification) has a negative effect on capital structure. 

The above study examined product diversification and geographical diversification 

strategies, and it was carried out for Italian firms for a period of five years. The study 

used the Herfindahl index to measure diversification, debt to total assets to measure 

capital structure, and the following control variables were used: profitability, firm 

size, company risk position, and firm liquidity. 

This study addressed the above research gaps by classifying product diversification 

strategy into concentric and conglomerate diversification, and also examining 

geographical diversification. In addition, this study focused on Kenyan firms for a 

period of ten years. Entropy indicators were used to measure diversification, and debt 

to equity ratio was used to measure capital structure. Profitability, non-debt tax shield, 

and asset tangibility were used as the control variables. 

The study by Benz and Hoang (2018), which examined how corporate diversification 

affects the financial leverage of North American firms, used a sample of 93,867 

observations from 11,566 firms for an average of 2,682 observations per year. The 
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study period was from 1981 to 2015, and data was analyzed through regression 

analysis. Their results reveal that corporate diversification has a significant effect on 

capital structure, and diversified companies have a larger capacity to borrow more 

when compared to similar non-diversified firms.  

However, in Benz and Hoang’s study the following gaps were identified: the study 

was conducted for North American firms, diagnostic tests were not conducted, and the 

researchers did not examine concentric, conglomerate and geographical 

diversification. This study filled the gaps by studying Kenyan listed firms, diagnostic 

tests were conducted, and diversification strategy was categorized into concentric, 

conglomerate, and geographical strategies. 

A study on the impact of corporate strategy on the capital structure of Pakistani 

companies with a focus on diversification strategy carried out by Ali et al. (2020) 

used a sample size of 120 Pakistan listed firms, and data was collected for the period 

2010 to 2017. The sample was categorized into four equal groups: related diversified 

firms, unrelated diversified firms, dominant firms, and single product firms, each 

having 30 companies.  

Using a panel data regression analysis, Ali et al. (2020) found that related and 

unrelated diversification strategies had no effect on the capital structure. The control 

variables used were profitability, size, sales growth rate, and capital intensity. The 

gaps identified in their study were: the study was conducted for Pakistani firms, for a 

period of seven years, it did not investigate geographical diversification, and 

regression diagnostic tests were not conducted. This study filled the gaps by 

examining the effect of diversification strategy (geographical, concentric, and 
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conglomerate) on the capital structure. The period of the study was 10 years, it was 

conducted for Kenyan firms, and regression diagnostic tests were conducted. 

Buigut and Soi (2018) examined the effect of corporate diversification on the capital 

structure focusing on listed firms on the NSE. The study used a longitudinal research 

design, and data for 31 companies for the period 2010 to 2015 was collected forming 

a total of 155 observations. Using regression analysis, their findings suggest no 

impact of product diversification strategy on the capital structure of Kenyan listed 

companies. However, the relationship between geographical diversification and 

capital structure was found to be significant. The study used size and profitability as 

control variables. 

However, Buigut and Soi’s (2018) study focused on all firms listed at the NSE, was 

for a period of five years, diversification strategy was classified into product and 

geographical diversification, which was measured using a specialization ratio, and the 

regression diagnostic tests were not conducted.  

This study filled the above gaps by focusing on listed commercial and services firms 

at the NSE for a period of 10 years, diversification strategy was classified into 

concentric, conglomerate, and geographical, which was measured using entropy 

indicators, and the regression diagnostic tests were conducted. In addition, asset 

tangibility, profitability and non-debt tax shield were the control variables. 

In investigating the impact of corporate strategy on the capital structure with a focus 

on UK-listed firms, Ribeiro (2018) found that both related and unrelated 

diversification have a negative impact on leverage. The sample size for the study was 

351 Financial Times and Stock Exchange 350 Index firms. Data was collected for the 
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period 2011 to 2016, and regression analysis was conducted. The control variables 

used were profitability, size, asset tangibility, growth and risk. 

Ribeiro’s study was, however, conducted for UK firms and did not examine the effect 

of geographical diversification on capital structure, was for a period of six years, and 

regression diagnostic tests were not conducted. This study filled the gaps, as it was 

conducted for Kenyan firms for a ten-year period, the effect of diversification strategy 

(concentric, conglomerate and geographical) on the capital structure was examined, 

and regression model diagnostic tests were conducted. 

Nzioka and Elly (2017) carried out a research on the relationship between 

diversification strategy and the capital structure focusing on non-financial firms listed 

on the NSE. They sampled 32 out of 47 companies for the period 2010 to 2014. They 

examined both geographical and product diversification, and product diversification 

strategy was classified as related and unrelated. 

Using regression analysis, Nzioka and Elly’s study results show that related and 

unrelated diversification strategies have a positive and significant association with 

capital structure, and debt is the most favored method of funding for both related and 

unrelated diversification. However, geographical diversification was found to have no 

significant influence on the capital structure decisions of firms. The study used size as 

a control variable. 

The following gaps were identified: the study focused on all non-financial firms listed 

on the NSE for a period of five years. Diversification strategy was measured using 

specialization ratio, and the control variable used was firm size. This study filled the 

gaps by focusing on listed commercial and services firms at the NSE for a period of 
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10 years, measured diversification using entropy indicators, and asset tangibility, 

profitability, and non-debt tax shield were used as the control variables. 

Conceptual Framework 

This section looked at the diagrammatic representation of the connection between the 

research variables. The diagram shows the connection between the dependent and the 

independent variables. Other variables that can have an effect on the dependent 

variable are represented by the control variables. 

 

Figure 2.1: Conceptual Framework 

Source: Author (2021) 

 

Independent Variable 

DIVERSIFICATION STRATEGY 

 Concentric diversification 

 Conglomerate Diversification  

 Geographical diversification 

 

 

Dependent Variable 

CAPITAL STRUCTURE 

 Debt 

 Equity 

     

 

 

CONTROL VARIABLES 

 Non- Debt Tax Shield 

 Profitability 

 Asset Tangibility 
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Discussion 

The above framework illustrates the connection between diversification strategy and 

capital structure. The dependent variable was represented by capital structure, whose 

indicators were equity and debt. The independent variable was diversification strategy 

whose indicators were concentric diversification, conglomerate diversification, and 

geographical diversification. Other variables (non-debt tax shield, profitability, and 

asset tangibility) which can also have an effect on capital structure were the control 

variables. 

Summary 

This chapter has explained the link between diversification and capital structure using 

the coinsurance effect and transaction cost theories. RBV theory and the pecking 

order theory are the diversification strategy and capital structure theories, 

respectively. The coinsurance theory by Lewellen (1971) implies that when firms 

whose cash flows are not correlated are linked, the borrowing capacity is increased 

because the diverse cash flows generated can be used to meet the firm’s financial 

obligations, hence reducing default risk.  

According to transaction cost theory, highly specific assets are linked to concentric 

diversification, and these assets retain a low sell out value in case of default, hence 

equity finance is preferred. On the contrary, low-specific assets are linked to 

conglomerate diversification, and these assets have higher value as collateral, hence 

debt finance is preferred (Morsink, 2018). 
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The RBV theory argues that a firm’s achievement of a sustainable competitive 

advantage is based on the resources and capabilities that the firm has being 

heterogeneous and immobile, and also valuable, rare, non-imitable, and not 

substitutable. The theory assumes that all firms have some untapped potential 

resources that can set them apart from their competitors and boost their performance 

when combined properly.  

The pecking order theory argues that there is a hierarchy to be followed when making 

financing decisions. Myers and Majluf (1984) argued that firms would prefer to use 

internal funds and favor debt over external equity, if external financing is needed. As 

for the empirical literature, both local and international studies have produced mixed 

findings, hence inconclusive. Conceptual, contextual and methodological gaps were 

also identified suggesting the need for further research in this area of study. 
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CHAPTER THREE 

 RESEARCH METHODOLOGY 

Introduction 

According to Dawson (2009), research methodology is the general concepts that will 

guide a study. It entails the matters that should be put into consideration by a 

researcher, that is, the limitations, problems and ethical decisions. Sileyew (2019) 

defined research methodology as the route followed by researchers when conducting 

their studies. It indicates the way these researchers come up with the research problem 

and objectives, and how their findings will be presented after data analysis. 

This chapter discusses the research methodology used in this study. The sections 

included are research design, population, target population, data collection 

instruments, validity and reliability, diagnostic tests, data analysis plan, 

operationalization of variables, ethical considerations, and summary. 

Research Design 

Kothari (2004) stated that research design involves a framework showing what was 

done by a scholar, starting with documenting the research hypothesis and effective 

interpretations, and finally, the data analysis. Different types of research designs exist, 

which include causal, exploratory, and descriptive research designs. Longitudinal or 

cross-sectional studies can be used in these research designs (Njagi, 2017).  

A longitudinal study is described as one whereby every variable is studied several 

times. The design applies to repeated or continuous estimates used to track a specific 
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variable over a long period of time, mostly years or decades. With cross-sectional 

studies, on the other hand, several variables are analyzed at a specified time. 

However, they do not offer facts when it comes to how time affects these variables 

(Caruana, Roman, Hernández-Sánchez, & Solli, 2015). 

The research design used in this study is a longitudinal descriptive research design. 

Descriptive design depicts the correct description of people, events, or situations 

(Sileyew, 2019). This study chose the longitudinal descriptive research design 

because the variables were studied over a long period, the design gave a good 

description of the study population and addressed the study objectives. This design 

gave a good analysis of the effect of the diversification strategy on the capital 

structure of listed commercial and services firms at the NSE over a period of ten 

years. 

Population 

According to Kothari (2004), a population entails all the objects being investigated in 

research. Mwangi (2019) defined a research population as a distinct group of people 

or items with the same features and have common, binding features or traits. 

According to NSE (2021), the total number of listed commercial and services firms 

were 11, which formed the population for this study. 

Target Population 

The target population for this study was the 11 listed commercial and services firms. 

Since the population of the study was small, a census study was conducted, hence no 

sampling was done. 
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Data Collection Instruments  

Secondary data was collected for this study; secondary data is data that has been 

collected in the past by other users apart from the researcher. This type of data is 

readily available, easy to access, and is less costly (Njoroge, 2018). The researcher 

collected data and recorded it in a data collection sheet (See Appendix A).  Data was 

retrieved from the individual company’s annual reports, CMA, and the NSE 

handbook. The data that was collected included: debt, equity, total revenues, revenue 

from each sales segment, revenue from each geographical region, total assets, EBIT, 

depreciation, and the value of property, plant, and equipment (PPE). The period of 

data collection was 10 years, that is, 2011 to 2020.  

Data Collection Procedure 

Data collection is the practice of assembling raw and unprocessed information that 

can be transformed into meaningful information after the scientific data analysis 

process (Mwangi, 2019). The data collected for the study was derived from secondary 

sources, and the collection procedure involved getting data for the 11 commercial and 

services listed firms from the individual company’s annual reports, the CMA, and the 

NSE handbook. 

Validity and Reliability of Research Instruments 

The reliability and validity one ascribes to when dealing with secondary data is as a 

result of how the data was collected and the source of that data. One can do a quick 

check by assessing the reputation or authority of the source (Saunders, Thornhill, & 

Lewis, 2009). Since data was from secondary sources, validity and reliability was 
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achieved by ensuring that data was collected from credible sources such as the 

individual company’s annual reports, the CMA, and the NSE handbook.  

The researcher ensured that the process of data collection was free from errors by 

counter-checking the accuracy of data collected against the original source. In 

addition, validity and reliability of results were achieved by ensuring that the 

regression model’s diagnostic tests such as multicollinearity, stationarity, 

heteroscedasticity, autocorrelation, and normality were conducted. 

Diagnostic Tests 

When conducting regression analysis, there are some regression model assumptions 

such as: no multicollinearity, no heteroscedasticity, normality, no autocorrelation, and 

stationarity that need to be met (Daoud, 2017). In other words, the residuals of the 

regression model should have a constant variance (no heteroscedasticity), the 

residuals should be normally distributed, the independent variables should not be 

correlated (no multicollinearity), the error term should not be correlated with a lagged 

version of itself (no autocorrelation), and finally, the data series must be stationary 

(Njagi, 2017). If any of the above assumptions is breached, then the regression model 

will be unreliable and not suitable for estimating the population parameters (Daoud, 

2017). 

Multicollinearity 

When two or more independent variables in a multiple regression model are 

significantly related, then there is multicollinearity between the variables. 

Multicollinearity escalates the standard errors of each regression coefficient, which 
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then alters the outcome of the analysis. Multicollinearity can make a few significant 

variables statistically insignificant (Shrestha, 2020). 

To test for multicollinearity, the study used the Variance Inflation Factor (VIF). When 

VIF is equal to 1, it indicates no correlation between the independent variables. As the 

VIF rises, collinearity also increases. The rule applied is that if the VIF is greater than 

10, then there is multicollinearity between the variables (Emase, 2017) and warrants 

further investigation (Njagi, 2017).  

Normality Test 

According to Emase (2017), "Normality tests determine if a data set is well-modelled 

by a normal distribution and how likely it is for a random variable underlying the data 

set to be normally distributed" (p.25). To ascertain if the residuals are normally 

distributed, this study used the Jarque-Bera statistic test. If the p-value is greater than 

the significant level of 5%, then the null hypothesis is not rejected. However, if the p-

value is less than 5%, then the null hypothesis is rejected, implying that the residuals 

are not normally distributed (Ogajo, 2018). 

Below is the Jarque-Bera test hypothesis used in this study: 

H0: Residuals in the model are normally distributed. 

H1: Residuals in the model are not normally distributed. 

Stationary Test 

According to Njiru, Simiyu, and Bunde (2020), when a time series data is stationary, 

it implies that its statistical characteristics like the mean, variance, and covariance are 

constant with time. The further added that a stationary test is performed to prevent 
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spurious regression. This study used the Levin-Lin Chu test to check whether the data 

series was stationary. The hypothesis used was as follows: 

H0: The variable contains a unit root. 

H1: The variable does not have a unit root. 

The rule applied is that a p value less than 5% level of significance indicates the 

rejection of the null hypothesis, implying the absence of a unit root, hence stationary. 

However, a p value greater than 5% level of significance indicates that the null 

hypothesis should not be rejected, implying the presence of a unit root, that is, non-

stationary (Njagi, 2017). If there is a presence of non-stationary variables, they are 

differenced to make them stationary (Ogajo, 2018). 

Heteroscedasticity 

Homoscedasticity is a situation where all the independent variables’ values have the 

same error term. Heteroscedasticity can be referred to as the violation of 

homoscedasticity. It is viewed to exist if the size of the error term is different across 

all the values of the predictor variable (Nzioka & Elly, 2017). This means that a non-

constant variance of the error term exists across the variables (Nyanamba, 2018). 

In this study, the researcher applied the Breush-Pagan test. A p-value less than the 

significant level of 0.05 shows the presence of heteroscedasticity, and the null 

hypothesis of homoscedasticity (variance of the residuals is constant) is rejected 

(Emase, 2017).  
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Autocorrelation 

Autocorrelation occurs when there is a correlation between the successive values of 

the regression variables (Njagi, 2017). The presence of serial correlation is a problem 

for the panel data regression model because it makes the standard errors biased, in 

addition to making the projected regression coefficients ineffective (Meme, 2017). 

This study used the Durbin-Watson statistic to test for first order autocorrelation, and 

the Breusch Pagan serial correlation LM test to test for second order autocorrelation. 

Data Analysis Plan 

According to Creswell (2014), data analysis plan involves categorizing items, people, 

activities, and features that describe them. It also involves organizing data in a 

sequence and reviewing it in preparation for analysis. In this study, secondary data 

was collected, then compiled into an excel spread sheet which the researcher edited to 

eliminate errors and checked for completeness and accuracy of the data. It was then 

exported to EVIEWS 11 where analysis was done through descriptive and inferential 

statistics. 

Descriptive statistics findings were presented using percentages, maximum, 

minimum, standard deviation, and mean. Inferential statistics involved conducting the 

Pearson moment correlation and panel data regression analysis to establish the 

relationship between diversification strategy and capital structure, while controlling 

for profitability, asset tangibility and non-debt tax shield. The following regression 

model was used:  

LEVE=αi +β1COGit+ β2COCit+ β3GEGit + β4NDTSit+ β5ROAit+ β6TANGit+ 

εit…………………………………………………………………………………… (1) 
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Where, 

LEVE -  Capital structure 

COG     Conglomerate diversification 

COC  - Concentric diversification 

GEG - Geographical diversification 

NDTS - Non-debt tax shield 

ROA - Profitability 

TANG - Asset tangibility 

t= 2011-2020, α, is the constant, β is the regression coefficient, ε is the error term, and 

i= company 

Entropy indicators were used to measure diversification strategy. The number of 

business units for both concentric and conglomerate diversification strategies were 

taken into account. Each business unit’s sales figures and total sales figures were then 

obtained and applied in the entropy indicators formulae (see equation 2) (Ribeiro, 

2018). 

Geographical diversification was also measured using entropy indicators. Each 

geographical business unit’s sales figures and the total sales were obtained and 

applied in the entropy indicators formulae (see equation 2) (Mammen, 2020).  

Below is the entropy indicators equation: 

N 

∑Pi*ln(1/Pi),…………………………………………………………………………(2) 

i=1 

Where Pi is the fraction of revenue from a company’s division i and ln(1/Pi) 

represents the weight of that division (Morsink, 2018). 
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Operationalization of Variables 

Table 3.1: Operationalization of Variables (1) 

 

 

 

 

Variable Indicator/ 

Measure 

Operational 

definition 

Source 

Capital structure 

(dependent variable). 

LEV: debt/ equity The proportion of 

the total debt to 

total equity. 

(Buigut & 

Soi, 2018) 

Concentric 

diversification 

(independent variable). 

COC: entropy 

indicators. 

 

Entropy 

indicators of 

related sales 

segment. 

(Ribeiro, 

2018). 

Conglomerate 

diversification 

(independent variable). 

COG: entropy 

indicators. 

Entropy 

indicators of 

unrelated sales 

segments. 

(Ribeiro, 

2018). 

Geographical 

diversification 

(independent variable) 

GEG: entropy 

indicators 

Entropy 

indicators of 

geographical 

sales segment. 

(Mammen, 

2020). 

Profitability (control 

variable) 

ROA: EBIT/ 

Total assets 

Earnings before 

interest and tax 

over the total 

assets 

(Alber & 

Youssef, 

2020). 

Asset tangibility (control 

variable) 

TANG: Property, 

plants, and                 

equipment / total 

assets 

Proportion of 

property, plant 

and equipment 

over the total 

assets 

(Morsink, 

2018). 

Non-debt tax shield 

(control variable) 

NDTS: total 

depreciation/ total 

assets 

Proportion of 

depreciation over 

the total assets 

(Hanna, 

2020) 

Daystar University Repository

Library Archives Copy



47 

 

Operationalization of Variables 

Table 3.2: Operationalization of Variables (2) 

Objective Variable type Indicator/ 

Measure 

Operational 

definition 

Source 

To determine 

the extent to 

which listed 

commercial and 

services firms 

at the NSE 

have 

implemented 

diversification 

strategy. 

Independent 

Variable: 

concentric 

diversification, 

conglomerate 

diversification, 

and 

geographical 

diversification. 

 

Entropy 

indicators 

An entropy measure 

index of 0 shows 

single-focused firms; 

from 1 to 1.5 medium 

diversified firms. 

Indices higher than 

1.5 highly diversified 

firms. 

(Militão, 

2015). 

 

To establish the 

level of debt in 

relation to 

equity in the 

capital structure 

of listed 

commercial and 

services firms 

at the NSE 

Dependent 

Variable: 

Capital 

structure: total 

debt over total 

equity 

Total debt 

to total 

equity 

Ratio of total debt to 

total equity 

(Buigut 

& Soi, 

2018) 

 

 

  

To examine the 

effect  of 

diversification 

strategy on the 

capital structure 

of listed 

commercial and 

services firms 

at the Nairobi 

Securities 

Exchange 

Dependent 

Variable: 

capital 

structure and 

the 

independent 

variable: 

diversification 

strategy 

Regression 

analysis 

Regression analysis 

makes use of the 

independent variable 

to measure the 

dependent variable 

(Morsink, 

2018). 
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Ethical Considerations 

Research ethics entails the moral way in which the topic of the research was 

generated, how the research design was framed, the authorization for data collection, 

how the data was obtained, handled and kept, and finally, how it was analyzed and 

interpreted (Saunders et al., 2009).  

Prior to data collection, the researcher requested a letter from the Daystar University 

Ethics Review Board and also obtained a permit from NACOSTI, which was used as 

an authorization for data collection. In addition, the researcher was objective 

throughout the study by ensuring that data was collected accurately and avoided 

subjective selectivity when recording data. The researcher was also honest during data 

analysis and data presentation. 

Summary 

This chapter has presented the research methodology for the study. The type of data 

used was secondary data, which was obtained from individual companies’ annual 

reports, the CMA and the NSE handbook. The period of the study was 2011 to 2020. 

Data was analyzed through descriptive and inferential statistics by the use of 

EVIEWS 11. The results of descriptive statistics were presented in percentages, mean, 

maximum, minimum, and standard deviation. 

 The inferential statistics used the Pearson moment correlation and the regression 

analysis. The dependent variable (firm leverage) was operationalized by calculating 

the ratio of total debt to total equity. The independent variable (diversification) was 

measured using entropy indicators. Control variables were measured as follows: asset 
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tangibility as the ratio of property, plant, and equipment to the total assets. 

Profitability was measured using ROA, which is EBIT over the total assets. The non-

debt tax shield was calculated using the ratio of depreciation over the total assets. 
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CHAPTER FOUR 

DATA PRESENTATION, ANALYSIS AND INTERPRETATION 

Introduction 

This chapter covers data presentation, the analysis, and interpretation of the research 

findings derived from secondary data collected from commercial and services firms 

listed at the NSE. The chapter has two categories: descriptive statistics and inferential 

statistics. The chapter discusses the study’s dependent variable, independent variable, 

control variables, and the relationship that exists among them.  Out of the 11 listed 

commercial and services firms that the researcher targeted, complete data was 

available for 8 firms, forming a success rate of 73%. A success rate of 50% or higher 

is sufficient for data analysis (Kothari, 2004).  

The research sought to determine the extent to which listed commercial and services 

firms at the NSE have implemented diversification strategy, establish the level of debt 

in relation to equity in the capital structure of listed commercial and services firms at 

the NSE, and examine the effect of the diversification strategy on the capital structure 

of listed commercial and services firms at the NSE. The study hypothesis indicated 

that diversification strategy does not have a significant effect on the capital structure 

of listed commercial and services firms at the NSE. 
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Analysis and Interpretation 

Descriptive Statistics 

The study examined the effect of diversification strategy; concentric, conglomerate, 

and geographical, in relation to the capital structure; debt to equity, for a period of 10 

years, while controlling for profitability, asset tangibility, and non-debt tax shield. 

The descriptive statistics used were percentages, mean, minimum, maximum, and 

standard deviation. A percentage is the proportion of a number expressed out of a 

hundred. The mean indicates the average of the total observations for each variable in 

a study. The standard deviation measures the level of dispersion by illustrating to 

what extent the observations are spread about the mean, while the minimum and 

maximum display the lower and upper bounds of the observations (Njagi, 2017). 

Table 4.1: Extent of Diversification Strategy for the Sampled Commercial and 

Services listed Firms 

 

 Concentric Diversification Conglomerate 

Diversification 

Geographical 

Diversification 

Year Low Medium High Low Medium High Low Medium High 

2011 7 1 0 8 0 0 7 1 0 

2012 6 2 0 8 0 0 7 1 0 

2013 7 1 0 8 0 0 6 2 0 

2014 7 1 0 8 0 0 5 3 0 

2015 7 1 0 8 0 0 5 3 0 

2016 6 2 0 8 0 0 5 3 0 

2017 6 2 0 8 0 0 5 3 0 

2018 5 2 0 8 0 0 4 3 0 

2019 6 1 0 6 0 0 5 2 0 

2020 4 1 0 5 0 0 4 1 0 

Total 61 14 0 75 0 0 53 22 0 

% 81% 19% 0% 100% 0% 0% 71% 29% 0% 
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The results captured in Table 4.1 show the analysis of the sample grouped according 

to the extent of diversification strategy using entropy indicators. An entropy measure 

index of 0 represents a low level of diversification strategy (single-focused firms), 

indexes ranging from 1 to 1.5 represent medium-diversified firms, and an index 

higher than 1.5 indicates a highly diversified firm (Militao, 2015). 

The results in Table 4.1 also show that concentric diversification had 81% of the 

sampled firms having low level of diversification strategy, 19% were moderately 

diversified, and 0% were highly diversified. Conglomerate diversification had 100% 

having low level of diversification strategy, while geographical diversification 

strategy had 71% having low level of diversification strategy, 29% were moderately 

diversified, and 0% were highly diversified. This implies that even though the 

commercial and services firms listed on the NSE have implemented concentric, 

conglomerate, and geographical diversification, the extent to which these firms have 

diversified is low, hence they are single focused. 

Table 4.2: Summary of Descriptive Statistics 

Leverage (Debt/Equity) 

The results show that the average debt/equity ratio for all the 8 companies for the 

period 2011 to 2020 was 1.7937. This means that the commercial and services firms' 

Summary Statistics 

Variable Obs Mean Std Dev Max Min 

LEVE 75 1.7937 3.4407 21.15 0.3600 

Concentric Dive 75 0.4932 0.3997 1.169 0.0000 

Conglomerate Dive 75 0.0755 0.1418 0.5164 0.0000 

Geographical Dive 75 0.4924 0.4827 1.3332 0.0000 

ROA 75 0.0206 0.1617 0.3616 -0.5301 

TANG 75 0.3489 0.2693 0.8702 0.0164 

NDTS 75 0.0368 0.0250 0.1454 0.0019 
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level of debt is 179% of the total equity and that for every shilling of equity capital, 

commercial and services firms at the NSE had 1.79 shillings of debt. This is an 

indication that debt is the most favored source of finance for these firms.  

Debt to equity (leverage) also had a standard deviation of 3.4407, which varies from 

the mean, suggesting a high level of dispersion of the sampled firms. This is also 

evidenced by the debt/equity ratio minimum and maximum values of 0.36 and 21.15 

respectively. The lowest average debt/equity ratio was recorded in the year 2013 at 

0.6886 (see Figure 4. 1), while the highest average debt/equity was recorded in the 

year 2019 at 5.939. 

0
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LEVE

 

Figure 4.1: Average Debt/equity Ratio (Leverage) for the Period 2011-2020 

The findings in Table 4.3 show that the mean debt/equity ratio for the eight firms for 

the years 2011 to 2020 values were from 0.43 to 5.67. The results also show that, on 

average, one firm had a gearing ratio below 0.5 while the rest of the firms had gearing 

ratios above 0.5. This implies that 87.5% of the commercial and services sampled 

firms are highly geared, hence risky. 
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Table 4.3: Summary of the Commercial and Services Firms’ Individual Company 
Debt to Equity Ratio for the Period 2011-2020 

Firm 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 Mean 

Firm 

A 

3.59 1.78 1.42 1.65 2.68 15.37 6.36 3.35 14.87 - 5.67 

Firm 

B 

0.43 0.66 0.47 0.39 0.64 0.95 3.71 - - - 1.04 

Firm 

C 

0.70 1.51 0.78 0.72 0.81 0.97 0.97 1.12 1.32 2.34 1.22 

Firm 

D 

0.44 0.46 0.39 0.36 0.41 0.4 0.39 0.42 0.55 0.49 0.43 

Firm 

E 

0.39 0.46 0.37 0.52 0.51 0.79 0.62 1.29 21.15 8.13 3.42 

Firm 

F 

0.95 0.77 0.57 0.56 0.45 0.53 0.54 0.70 0.78 - 0.58 

Firm 

G 

0.72 0.61 1.05 0.86 1.32 1.12 1.39 1.39 1.95 2.62 1.30 

Firm 

H 

0.63 0.65 0.47 0.53 0.63 0.79 0.91 0.93 0.96 1.1 0.76 

Concentric Diversification 

The results show that the average concentric diversification strategy for all the eight 

companies for the period 2011 to 2020 was 0.4932, implying a low level of 

diversification among commercial and services firms at the NSE. The results also 

show a minimum of 0.000 and a maximum of 1.169. This implies that even though 

the majority of the commercial and services firms listed on the NSE are single-

focused, a few are moderately diversified, and none is highly diversified.  

The variable had a standard deviation of 0.3997, which shows a low level of 

dispersion, hence the data is spread about the mean. During the period of the study, 

average concentric diversification was at its lowest in 2014 at 0.4649 and at its 

highest in 2020 at 0.5404 (see Figure 4.2). This implies that, on average, the level of 

concentric diversification for commercial and services firms was low during the study 

period. 
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Figure 4.2: Average Concentric Diversification for the Period 2011-2020 

Conglomerate Diversification 

Results from Table 4.2 show that conglomerate diversification had a mean of 0.0755. 

This indicates a low level of conglomerate diversification among commercial and 

services firms. The results also show a standard deviation of 0.1418, a minimum of 

0.000 and a maximum of 0.5164. The results displayed in Figure 4.3 show that even 

though the average conglomerate diversification fluctuated during the study period, it 

rose from 0.047 in 2011 to 0.1469 in 2020. As per Figure 4.3, the findings also 

indicate that the level of conglomerate diversification on average was low throughout 

the study period. 
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Figure 4.3: Average Conglomerate Diversification for the Period 2011-2020 

Geographical Diversification 

Results from Table 4.2 indicate that geographical diversification strategy had a mean 

of 0.4924, a standard deviation of 0.4827, a minimum of 0.000 and a maximum of 

1.3332. The mean of 0.4294 implies that the level of geographical diversification of 

commercial and services firms on average is low. However, the maximum value of 

1.332 shows a moderate level of geographical diversification for some commercial 

and services firms listed on the NSE.  

Results shown in Figure 4.4 demonstrate that the average geographical diversification 

was at its lowest in the year 2012 at 0.3669 and was at its highest in the years 2014, 

2016 and 2017 at 0.544. The results also show that the extent of geographical 

diversification for commercial and services listed firms on average was low during the 

entire period of the study. 
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Figure 4.4: Average Geographical Diversification for the Period 2011-2020 

Non-Debt Tax Shield 

The findings captured in Table 4.2 show that non-debt tax shield had a mean of 

0.0368, which means that the level of depreciation to total assets that commercial and 

services firms save as a tax shield is 3.68%. The variable had a minimum of 0.0019 

whereas the maximum was 0.1454. The standard deviation of 0.0250 indicates a very 

small level of dispersion below the mean of 0.0368. As per the results in Figure 4.5, 

on average, non-debt tax shield has not been constant but fluctuated during the entire 

period and declined from 0.0455 in 2012 to 0.0286 in 2020. The highest average non-

debt tax shield was recorded in the year 2012 at 0.0455, while the lowest was 

recorded in the year 2020 at 0.0286. 
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Figure 4.5: Average Non-Debt Tax Shield for the Period 2011-2020 

Profitability 

Results from Table 4.2 show that profitability had a mean of 0.0206. The value being 

positive means that, on average, the commercial and services firms were profitable 

during the period of the study. The minimum negative value of -0.5301 means that 

some of the firms made losses, while the maximum value of 0.3616 indicates that 

some of the firms were profitable during the study period. The standard deviation of 

0.1617, which deviates greatly above the mean, shows a high level of dispersion in 

the profitability of the listed commercial and services firms at the NSE. Averagely, 

the highest return on assets recorded was in the year 2013 with 0.1210, see Figure 4.6, 

while the lowest was recorded in the year 2017 with -0.0639. 
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Figure 4.6: Average Return on Assets for the Period 2011-2020 

Asset Tangibility 

The results portrayed in Table 4.2 show that asset tangibility had a mean of 0.3489, 

which implies that commercial and services firms had less tangible assets (non-

current assets), that is, 34.89% of the total assets. The variable had a standard 

deviation of 0.2693, which shows a low level of dispersion below the mean of 0.3489. 

It also had a maximum of 0.8702 and a minimum of 0.0164. The findings indicated in 

Figure 4.7 show that even though asset tangibility had some fluctuations during the 

study period, it generally decreased from 0.3808 in the year 2012 to 0.2857 in 2020. 
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Figure 4.7: Average Asset Tangibility for the Period 2011-2020 
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Inferential Statistics 

 

Correlation Analysis 

To enable the researcher to determine the strength of the association among the study 

variables, Pearson moment correlation analysis was done. A high correlation between 

variables is illustrated by values near -1 or 1. A value close to 1 implies a high 

positive association, while a value close to -1 implies a high negative association. If 

the correlation value is greater than 0.6 between the independent variables, then it 

means that there is multicollinearity among the variables (Shintya, 2018). 

Table 4.4 is the correlation matrix showing the relationship between capital structure 

(LEVE) and diversification strategy (conglomerate, concentric and geographical), as 

well as the control variables (profitability, asset tangibility and non-debt tax shield). 

Table 4.4: Correlation Matrix 

Correlation LEVE COC COG GEG ROA NDTS TANG 

LEVE 1.0000 

 

      

COC -0.1458 

0.02121 

1.0000      

COG 0.1309 

0.02629 

-0.0711 

0.5440 

1.0000     

GEG -0.0852 

0.03673 

0.2811 

0.0146 

-0.1906 

0.1014 

1.0000    

ROA -0.5203 

0.0000 

-0.3314 

0.0037 

-0.1676 

0.1507 

-0.0655 

0.5766 

1.0000   

NDTS -0.1614 

0.0166 

0.2335 

0.0437 

0.3533 

0.0019 

-0.5802 

0.0000 

-0.3271 

0.0042 

 1.0000  

TANG 0.1519 

0.01934 

0.5263 

0.0000 

-0.0088 

0.9399 

-0.2691 

0.0196 

-0.2977 

0.0095 

0.5262 

0.0000 

1.0000 

The correlation matrix shown in Table 4.4 illustrates that leverage had a weak 

negative correlation with concentric diversification (r=-0.1458, p=0.02121), 

geographical diversification (r=-0.0852, p=0.0367), and the Non-Debt Tax Shield (r=-
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0.1614, p=0.0166), but had a moderately strong negative correlation with profitability 

(r=-0.5203, p=0.0000).  

The results also reveal a weak positive correlation between leverage and 

conglomerate diversification (r= 0.1309, p=0.02629) and asset tangibility (r= 0.1519, 

p=0.0193). Based on the correlation results, it is evident that the dependent variable 

has significant correlation with the independent variable and the control variables of 

listed commercial and services firms at the NSE. 

The findings show that concentric diversification has a weak negative and 

insignificant association with conglomerate diversification (r=-0.007117, p=0.5440) 

and a weak negative and significant correlation with profitability (r=-0.3314, 

p=0.0037). However, it did have a moderately strong positive and significant 

correlation with asset tangibility (r= 0.5263, p=0.0000), and a weak positive and 

significant correlation with non-debt tax shield (r= 0.2335, p=0.0437) and 

geographical diversification (r= 0.2811, P=0.0146). 

Geographical diversification had a weak negative insignificant correlation with 

profitability (r=-0.0655, p=0.5766), a moderately strong significant correlation with 

non-debt tax shield (r=-0.5802, p=0.0000), and a weak negative significant correlation 

with asset tangibility (r=-0.2691, p=0.0196).  

Conglomerate diversification had a weak negative insignificant correlation with 

geographical diversification (r=-0.1906, p=0.1014), a weak negative insignificant 

correlation with profitability (r=-0.1676, p=0.1507) and asset tangibility (r=-0.0088, 

p=0.9399). However, it had a weak positive insignificant correlation with non-debt 

tax shield (r=0.3533, p=0.0019).  
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Profitability had a weak negative significant correlation with non-debt tax shield (r=-

0.3271, p=0.0042), and a weak negative significant correlation with asset tangibility 

(r=-0.2977, p=0.0095), while non-debt tax shield had a moderately strong positive 

significant correlation with asset tangibility (r=0.5262, p=0.0000). 

Regression Analysis 

Regression Model Fitting 

When running a panel data regression model, a decision on the type of panel 

regression model that should be applied between fixed effects and random effects 

should be made. In this study, to ascertain which estimation effects would provide 

better results for this study, the Hausman specification test was conducted. The 

hypothesis used was: 

H0: Variables have random effects. 

H1: Variables do not have random effects. 

Table 4.5: Hausman Specification Test 

Test Summary Chi-sq. Statistic Chi-Sq. d.f. Prob. 

Cross-section random 8.795855 6 0.1854 

Since the p-value of 0.1854 is more than the 5% level of significance, the null 

hypothesis could not be overruled. Hence, the preferred model for the panel data 

regression for this study was random effects. These results agree with Nzioka and Elly 

(2017), Buigut and Soi (2018), and Cappaa et al. (2019). 
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Diagnostic Tests 

Carrying out diagnostic tests is important for checking whether the regression model 

assumptions have been upheld. The diagnostic tests included normality test, stationary 

test, multicollinearity test, heteroscedasticity test, and autocorrelation test (Njagi, 

2017).  

Normality Test 

A normality test was conducted to ascertain if the data generated from the sampled 

firms was from a population that was normally distributed. The Jarque-Bera test was 

used in this research to establish if the residuals were normally distributed. If the P-

value from the Jarque-Bera test is greater than the significant level of 5%, it indicates 

the acceptance of the null hypothesis. However, a p-value of less than 5% indicates 

the rejection of the null hypothesis, implying that the residuals are not normally 

distributed (Ogajo, 2018). 

The hypothesis for the Jarque-Bera test used was: 

H0: Residuals in the model are normally distributed. 

H1: Residuals in the model are not normally distributed. 
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Figure 4.8: Normality Test for the Residuals 

Since the p value was 0.1188, which is more than 0.05, the null hypothesis could not 

be rejected, hence the researcher concluded that the residuals are normally distributed. 

Stationary Test 

Panel data should be stationary before being analyzed using the regression model. 

This implies that the data should not have a unit root. Non-stationarity of the study 

variables may lead to spurious regression results (Njiru et al., 2020). The Levin Lin 

Chu (LLC) test was used in this study to check whether the data series was stationary. 

The hypothesis for the unit root test was as follows: 

H0: The variable contains a unit root. 

H1: The variable does not have a unit root 

The rule applied in making a decision is that p values less than 5% level of 

significance indicate that the null hypothesis is to be rejected, implying the absence of 

a unit root, hence stationary. However, a p value greater than 5% level of significance 

indicates that the null hypothesis should not be rejected, implying the presence of a 
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unit root, hence non-stationary (Njagi, 2017). Non-stationary data can then be 

differenced to make it stationary (Ogajo, 2018). 

Differencing a data series once to make it stationary is said to be a series integrated in 

order 1, while differencing twice is said to be a series integrated in order 2 (Wanyeki, 

2019). The order of integration for the unit root test is as follows: 

I (0) The data series is stationary at level. 

I (1) The data series becomes stationary after differencing once. 

I (2) The data series becomes stationary after the second difference. 

Table 4.6: Levin Lin Chu (LLC) Unit Root Test for all the Variables 

Variable t-statistics P-Value Order of 

Integration 

COC -4.89310 0.0000 I(0) 

COG -2.56788 0.0051 I(0) 

GEG -23.5255 0.0000 I(0) 

ROA -1.95713 0.0252 I(0) 

TANG -1.73653 0.0412 I(0) 

NDTS -3.86536 0.0001 I(0) 

LEVE -4.89310 0.0000 I(0) 

Results in Table 4.6 show that, all of the variables were labeled I(0) because they 

were stationary at the level with p-values less than 5% level of significance, implying 

that the data was fit for the model.  

Multicollinearity Test 

Testing for multicollinearity in a study is very important because when 

multicollinearity occurs, each regression coefficient would have escalated standard 

errors, which would then alter the outcome of the analysis. Multicollinearity occurs 
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when there is a significant association between two or more independent variables in 

a multiple regression model (Shrestha, 2020). 

The variance Inflation Factor (VIF) was used in this study to test for multicollinearity. 

When VIF is equal to 1, it indicates no correlation between the independent variables. 

As the VIF rises, collinearity also increases. The rule applied is that if the VIF is 

greater than 10, then there is multicollinearity between the variables (Emase, 2017) 

and warrants further investigation (Njagi, 2017).  

Table 4.7: Multicollinearity Test Results for the Independent and Control Variables 

Variable Coefficient 

Variance 

Un centered 

VIF 

Centered 

VIF 

C 1.405987 11.78336 N/A 

COC 1.589015 5.339119 2.099446 

COG 7.462294 1.597175 1.240635 

GEG 1.248102 4.940920 2.404686 

NDTS 520.6882 8.622917 2.701680 

TANG 3.403174 5.511649 2.040231 

ROA 6.031072 1.325608 1.304242 

 

The multicollinearity test results displayed in Table 4.7 demonstrate that both the 

centered and uncentered VIF was less than 10 for all the variables, this led to the 

conclusion that no multicollinearity existed among the independent variables. 

Heteroscedasticity 

Homoscedasticity is a situation where all the values of the independent values have 

the same error term. Heteroscedasticity can be referred to as the violation of 

homoscedasticity. It is viewed to occur when the error term across the variables has a 

non-constant variance (Nyanamba, 2018; Nzioka & Elly, 2017).  

In this study, the researcher applied the Breush-Pagan heteroscedasticity test. A p-

value less than the 0.05 level of significance indicates the presence of 
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heteroscedasticity and the null hypothesis of homoscedasticity (variance of the 

residuals is constant) is rejected (Emase, 2017). 

H0: Residuals have homoscedasticity 

H1: Residuals do not have homoscedasticity. 

Table 4.8: Breusch-Pagan Heteroscedasticity Test  
F-statistic 2.773797 P. F(6,68) 0.0180 

Obs*R-squared 14.74678 P. Chi-Square (6) 0.0223 

Scaled explained SS 86.20023 P. Chi-Square (6) 0.0000 

 

 

From the above results, the F statistic with six and sixty-eight degrees of freedom 

value was 2.7738 with a p value of 0.0180. Since the p value was less than the 5% 

level of significance then, the F test was statistically significant. Therefore, the 

researcher rejected the null hypothesis and resolved that the presence of 

heteroscedasticity occurred. These results are consistent with Nzioka and Elly (2017). 

According to Njagi (2017), the presence of heteroscedasticity can be dealt with by 

running the regression model using robust standard errors. Therefore, the regression 

analysis for this study was conducted using robust standard errors on EVIEWS 11. 

Autocorrelation 

The presence of serial correlation is a problem for the panel data regression model as 

it makes the standard errors biased in addition to making the projected regression 

coefficients ineffective (Meme, 2017). Autocorrelation occurs when there is a 

correlation between the successive values of the regression variables (Njagi, 2017). 

This study used the Durbin-Watson statistic to test for first order autocorrelation, and 

Breusch Pagan serial correlation LM test to test for second order autocorrelation. 
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Durbin-Watson statistics values range from 0 to 4 with acceptable values ranging 

from 1.5 to 2.5, a value of 2 means lack of correlation (Nyanamba, 2018). A value 

near 0 means positive autocorrelation, while a value near 4 implies negative 

autocorrelation (Mwangi, 2019). For the Breusch Pagan test, the following hypothesis 

was used: 

H0: No second order serial correlation for residuals exists. 

H1: Second order serial correlation for residuals exists. 

 

Table 4.9: Durbin Watson Statistics Autocorrelation Test 

Durbin-Watson Statistics 1.601790 

 

The Table 4.9 results implied that there was no first order autocorrelation since 

1.6017 lies between 1.5 and 2.0.  To test for second order autocorrelation, the Breusch 

pagan test for serial correlation (LM) test was employed. 

Table 4.10: Breusch- Pagan Serial Correlation LM Test  

F-statistic 0.503845 Prob. F(2,66) 0.6065 

Obs*R-squared 1.127883 Prob. Chi-Square (2) 0.5690 

From the results, the F statistic of 0.5038 with two and sixty-six degrees of freedom 

had a probability value 0.6065. Since the p value was greater than the significant level 

of 5%, the null hypothesis could not be rejected. It was then concluded that there was 

no second order serial correlation in the data.  

Hypothesis Testing 

The main purpose of the study was to examine the effect of diversification strategy on 

the capital structure of listed commercial and services firms at the Nairobi Securities 

Exchange. To achieve this, the following null hypothesis was tested:  
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H0: Diversification strategy does not have a significant effect on the capital structure 

of listed commercial and services firms at the Nairobi Securities Exchange. 

Since the diagnostic tests confirmed the presence of heteroscedasticity in the 

residuals, random effect regression analysis with robust standard errors was 

conducted where leverage was regressed against diversification strategy (concentric, 

conglomerate, and geographical) together with the control variables (profitability, 

non-debt tax shield, and asset tangibility). The fitted regression model is shown 

below. 

LEVE= αi+ β1COGit+ β2COCit+ β3GEGit+ β4NDTSit+ β5ROAit+ β6TANGit+ 

εit…………………………………………………………………………………… (1) 

Where, 

LEVE -    Capital structure 

COG    - Conglomerate diversification 

COC  - Concentric diversification 

GEG - Geographical diversification 

NDTS - Non-debt tax shield 

ROA - Profitability 

TANG - Asset tangibility 

t= 2011-2020, α, is the constant, β is the regression coefficient, ε is the error term, and 

i= company 

Tables 4.11 and 4.12 show the results from the regression analysis. 
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Table 4.11: Regression Coefficients 
Variable Coefficient Std. Error Z-Statistic Probability 

C 1.243075 0.104764 11.86551 0.0000 

COC -0.366724 0.111374 -3.292723 0.0010 

COG 0.921035 0.241355 3.816102 0.0001 

GEG -0.306401 0.098706 -3.104165 0.0019 

ROA -1.840877 0.216979 -8.484134 0.0000 

NDTS -10.01896 2.016086 -4.969510 0.0000 

TANG 0.766080 0.162990 4.700154 0.0000 

The results show that concentric diversification had a regression coefficient of β =-

0.3667. This implies that concentric diversification strategy has a negative effect on 

the capital structure of commercial and services firms listed on the NSE. Therefore, a 

unit rise in concentric diversification strategy would result in a 0.3667 reduction in the 

capital structure. Since the p-value was 0.0010, which was less than the significant 

level of 0.05, the researcher rejected the null hypothesis and concluded that the 

relationship between concentric diversification and capital structure is significant. 

The findings also show that geographical diversification had a regression coefficient 

value of β=-0.3064, indicating a negative relationship with capital structure. This 

implies that a unit increase in geographical diversification results in a 0.3064 decrease 

in the capital structure of commercial and services firms listed on the NSE. With a p-

value of 0.0019, which is less than significant level of 0.05, the null hypothesis was 

rejected, and it was concluded that the relationship between geographical 

diversification and capital structure is significant. 

The results (β=0.9210) show that the conglomerate diversification strategy had a 

positive effect on the capital structure. Therefore, a unit increase in conglomerate 

diversification would result in a 0.9210 increase in the capital structure of commercial 

and services firms listed on the NSE. Since the p value was 0.0001, which is less than 

significant level of 0.05, the null hypothesis was rejected, and it was concluded that 
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the relationship between capital structure and conglomerate diversification is 

significant. 

The results reveal that profitability had a negative significant effect on capital 

structure since the coefficient (β=-1.8409) was negative and the p-value of 0.0000 

was less than the significant level of 0.05. The coefficient value of -1.8409 implies 

that a unit increase in profitability results in a 1.8409 reduction in the capital structure 

of commercial and services firms listed on the NSE. 

The non-debt tax shield had a coefficient value of β=-10.0189 and a p-value of 

0.0000. This implies that the relationship between capital structure and non-debt tax 

shield is negative and significant, and a unit increase in the variable would lead to a 

reduction of 10.0189 in the capital structure of commercial and services firms listed 

on the NSE. 

Asset tangibility had a regression coefficient of β= 0.7661 and a p-value of 0.0000, 

indicating a significant positive relationship with the capital structure. Hence, a unit 

increase in asset tangibility would result in a 0.7661 increase in the capital structure of 

commercial and services firms listed on the NSE. 

Table 4.12: Regression Model Summary 

Robust Statistics 

R-squared 0.251877 Adj R-squared 0.185866 

Rw-squared 0.646841 Adj Rw-squared 0.646841 

Akaike info criterion 134.8982 Schwarz criterion 157.3215 

Deviance 9.155326 Scale 0.268390 

Rn-squared statistic 130.7886 P.(Rn-squared stat.) 0.000000 

The results in Table 4.12 show that the R-squared was 0.2519 and Rw-squared was 

0.6468. According to Victoria-Feser and Renaud (2010), the Rw-squared provides a 

superior measure of fit compared to the robust R-squared, so the Rw-squared was 
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used in this study. The value of 0.6468 implies that 64.68% of the capital structure of 

listed commercial and services firms is explained by the regression model’s 

independent variable (diversification strategy), and the control variables; profitability, 

non-debt tax shield and asset tangibility. The probability Rn-squared statistic value of 

0.000 shows that the independent variable and the control variables have a significant 

effect on the dependent variable. 

Summary of Key Findings 

1. Based on descriptive statistics results, concentric diversification had 81% of 

the sampled firms having low level of diversification strategy, 19% were 

moderately diversified, and 0% were highly diversified. Conglomerate 

diversification had 100% having low level of diversification strategy, while 

geographical diversification had 71% having low level of diversification 

strategy, 29% were moderately diversified, and 0% were highly diversified. 

The researcher concluded that the extent to which commercial and services 

firms have diversified is low, hence they are single-focused. 

2. The results show that the average debt/equity ratio for the 8 companies for the 

period 2011 to 2020 was 1.7937, meaning that commercial and services listed 

firms level of debt is 179% of the total equity, and that for every shilling of 

equity capital, these firms had 1.79 shillings of debt. The lowest average debt 

to equity was recorded in the year 2013 with 0.6886, while the highest average 

debt to equity was recorded in the year 2019 with 5.939. The findings indicate 

that 87.5% of the commercial and services sampled firms are highly geared 

with a gearing ratio above 0.5, hence risky. 
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3. The average concentric diversification strategy for all the eight firms for the 

period 2011 to 2020 was 0.4932, implying a low level of diversification 

among commercial and services firms listed on the NSE. During the period of 

the study, average concentric diversification was at its lowest in 2014 with 

0.4649 and at its highest in 2020 with 0.5404. This implies that the level of 

concentric diversification for commercial and services firms on average was 

low during the study period. 

4. For the period 2011 to 2020, conglomerate diversification had a mean of 

0.0755, signifying a low level of conglomerate diversification among 

commercial and services firms. The results also show that even though the 

average conglomerate diversification fluctuated during the period of the study, 

it increased from 0.047 in 2011 to 0.1469 in 2020. 

5. Geographical diversification strategy had a mean of 0.4924, which implies that 

the level of geographical diversification for commercial and services firms on 

average is low. The variable had a minimum of 0.000 and a maximum of 

1.332. This shows a moderate level of geographical diversification for some 

commercial and services firms listed on the NSE, while others are single-

focused. The average geographical diversification was at its lowest in the year 

2012 at 0.3669 and at its highest in the years 2014, 2016 and 2017 at 0.544. 

6. The non-debt tax shield had a mean of 0.0368. This implies that the level of 

depreciation to total assets that commercial and services firms save as a tax 

shield is 3.7%. The variable also had a minimum of 0.0019 whereas the 

maximum was 0.1454. The standard deviation of 0.0250 indicates a very small 

level of dispersion below the mean of 0.0368. On average, non-debt tax shield 
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has not been constant but fluctuated during the entire period, and declined 

from 0.0455 in 2012 to 0.025 in 2020. 

7. Profitability, which was measured by return on assets, had a mean of 0.0206, 

showing that, on average, commercial and services firms were profitable 

during the study period. The minimum negative value of -0.5301 and the 

maximum value of 0.3616 meant that some firms made losses while others 

were profitable during the study period. The standard deviation of 0.1617, 

which deviates greatly above the mean, shows a high level of dispersion for 

the return on assets of the commercial and services firms listed on the NSE. 

On average, the highest return on assets obtained was in the year 2013 at 

0.1210 while the lowest was recorded in the year 2017 at -0.0639. 

8. Asset tangibility had a mean value of 0.3489, which indicates that the 

commercial and services firms had fewer tangible assets (noncurrent assets), 

which is 34.89% of the total assets. The variable had a standard deviation of 

0.2693, which shows a low level of dispersion below the mean. Asset 

tangibility had a maximum of 0.8702 and a minimum of 0.0164, and even 

though it had some fluctuations during the study period, on average, it 

decreased from 0.3808 in the year 2011 to 0.2857 in the year 2020. 

9. Inferential statistics involved both correlation and regression analysis. The 

correlation analysis results show that leverage had a weak negative correlation 

with concentric diversification (r=-0.1458, p=0.02121), geographical 

diversification (r=-0.0852, p=0.0367), and the Non-Debt Tax Shield (r=-

0.1614, p=0.0166), but had a moderately strong negative correlation with 

profitability (r=-0.5203, p=0.0000). 
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10. The correlation analysis results also indicate a weak positive correlation 

between leverage and both conglomerate diversification (r= 0.1309, 

p=0.02629), and asset tangibility (r= 0.1519, 0.0193). From the results, it is 

clear that the dependent variable has a significant correlation with the 

independent variable and the control variables of commercial and services 

firms listed on the NSE. 

11. For the regression analysis, leverage was regressed against the dependent 

variable (diversification strategy) and the control variables. So as to ascertain 

which estimation effects would provide better results for this study, the 

Hausman specification test was conducted. Based on the results (p-value 

0.1854), the preferred model for the panel data regression analysis for this 

study was concluded to be random effects. 

12. Preliminary diagnostic tests such as multicollinearity, stationary, 

autocorrelation, normality, and heteroscedasticity tests were conducted to 

ascertain if the data was fit for the regression model. The results show that 

there was no multicollinearity, no autocorrelation, the data series was 

stationary, and the residuals were normally distributed. However, the residuals 

showed the presence of heteroscedasticity. To counter this violation, the 

regression analysis was conducted using robust standard errors. 

13. From the robust regression analysis results, the Rw-squared was 0.6468, 

which implies that 64.68% of the capital structure of listed commercial and 

services firms is explained by the regression model’s independent variable 

(diversification strategy) and the control variables: profitability, non-debt tax 

shield, and asset tangibility. The probability Rn-squared statistic value of 
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0.000 shows that the independent variable and the control variables have a 

significant effect on the dependent variable. 

14. Concentric diversification, geographical diversification, profitability, and non-

debt tax shield had negative coefficients and p-values of (β= -0.3667, 0.0010), 

(β= -0.3064, p=0.0019), (β=-1.8409, p=0.0000), and (β=-10.01896, p=0.0000) 

respectively. This means that the variables are negatively related to the 

leverage of commercial and services firms listed on the NSE. As a result, any 

increase in any of these variables would result in a reduction in the capital 

structure (debt/equity) and vice versa. Since the p-values for these variables 

were less than 0.05, it was concluded that the relationship is significant. 

15. Conglomerate diversification and asset tangibility had positive coefficients of 

(β=0.9210, p=0.0001) and (β=0.7661, p=0.0000) respectively. This implies 

that the variables are positively related to leverage of the commercial and 

services firms listed on the NSE. As a result, an increase in any of these 

variables would cause an increase in capital structure (debt/equity) and vice 

versa. Since the p values were less than 0.05, it was concluded that the 

variables had a significant relationship with leverage. 

16. The study hypothesis that indicated that diversification strategy does not have 

a significant effect on capital structure was rejected since the p-values for all 

the diversification strategy indicators (geographical, conglomerate, and 

concentric) were less than 0.05. It was therefore concluded that diversification 

strategy has a significant effect on the capital structure. 

17. Regarding the control variables used in the regression model, the results show 

that profitability and non-debt tax shield had negative and significant effects 
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on the capital structure with (β= 1.841, p=0.0000 and (β =-10.0189, p=0.0000) 

respectively. While asset tangibility had a significant positive effect on the 

capital structure (β=0.7661, p=0.0000). 
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Summary 

This chapter has covered data presentation, analysis and interpretation of the research 

findings derived from secondary data collected from commercial and services firms 

listed on the NSE. Out of the 11 listed firms that the researcher targeted, complete 

data was available for eight firms, forming a success rate of 73%. 

The chapter has presented the findings obtained from the descriptive and inferential 

statistics of the study variables. The descriptive statistics were presented using 

percentages, maximum, minimum, mean, and standard deviation.  Pearson moment 

correlation and regression analysis were used for the inferential statistics. 
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CHAPTER FIVE 

DISCUSSIONS, CONCLUSIONS AND RECOMMENDATIONS 

Introduction 

This chapter presents discussions based on the research findings as well as the 

conclusion and recommendations established by the researcher. 

Discussions of Key Findings 

The purpose of the study was to examine the effect of diversification strategy on the 

capital structure of listed commercial and services firms at the NSE. The study used 

secondary data for the period 2011 to 2020 which was collected from the financial 

statements and annual reports of the individual companies’ website, NSE, and CMA. 

Data was analyzed using descriptive statistics such as percentages, means, standard 

deviations, maximums and minimums. Inferential statistics were also used to establish 

the relationship between the dependent variable (capital structure) and the 

independent variable (diversification strategy) while controlling for profitability, asset 

tangibility, and non-debt tax shield. 

Extent of Diversification for Commercial and Services Listed Firms 

The first objective sought to determine the extent to which listed commercial and 

services firms at the Nairobi Securities Exchange have implemented diversification 

strategy. To achieve this objective, the researcher used entropy indicators to measure 

diversification strategy. The results reveal that concentric diversification had 81% of 

the sample having a low level of diversification strategy, 19% were moderately 

diversified, and 0% were highly diversified. 
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Conglomerate diversification had 100% of the sample having low level diversification 

strategy, while geographical diversification had 71% of the sample having low level 

of diversification strategy, 29% were moderately diversified, and 0% were highly 

diversified. This implies that even though the commercial and services firms listed on 

the NSE have implemented concentric, conglomerate, and geographical 

diversification strategies, the extent to which these firms have diversified is low, 

hence single-focused. 

Level of Debt to Equity for Commercial and Services Listed Firms 

The second objective sought to establish the level of debt in relation to equity in the 

capital structure of commercial and services firms listed on the Nairobi Securities 

Exchange. The results show that the average debt/equity ratio for all the 8 companies 

for the period 2011 to 2020 was 1.7937. This means that commercial and services 

firms listed on the NSE level of debt is 179% of the total equity and that for every 

shilling of equity capital, these firms have 1.79 shillings of debt. In addition, 87.5% of 

the sampled firms had an average gearing ratio above 0.5, hence risky. The results 

imply that debt is the most favored source of finance for the commercial and services 

firms listed on the NSE.  

Effect of Diversification Strategy on Capital Structure 

The third objective sought to examine the effect of diversification strategy on the 

capital structure of listed commercial and services firms at the Nairobi Securities 

Exchange. To achieve this objective, the following hypothesis was tested: 

diversification strategy does not have a significant effect on the capital structure of 

listed commercial and services firms at the Nairobi Securities Exchange. 
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Panel regression analysis was conducted where leverage was regressed against 

concentric, conglomerate, and geographical diversification strategies, while 

controlling for profitability, asset tangibility and non-debt tax shield. A Pearson 

moment correlation was also carried out to establish the strength of the relationship 

between the study variables. The results show that concentric diversification strategy 

had a weak negative effect on the capital structure of commercial and services firms 

listed on the NSE. This was supported by the regression model (β= -0.3667, 

p=0.0010) and correlation analysis (r=-0.1458) results. 

The p-value for concentric diversification was 0.0010, which was less than the 

significant level of 0.05. This led to the rejection of the null hypothesis, and it was 

concluded that the relationship between concentric diversification and capital 

structure is negative and significant. The findings agree with Ribeiro (2018). 

However, Nzioka and Elly (2017), and Ali et al. (2020) found contrary results. While 

Nzioka and Elly (2017) found that concentric (related) diversification had a positive 

and significant effect on capital structure, Ali et al. (2020), on the other hand, found 

no effect of concentric (related) diversification on the capital structure. 

The negative coefficient β= -0.3667 for concentric diversification implies that an 

increase in this variable would lead to a decrease of 0.3667 in leverage. This therefore 

shows that equity is the most preferred form of finance for concentric diversification. 

These findings agree with transaction cost theory, which argues that concentric 

diversification, which is linked to highly specific assets, would be funded through 

equity since these assets have a low liquidation value in case of default. 

The results also show that geographical diversification had a weak negative effect on 

the capital structure of commercial and services firms listed on the NSE. This was 
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based on the regression model (β= -0.3064, p=0.0019), and correlation analysis results 

(r=-0.0852). Since the p-value of 0.0019 was less than the significant 0.05, the null 

hypothesis was rejected and it was concluded that the relationship between 

geographical diversification and capital structure is negative and significant.  

The findings concur with Buigut and Soi (2018) and Cappaa et al. (2019) studies that 

found the relationship between geographical diversification and capital structure to be 

negative and significant. However, the results are contrary to Nzioka and Elly’s 

(2017) research that found an insignificant relationship between geographical 

diversification and capital structure. 

The negative regression coefficient (β= -0.3064) for geographical diversification 

shows that a unit rise in geographical diversification would result in a 0.3064 

reduction in the capital structure. This implies that equity is the preferred source of 

finance, and lower debt levels would be linked to this type of diversification strategy.  

According to Cappaa et al. (2019), the lower debt levels could be attributed to the 

high cost of financing, which could be as a result of social, monetary, or 

organizational variances between the mother company and its branches that make 

debt financing difficult or unavailable. In addition, debt finance providers would offer 

debt at a higher cost to geographically diversified firms. 

The results also suggest that conglomerate diversification strategy had a weak positive 

effect on the capital structure. This was supported by the regression model (β = 

0.9210, p=0.0001) and correlation analysis (r= 0.1309) results. Since the p value was 

0.0001, which was less than the significant level of 0.05, the null hypothesis was 

rejected, and the researcher concluded that the relationship between conglomerate 
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diversification and leverage for commercial and services firms listed on NSE is 

positive and significant.   

The coefficient positive value of β=0.9210 for conglomerate diversification implies 

that a unit increase in the variable would result in a 0.9210 increase in the capital 

structure of commercial and services firms listed on the NSE. This shows that the 

preferred source of finance for conglomerate diversification is debt.  

These findings agree with Nzioka and Elly (2017) research that concluded that the 

relationship between capital structure and conglomerate (unrelated) diversification is 

positive and significant. However, the results contradict Ali et al. (2020) study that 

found no relationship between conglomerate (unrelated) diversification and capital 

structure, and Ribeiro’s (2018) study that found that the relationship between capital 

structure and conglomerate diversification was negative and significant.  

The findings also concur with the co-insurance effect theory. The theory argues that 

when two or more businesses that are less than perfectly correlated are linked 

together, the debt capacity is increased because the diverse cash flows generated can 

be used to meet the firm’s financial obligations, hence bringing about the reduction of 

default risk. The results also agree with the transaction cost theory, which argues that 

conglomerate diversified firms would be funded with debt since this type of 

diversification strategy is linked to low-specific assets which have a low liquidation 

value in the case of default. 

In regard to the control variables, profitability had a moderately strong negative 

correlation with capital structure (r=-0.5203). Results from the regression analysis 

(β=-1.8409, p=0.0000) confirm the negative relationship. Since the p value was less 
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than the significant level of 0.05, it was concluded that the relationship between 

profitability and capital structure was significant. The coefficient value of β=-1.8409 

indicates that a unit increase in profitability results in a 1.8409 reduction in the capital 

structure of commercial and services firms listed on the NSE. 

The findings agree with pecking order theory that argues that the more profitable a 

firm is, the more the firm will use internal sources of finance (retained earnings) to 

finance its operations. The findings also agree with Morsink (2018), Ribeiro (2018), 

and Cappaa et al. (2019) studies. However, the results contradict Buigot 

and Soi’s (2018) study that established no relationship between profitability and 

capital structure. 

The non-debt tax shield had a coefficient value of β=-10.0189 and a p-value of 0.0000 

from the regression analysis, while the correlation analysis result showed (r=-0.1614). 

This implies that the relationship between capital structure and non-debt tax shield is 

negative, weak, and significant.  The coefficient value of β=-10.0189 implies that a 

unit increase in the non-debt tax shield would lead to a reduction of 10.0189 in the 

capital structure. The findings suggest that commercial and services firms with a huge 

amount of non-debt tax shields, like depreciation of fixed assets, would use these tax 

shields to enjoy tax benefits and would not use debt for the sake of tax incentives, and 

that debt levels would go down as a result.  

Asset tangibility had a weak positive effect on the capital structure. This was based on 

the correlation (r=0.1519) and regression analysis results (β= 0.7661, p= 0.0000). The 

value β= 0.7661 signifies that a unit increase in asset tangibility would result in a 

0.7661 increase in the capital structure of commercial and services firms listed on the 

NSE. The findings imply that as commercial and services firms’ tangible assets 
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increase, the firms will use these tangible assets as collateral to obtain debt finance 

from financial institutions, hence increasing the debt levels. These findings agree with 

Ribeiro (2018) and Morsink (2018) studies that found a positive and significant 

relationship between asset tangibility and capital structure. 

Conclusion 

The findings from this research revealed that the extent to which commercial and 

services firms listed on the NSE had diversified was low, hence they are single-

focused firms. The results also showed that the level of debt to equity in the capital 

structure of commercial and services firms listed on the NSE on average was 1.79, 

showing a high level of debt in relation to equity. In addition, 87.5% of the sampled 

firms had a gearing ratio above 0.5, hence risky. 

Regression model results revealed an Rw-square of 0.6468 which shows that 64.68% 

of the capital structure of listed commercial and services firms is explained by the 

regression model’s independent variable (diversification strategy) and the control 

variables. The study concluded that the relationship between capital structure and 

diversification strategy (concentric, conglomerate and geographical) is statistically 

significant. The study also established that other variables, such as profitability, asset 

tangibility, and non-debt tax shield, which were used as control variables, have a 

significant effect on the capital structure. 
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Recommendations 

A number of commercial and services firms have been suspended from trading at the 

NSE, and since wrong financing decisions have been quoted to be the cause, the study 

recommends the use of equity finance for firms that are in a position to do so and 

avoid over reliance on debt finance. This will in turn lower the risks associated with 

debt financing. 

The study showed that concentric and geographical diversification had a negative 

effect on leverage, while conglomerate diversification had a positive effect on 

leverage. Managers at commercial and services firms should capitalize on research 

and development and come up with relevant diversification strategies that will match 

their capital structure needs. However, these firms need to come up with the right 

balance of equity and debt that will increase the value of the shareholders. 

Recommendations for Further Research 

The study recommends further research on how the extent/level of diversification in 

both product and geographical diversification influences capital structure decisions of 

firms. The study also recommends that other measures for diversification, such as the 

Herfindahl index, be used. This research used some internal factors that can influence 

capital structure as control variables, the study recommends the usage of external 

factors in future research. 
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APPENDICES 

Appendix A: Secondary Data Collection Sheet 

 

N

O 

Variable LEV

E 

COC 

Dive 

COG 

Dive 

GEG 

Dive 

PROF NDTS TANG 

 Measure Debt/ 

Equit

y 

Entropy 

indicators 

for 

related 

sales 

segment 

Entropy 

indicators 

for 

unrelated 

sales 

segment 

Entropy 

indicators 

for 

geographica

l sales 

segment 

EBIT/ 

total 

assets 

Depreciatio

n/total 

assets 

property

, plants 

and 

equipme

nt / total 

assets 

         

1 Express 

Kenya 

Ltd 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        

 2018        

 2019        

 2020        

 Source 

of data 

       

         

2 Standard 

Group 

Ltd 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        

 2018        

 2019        

 2020        

 Source 

of data 
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3 TPS 

Eastern 

Africa 

Ltd 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        

 2018        

 2019        

 2020        

 Source 

of data 

       

         

4 Scan 

Group 

Ltd 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        

 2018        

 2019        

 2020        

 Source 

of data 

       

         

5 Longhor

n 

Publishi

ng Ltd 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        

 2018        
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 2019        

 2020        

 Source 

of data 

       

         

6 Nation 

Media 

Group 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        

 2018        

 2019        

 2020        

 Source 

of data 

       

         

7 Sameer 

Africa 

PLC 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        

 2018        

 2019        

 2020        

         

8 Deacons 

(East 

Africa) 

Plc. 

       

 Period        

 2011        

 2012        

 2013        

 2014        

 2015        

 2016        

 2017        
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