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ABSTRACT :

The study aimed at establishing  the app/i('a/)ilil); or relevance of Capital
Structure Theories to Nigerian Firms for the period 1992 — 2002. Data on Cost
of Capital  (Ke), Weighted Average Cost of Capital (Ko), Cost of Debt (Kd),
Leverage (L) and Value (V) for 33 selected firms were sourced from Nigerian
Stock Exchange (NSE) Factbook (1997, 2000 and 2003). The computations and
analysis of data were based on a number of underlying theoretical assumptions
and models. 1t was found, among others, that there is no consistent trend in the
hehaviour of the concerned variables, Kd, Ke, Ko, L and V, as proposed by the
carlier theorists. Thus, capital structure theories have not found true relevance
or applicability among Nigerian firms. Based on this it was recommended that a
multiple approach should be adopied while relaxing some assumptions of the
theories and integrating other variables like riskness of debt and attitude of
management, among others.

“Keywords: Capital Structure, Cost of Capital — (Ke), Cost of Debt (Kd), Leverage (L),
* Manufacturing and Financial Sectors, Market Value (V). Multiple Approach, Nigeria Stock
% Exchange , Riskness of Debt, Weighted Average Cost of Capital (Ko).

-

o BRI



20 NJOFIR, Vol.5, No. 1, 2007

Introduction

Caprtal structure is a firm’s financial structure excluding short term debt.

It1s a firm’s permancent financing representing the proportion of long term

bt and cquity in the total capital employed by the firm. According to
dey (1979:203), the term capital structurc is uscd to represent the

“—rwruondtc relationship  between  the various long-term forms  of

Gnancing such as dcbentures, long-term debt, preference capital and
common sharc capital including reserves and surplus.

Capital structurc of a firm has in rceent times, in finance theory
and practice, altracted the greatest attention  among  financicrs,
cconomists, bankers, investors and the like. This is becausc of the
important position of the concept in the survival and growth of the firm
and most importantly the divergent and opposing views of scholars
bascd on their different logical and empirical findings. Thesc views were
cxpressed in theorics. Hence, we have theories of capital structure.

The study of capital structure theorics sterns from the quest o
increase the firm's value contingent upon the exposurc or non-cxposurc
of sharcholdcers to business risk as well as exposure or non-cxposure of
creditors to financial risk. Ezra (1963) cxpressed this quest thus: given
that a firm has a certain structure of asscts, which offers net operating
income carnings of given size and quality, and given certain structure of
ratcs in the capital markets, is there some specific degree of financial
lcverage at which the market value of the firm’s sceuritics will be higher
(or the cost of capital will be lower) than at other degree of leverage?
Capital structurc theorics uscs the balance shect to find out if there exist
a particular capital structure that increases the valuc of the firm, reduce
that its overall cost of capital and simultancously reduces the weighted
average cost of capital. The extent to which these theorics are relevant to
Nigcrian firms demands some investigation.

Lssentially, financial managers arc interested in optimizing their
capital structure as it affects the direction of stock prices, hencee, a firm’s
valuc. The cxtent to which this is acquired depends on proper
knowledge, understanding and application of capital structurc theorics.
However, they (thcorics) arc not an end in themselves but a guide to

capital structuring of the firm hyy financial managcrs.
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I.1 Theoretical Foundation

Capital structure theories gained the most prominent academic
discourse and interest with the work of Franco Modighani and Merton
Miller (MM) (1958). Before their work, capital theories were little more
than loose assertion about investor behaviour rather then models based on
scientific tests. There were no systematic ways of analyzing the effect of
debt financing. MM expositions attracted followers and they were able to
establish models which identified the specific benefits and cost of using
debt — The tax effects, financial distress costs, etc. However, MM had
some opponents whose views were also based on various scientific
foundations.

Essentially, the basic augment of capital structure theories is the
effect of leverage on the overall cost of capital. Hence the value of the
firm is affected dependently or independently with leverage, which is
defined as an increase in the proportion of debts in the capital structure of
(he firm. There are basically three outstanding views on capital structure.
They are Net Operating Income Approach, Net Income Approach and
Traditional Approach. The first two approaches arc mutually - opposed to
cach other with extreme views, while the third approdch (traditional) tried
reconciliation by blending their views,

Before we delve into the brief discussion of the approaches, let us
itemize the common assumptions of the three theories and debt as the
minimization of these costs is the essence of capital structure theories. The
common assumption includes:

i Firms employ two types ofcaplml debt and equity.

The gearing of a firm, that is degrees of leverage is changed

immediately by issuing debt to repurchase equity (share) or by

using shares to retire debt. No transaction cost is issue. Thus, total
asscts of the firm are given.

investors have the same subjective probability distributions of

expected future operating earnings for a given firm

There in constant growth in the operating earnings of firms. That

is, constant growth.

There is no corporate income taxes.

Firms have policy of paying out 100 percent dividend.
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vii The business risk is constant and independent of capital structurce
and financial risk.
Vil The stream of cxpected income before interest and taxes remain

constant in perpetuity.

2.2.1 Net Incomc Approach (NI)

The net income approach views the firm as increasing its valuc or
lowcering the overall cost of capital by increasing the proportion of debt in
its capital structure. That is, increase in debt in a firm’s capital structure
reduces the overall cost of capital and incrcascs the firm’s value. Undcer
the approach, the cost of debt and cost of cquily arc assumed to be
constant imply that with incrcased use of debt, by magnifying the
sharcholders’ eamings, the valuce of the firm will incrcase via higher cost

of equity. Conscquently the overall or the weighted average cost of

capital, K,, will decrcasc. The approach also assumed that cost of debt and
cost of cquity arc independent of leverage. Thus, leverage affects the
overall cost of capital, hence, the valuc of the firm.

2.2.2 Net Operating Income Approach.

According to the Net Operating Income (NOI) approach, the market valuc
of the firm is unaffected by capital structure changes and cost of cquity is
around to be increasing lincarly with leverage which makes the overall
cost of capital constant. This implics that both the overall cost of capital
and the market valuc of the firm arc independent of the capital structure.
Going by this approach, it mcans that finance decision would not be
rewarded by financial managers as they would not have any cffect on the
valuc of the firm.

Modigliani and Miler (M&M) supports the nct operating income
approach by providing logically consistent scientific  behavioral
justification in its favour. They opposc the existence of optimum capital
structure. ’

1.2.3 Traditional Approach

The traditional or intcrmediate approach is a compromisc between the net
income -approach and the net operating incomes approach. According to
this approach, the valuc of the firm can be increased or the cost of capital
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can be reduced by the judicious mix of debt and cquity capital. Thus, the
traditional view is that there is an optimal capital structure which is
reached when the overall cost of capital is minimum and the value of the
firm is maximum. This implies that the cost of capital decreases within the
reasonable limit of debt and then increases with leverage. The cost of
capital declines with leverage because debt capital is cheaper than equity
capital with reasonable or acceptable limit of debt. Thus weighted average
cost of capital decrease with the use of debt.

1.3 Empirical Evidence

A number studies have been carried out that either supports or contradicts
the three propositions of capital structure theory. According to Boyd and
Runke (1993) and Bhat (1980), the use of financial leverage leads to
greater risk exposure, which according to Nyony (1994, 1995) leads to
ultimate failure, as against increase in value. Leverage increase only
equity return (I 2004:36) and decreases stock prices (Black 1976 in Ursel
and Erlen 2004:43) and therefore the value the firm. Wald (1999) looked
at the behaviour of profitability and leverage using debt/asset ratio as an
index for United States of America, Japan and United Kingdom. He found
a significant negative correlation between the variables. This confirmed
the work of Kester (1986). In a study of Indian Cement Industry, Bhayani
(2006) found out that firm’s financial leverage is related to its
profitability; the negative relationship between financial leverage and
coefficient of variation in dividend payout ratio (DPR) shows that low -
leverage firms have conservative dividend policy; cost of capital and
firm’s financial leverage are positively related and that financial leverage
and interest to EBIT ratio have been found to be negatively related.
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1.4 Methodology

This paper uscd sccondary data to achicve the objective set. Two major
sectors of the cconomy mainly manufacturing and financial scctors were
chosen and twenty-five (25) companies sclected from cach sector using
simple random sampling technique. Deliberate cffort is made to represent
the sub-scctors in cach scctor. To this end, banking and insurance sub
sectors constitute the financial scctor while brewerics, butlding materials,
conglomcratcs, food / beverages and tobacco, footwecar,
industrial/domestic  products, and textile subscctors  constitute  the
manufacturing scctor. Companics studied arc those quoted in the Nigeria
Stock Exchange Factbook. Thus, data were collected mainly from Nigeria
Stock Exchange Factbook. The data used is assumed rcliable since they
have been certificd by External Auditors of the companics before they
were published in Factbook (1997, 2000 and 2003) and it covered a period
of 11 years (1992-2002).

The computation and analysis of data is based on a number of

underlying  theorctical —assumptions, and modcls.  The  theoretical
assumption arc as stated above in 2.1 while the models, which represent
capitalization rates or costs associated with the different carnimgs stream
(cost of capital and debt) and valuc of the firm arc defined as:

/
Kd=Costofdebt=— (n

[¢
(Given in this study as 18 % )*

*This is the average CBN Minimum Rediscount Rate (MRR) for the study
period

/
Md = Market valuc of debt = —

.............. 2
P2 (2)
. ! D,

Ke=Costofequity=—+g = i (3)
0

. D

Given azero g, Ke = 7;'- ........................... (4)
0
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A
N % : I)n
g = Growth rate of carnings = B %100 0 eeeiecareng (5)
D,
sm| (= Ix100 (6)

o

. N . S i
MOc = Market value of equity = 7\¢ (given in this
e

Study, as published in the Financial Reports adopted. ... (7)
1K, = Weighted Average Cost of Capital (WACC)
Ve M ( Me) Md
kd Y8 _Vogal M1 g Mel, K{/L ‘ ) ....... (8)
i (L AL ] Me + '1) I(ul \ V /); 4
OR
e — K derived) (9)
= Valueofthe irm=Mc+Md e, (10)
Leverage = —J& ............................... (1rn
\ Equity

Where D, = Dividend per share (present)
P, = current market price per share
D, = Future Dividend per share
n = number of years.
NI = Net Income (net operating Income — Interest charge)

Other terms are as defined above.

It has to be noted and very importantly too that the above equations (1 —
I1) do n@t provide any source of controversy among the capital structure
theorists. But the controversy emerges from the perceived behaviour of
major vagiables like Ko, Ke and V with L (leverage). We are interested in
relating this behaviour to the Nigerian firms. This is with a view to placing
Nigerian firms to cither of the capital structure theories or to an
independent theory.
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1.5 Interpretation

From Table 1 we observe that the result of average values of K¢, Ko V and
L showed mixed result for the major sectors studied. In the manufacturing
sector, weighted cost of capital (K,) increases with cost of equity (ke) for
the period studied except in 1994, 1995, 1998, 1999 and 2002 that
deereased with increased cost of ecquity. In the financial sector, the
weighted cost of capital in (K,) increases with cost of equity for the period
studied except for 1997 and 2002. These exceptions in the two scctors are
against theoretical economic reasoning since weighted average cost of
capital is the sum of the cost of debt and that of cquity ( see equation No.
equation 8 or 9).

The result of leverage and weighted cost of capital in the
manufacturing sector showed that with high leverage in 1992 there is, as
expected, a corresponding decrease in Ko and in 2002 negative sign is
recorded. 1lowever, this is at variance with other years that consistently
saw an increasing Ko with a reduced leverage. In the financial sector, with
less than 1% leverage. the weight cost of capital recorded an average of
159 from 1992 to 1997 and average of 16% from 1998 to 2002. This A
not as expected especially for the net income approach. g

Cost of equity (Ke) is greater than the cost of debt for the two
sectors over the period studied except for the financial sector that recorded
opposite result for the period 2000 to 2002. This is accounted to the
banking sub-sector that recorded very low and negative cost of capital
over the period investigated. This is not expected but may be as a result of
the reforms specifically consolidation embarked upon in the banking
sector. '

On leverage and value of the firm, the result is mixed and
revealing. In 1992, value increased with leverage for both sectors. But in
1993, a reduction in leverage reflected also a decrease in the value of the
manufacturing sector but s similar reduction in the financial sector led to
an increase in the firm’s value. This trend is the same from the financial
sector in 1995, 1999 and 2001 while in 1994, 1996 1997, 1998, 2000 and
2002, increased leverage lead to decreased value. For the manufacturing
sectors, as leverage decreases, value of the firm increased as in 1994,
1995, 1996 and 1998. On a relative nole, an increase in leverage from 5.04
in 1998 (o 7.52 in 1999 lead to an increases in the firm’s value from
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9.035,0698.27 to 10,071,241.61 respectively. This trend continues up to
2002. '

When the sectors arc disaggregated, we obscrve that the fum’s
valuc increased substantially, cven without any leverage. For mstance, in
the banking sub-scctor value incrcascd without leverage in 1992 and 1993
but with the introduction of leverage in 1994, the valuc increased up to
1995 but decrease in 1996 and 1997 with incrcased leverage. This is
mixcd and contradictory. In PZ Industrics, Vano Products and Cadbury
Nig Plc, among others, there is no recorded leverage but value increased
gcomectrically and on a consistent basis throughout the period studicd.

1.6 Conclusion and Recommendations

From the foregoing interpretation of our data analysis, it is cvidently clear
that non of the scctors (manufacturing and financial) or their sub-scctors
followed a consistent trend in the behavior of the concerned vartables; K,
Ko, L and V. It mecans that the firms studicd did not embrace, in its
entirely, any particularly capital structure theory in structuring their firm’s
capital. Thus, cost of cquity is not moving in samc manncr as leverage
increcases, incrcasce in debt (leverage) does not reduce the overall cost of
capital nor increase of the firm’s value, cost of capital docs not decline
with leverage, value of the firm does not incrcase with increased leverage.
These are the features of the propositions of the capital structure theory,
which none of the firm can be wholly identify with. However, al some
points firms embrace a feature of one of the theories and at another they
shift to another. This inconsistency did not allow for clear picture of the
cffect of leverage on the firm value and therefore these firms cannot be
wholly placed to a particular capital structure theorist.

Bascd on the above conclusion, it in recommendcd that while some
carlicr assumptions of the theorists like tax, be rclaxed cfforts should be
madc to adopt a multiple approach to capital structurc by incorporating
variables while riskness of debt (dr), attitude of management (ma),
environment (envir), growth ratc (gr), and cost of debt before interest and
tax (ctd) in order to achicve a maximum value of the firm. Thus, valuc of
the firm (V) is a function of these variables, among other original
variables.
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This is mathematically represented as

V = f(ov, dr, ma, cnvir, gr, cdit)
Where ov =original variables i.¢ ko, ke,kd, L.

Further study should be carried and to find the impact of each of these new
variables on the firms value.

Capital market should be made active, investor-friendly and
respond to the value (performance) of firms.
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