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ABSTRACT 

This study looked at the impact of capital structure on corporate performance in 

Nigeria. The performance indicators used are as follows:-return on equity, return on 

assets and turnover growth. The debt-to-equity ratio of an organization determines 

how cash flows will be distributed between debt holders and equity holders. In 

reality, optimal capital structure of a firm is difficult to determine, because of 

different factors such as size of the company, financial flexibility, industry 

classification, income variability and other factors not mentioned. Capital structure 

becomes optimal ,if it can maximize the market value of firm and also minimize the 

cost of capital of  the firm . The main objective of this study is to determine the 

impact of capital structure on corporate performance in Nigeria-a study of selected 

companies. Data collected and collated from Nigerian Stock Exchange fact books 

and Central Bank of Nigeria periodicals were used in the study. The data collected 

from the secondary source span a period of twenty years, that is, from 1993 to 

2012.Three research questions and three hypotheses guided the study. Descriptive 

statistics and multiple regression were used to analyse the data and the key result 

shows that, leverage has significant effect on the performance of those selected firms 

in Nigeria. It is therefore recommended that management of quoted firms in Nigeria 

should work very hard to improve the capital structure of their firms in order to 

increase the return on equity, return on assets and turnover growth. They can do that 

by ensuring that the determined capital structure maximizes the market value of 

shares. 
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CHAPTER ONE 

INTRODUCTION 

 

1.1 BACKGROUND OF STUDY 

For a business to progress and fulfil its objectives especially profit maximization, 

capital is greatly needed. Section 135 of Companies and Allied Matters Act(CAMA) 

permits capital to be introduced into a company either in cash or in kind. 

Consequently, capital gives value to a business. Organizations are always in dire 

need of capital, especially in their diverse investments. This calls for a quality and 

result oriented investment decision. Investment decision remains the most 

challenging and difficult decision of business firms. A feasibility study may proffer 

the required business capital outlay, but the decision concerning the source and 

composition of such capital poses some problems to many firms. 

According to Okereke, Osuola and Nwakanma (2013), there are two main sources of 

financing available for an investor or entrepreneur. Business firms adopt these 

sources of financing in order to fulfil their aims and objectives. Internal sources are 

those sources arising from an investor’s immediate environment, whereas external 

sources are those arising from the investor’s outside environment. Firms always 

adopt the two major external sources of financing: debt financing and equity 

financing. Equity comprises paid up share capital, share premium, reserves and  
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retained earnings. Capital is obtained in the three primary forms: debt, preferred 

stock and common stock (Brigham and Houston 2007). 

These funds make up the capital of the firm. The mix of debt and equity is termed 

capital structure. How an organization is financed is of a great importance to both 

the managers of the firms and providers of funds. This is because if a wrong mix of 

finance is utilized, the performance and survival of the business firm may be 

seriously jeopardized (Osuji and Odita 2012).Capital structure is employed to depict 

the proportionate relationship between debt and equity. A firm can finance 

investment decision by debt and /or equity. Dare and Sola(2010) opined that an 

appropriate capital structure is a serious decision for any business organization. It is 

very necessary for financial managers of firms to determine the proportion of equity 

capital and debt capital to get the debt financing mix, that is, an optimal capital 

structure. 

The debt-equity mix can exist in any of the following ways: 100% equity: 0% 

debt;0%equity:100%debt and X% equity% debt(Dare and Sola 2010).Option One is 

that of the unlevered firm. Option two does not exist in real life economic situation 

because no supplier of funds will totally invest his money in a firm without equity 

capital. Option three is the most realistic one. It has the combination of both a 

particular percentage of debt and equity. 

According to Mbat (2001) in Aruogu (2003), a firm can raise debt capital, but it is 

compulsory that there should be equity capital which represents owners’  
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contribution to financing of the business before debt capital could be sourced. The 

objective of managing capital structure is to mix the financial sources used by the 

firm in a way that will maximize the shareholders’ wealth and minimize the firm’s 

cost of capital (Chandrasekharan 2012).This proper combination of funds sources 

either equity or debt is regarded as optimal capital structure. In most cases, the 

debate has focused on whether there is an optimal capital structure for an individual 

firm or whether the proportion of debt is irrelevant to the individual’s firm value 

(Baxter 1967 in Ekpo 2003). 

Several theories have been brought out on the optimal capital structure, but it 

appears not accepted by majority. For example, situations may make it beneficial to 

increase the proportion of debt capital. 

According to Nwezeaku(2006),debt financing has two advantages and of which one 

is that it causes debt holders to be only entitled only to a fixed return and so 

shareholders do not have to share their profits even if the firm is extremely 

successful. Debt financing also has demerits. For example, in difficult economic 

conditions, the shareholders will have to make up for the interest if operating income 

is not adequate to cover it. A firm could increase or decrease its leverage by either 

issuing more debt to buy back stock or issuing stock to pay debt. 

Capital structure is closely related with corporate performance (Tian and Zeitun 

2007) in Aliu (2010).One of the main factors that could influence the firm’s 

performance is capital structure. Corporate capital structure is viewed to be a  
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combination of organised financial institutions that deal in financial instruments. 

Capital structure helps business firms in sourcing for funds especially medium and 

short term loans.(Simon-Oke and Afolabi 20110.According to Badar and 

Saeed(2013),the decision on capital structure causes a significant impact on the 

firm’s performance. This can be attributed to the fact that capital is most important 

to run the activities of a business or organization. If a firm does not have adequate 

capital it could not meet its obligations. This makes capital to be the most important 

thing for the organization. For the performance of a firm to be enhanced, there must 

be a good combination of debt and equity financing (capital structure). 

Badar and Saeed (2013) also opined that if a firm has good capital structure with a 

good mix of debt and equity it may have a competitive edge on other firms. Firms 

maximize their financing cost by maintaining the appropriate capital structure or the 

optimum capital structure. The rate at which capital is borrowed has serious impact 

on the earning capacities of business concern (Pandey 1999). 

In this study, the researcher seeks to empirically analyse the effect of capital 

structure on  corporate performance in Nigeria. 
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1.2 STATEMENT OF PROBLEM 

Financial management is concerned with planning, organizing, procurement and 

utilization of funds, as well as, formulation, implementation and control of financial 

policies in order to maximize the value of the firm. Financing decision is carried out 

simultaneously when a firm wants to make an investment decision. For instance, a 

decision to build a new plant implies various ways of financing the project. 

Consequently, practising managers should have a thorough understanding of the 

theory of financial management, which will provide them with conceptual and 

analytical insights to making skilful financing decisions. According to Ross, 

Westerfied and Jordan (2003), the financial manager must be concerned with capital 

budgeting, capital structure and working capital management. These three areas of 

financial management aid in the achievement of the general objectives of the 

organizations. 

Capital structure is a combination of debt and equity that is used to finance the 

operations of companies. It is a way through which organizations are financed 

(Badar and Saeed 2013).Companies adopt such approach are likely to prosper in 

short –term, but ultimately they may face tangible difficulties in raising funds to 

finance their activities. Capital structure that are not properly planned or determined 

might lead to paucity of funds. Poor planned capital structure will cause firms to 

borrow more when not necessary and insolvency may likely set in.The firm’s capital 

structure is considered optimum when the market value of shares is maximized. 
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There are significant variations among industries and among individual companies 

within an industry in terms of capital structure. In reality, optimal capital structure of 

a firm is difficult to determine (Aliu 2010). 

Financial managers always face the question of should a firm employ equity or 

debt?. Other questions they might face include: What are implications of the debt-

equity mix? What is an appropriate mix of debt and equity?. Moreover, the cost at 

which the firm obtains its funds poses another problem to financial managers. 

Financial managers also face the decision of determining how much of the firm’s 

stock holders in the form of dividend and the resultant effect on the value of the 

firm. 

The standard of increasing capital in Nigeria became harder to achieve due to the 

associated risk of raising capital. Although capital structure and the impact on the 

value and performance had been studied for many years, researchers still cannot 

agree on the extent of the impact. In Nigeria, investors and stakeholders do not look 

in details the effect of capital structure in measuring their firm’s performance as they 

may assume that contributions of capital structure are not related to their firm’s 

performance and value. 

The choice of an appropriate financing mix makes up of a critical decision for the 

survival and continuous growth of any business organization not only because of the 

need to maximize returns to the various interest holders, but also because of the 

impact such informed decision has on the performance of an organization in a  
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competitive  environment. The survival and growth of firm need resources should be 

in the way that creates an appropriate share of value for providers and users of 

resources because without capital the firm would be unable to run growth and 

expand their business. 

Corporate managers are faced with a problem of which means of finance and at what 

level in terms of magnitude will produce the efficient performance of a firm. 

Therefore, the problem of the study is to empirically analyse the effect of capital 

structure on performance of corporate organizations in Nigeria using some selected 

quoted firms. 

1.3 OBJECTIVES OF THE STUDY 

The main objective of this study is to empirically analyse the effect of capital 

structure on the performance of corporate organizations in Nigeria. Specifically, it 

seeks: 

1. To determine the effect of leverage on return on assets. 

2. To determine the effect of leverage on return on equity. 

3. To determine the effect of leverage on gross profit margin. 

4. To make policy-related recommendations based on the findings. 
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1.4 RESEARCH QUESTIONS 

For this study to accomplish its desired objectives, some basic research questions 

which reflect the objectives of the study shall guide the study. The questions in 

specific terms include: 

1.  To what extent does capital structure of a firm affect its performance 

 measured by return on assets?. 

2.  To what extent does capital structure of a firm affect its performance 

 measured by return on equity? 

3.  To what extent does capital structure of a firm affect its performance 

 measured by turnover growth? 

1.5  STATEMENTS OF HYPOTHESIS 

In line with the objectives of the study and the problems already stated, the 

following hypotheses have been formulated: 

1. H01: There is no significant impact of leverage on return on assets of corporate 

 organizations in Nigeria. 

2. HO2: There is no significant impact of leverage on return on equity of 

 corporate organizations in Nigeria. 

3.  HO3: There is no significant impact of leverage has significant impact  on 

 gross profit margin of corporate organizations in Nigeria. 
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1.6  SIGNIFICANCE OF THE OF STUDY 

The choice of appropriate capital structure is a critical decision for financial 

managers because of the likely impact of such financing decision in maximizing the 

wealth of its shareholders. The financial manager should be able to develop an 

appropriate capital structure which is most suitable and advantageous to the firm. 

This is obtained when all the factors relevant to the company’s capital structure 

decision are properly analysed and balanced. Capital structure of any firm should be 

planned in such a way the interest of the shareholders and the financial requirement 

of the firm will be given a full attention. This is because, the equity holders who are 

the owners of the firm and providers of the risk capital would be concerned about the 

way a firm finances its activities. 

This research work is expected in many folds: first, the management of quoted first 

in Nigeria will benefit toward policy making on the appropriate financing mix that 

will improve their performance. Second, policy makers of different organizations 

could borrow leaf from the findings, which should improve their ability to plan the 

capital structure of their organizations so as to maximize the value of the firms and 

consequently the shareholders’ wealth. Third, the government and its agencies 

through the findings from this study should be able to formulate more favourable 

financial and economic guidelines that will sustain the activities of the different 

sectors of the economy. Fourth, this study will make some significant contributions 

to the existing body of knowledge in the area of corporate financing. 
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 1.7 SCOPE AND LIMITATION OF THE STUDY 

This study was carried out to empirically analyze the effect of capital structure on the 

corporate performance in Nigeria. These corporations are selected quoted firms from 

the different sectors listed in the Nigerian Stock Exchange (NSE) as at 1993 – 

2012.The twelve (12) selected firms have up to date and regular financial data 

required for the study. This study is primarily concerned with empirically analyzing 

the impact of capital structure on corporate performance in Nigeria.Also, the study 

failed with the limitations of the impact of generalisation since only twelve (12) listed 

firms were selected and the omission of financial institutions from the sample due to 

their peculiar nature of capital structures. 

1.8 ORGANIZATION OF THE STUDY 

The study is divided into five parts. Chapter one introduces the background to the 

study, the objectives of study, the statement of problem, research questions, the 

research hypotheses to be tested, the significance of the study, the scope and limitation 

of the study. Chapter two reviews the existing literatures on capital structure and 

corporate organizations performance and theories of capital structure and past 

empirical studies on the effect of capital structure on corporate organizations both in 

Nigeria and abroad. Chapter three examines the methodology adopted for the study in 

terms of model specification, methods of estimation, data collection and instruments, 

data description and instruments, study population and sample size. Chapter four 

provides data description, interpretation of results and hypotheses testing, while 

Chapter five presents the summary, conclusion and policy recommendations.                                                                                                                                                                                                                                                                               
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 CONCEPTUAL FRAMEWORK  

Investors and potential investors would like to invest their hard earned savings in a 

firm that has the prospect of bringing a return that will change their wealth position 

at a certain point in time. The essence of capital structure decision is to make sure 

that the right combination of sources of finance that will provide maximum return 

without necessarily hampering the interest of stakeholders.According to Mbat (2001) 

in Aruogu (2003),financial management connotes the management of finances or 

sources of funds.Pandey(2000) opines that activity performed by the manager which 

is concerned with the planning and controlling of organization’s resources. 

Financial management is this present day has a major voice in all aspects of both the 

raising and allocation of financial capital (Martin, Petty,Keown and Scott 

1979).Financial management process could be classified into three major decision 

categories. The first one is investment decision. Investment decision encompasses 

the allocation of funds to appropriately selected investment opportunities so that 

profit could be maximized to sustain the organization as a going 

concern.Moreover,Norton and  Town (2008) described  investments to include the 

sale or marketing of stocks, bonds and securities; the analysis of securities and the 

management of investment risk through portfolio diversification. Secondly,  
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financing decision entails the sourcing of funds as well as determining an 

appropriate mix of sources in terms of the nature of funds requirement to ensure 

effective transformation. Brigham and Houston (2007) stated that every time a firm 

makes an investment decision, it is at the same time making a financing decision. 

The third one is dividend policy decisions. Dividend policy decisions concern profit 

distribution to the creditors and shareholders. This study is centered on the financing 

decision. 

This chapter takes a review of relevant and related literatures to the study. The main 

issues discussed include: financial leverage, divergent views on optimal capital 

structure, capital structure theory, capital structure and cost of capital, determinants 

of capital structure as well as the theoretical frame work adopted for this study. 

Capital structure is concerned about the methods in which the organization obtains 

and manages the long-term financing it needs to give support to its long-term 

investment (Ross,Westfied,Jordan 2003).Badar and Saeed (2013) defined capital as 

anything that is used in a business. Capital is an uncertain but critical resource for all 

organizations. Suppliers of finance are able to exert control over firms: debt, 

preferred stock and common equity, with equity coming from issuing new stocks 

and by retained earnings (Brigham and Houston 2007).The capital structure of a firm 

is its mix of debt and equity (Melicher,Norton and Town 2003).According to 

Aliu(2010), there are two different ways of financing the assets of an organization:  
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internal equity or external debt. Capital structure refers to the way a corporation 

finances its assets through some combination of equity and debt (Tsai et.al 2010). 

Mbat (2001) in Aruogu (2003) classified debt and equity instruments of the capital 

structures into three. These include common stocks, preferred stocks and debenture 

stocks. According to Mcmenamin (1999) and Ross et.al (2005),there are several 

kinds of equity and debt. These include common stock, preferred stock and retained 

earnings (untaxed reserves) as well as bank loans, bonds, accounts payable and line 

of credit. Capital structure according to Wikipedia (2013), refers to the method or 

way a firm finances itself through some combination of equity, debt or hybrid 

securities. 

Simon – Oke and Afolabi (2011) stated that capital structure has to do with the ways 

in which funds needed for business activities are sourced for.Ekpo(2003) defined 

capital structure as the term used to represent the proportionate relationship between 

debt and equity. From all the definitions above, it is eminent that capital structure in 

summary refers to the structure of a firm’s liability. The financing or capital 

structure decision is a significant managerial decision which influences the 

shareholder’s return and risk which consequently affects the market share because of 

capital structure decisions. How to plan financing decision using a particular means 

or mix of funding to maintain a proper capital structure is an important issue of 

concern demanding urgency for financing managers if their sector is ever to play a 

major role in economic growth and development. 
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Melicher,Norton and Town(2008) suggested that a capital structure is chosen 

because it determines the portion of debt and equity used to estimate the proportion 

of debt and equity used to estimate a firm’s cost of capital, or the minimum 

acceptable rate of return to firm on a project. They also opined that capital structure 

when combined appropriately minimizes the firm’s cost of capital, in turn helps the 

firm to maximize the shareholders’wealth.The ability of firms to carry out their 

stakeholders’/shareholders’ needs is greatly related to capital structure.Ross et.al 

(2003) mathematically expressed capital in this form:(Financial structure) – (Current 

liabilities) = Capital structure.Pandey (1999) differentiated between capital structure 

and financial structure. He affirms that the different means used to raise funds 

represented the financial structure of the firm. He defined capital structure as the 

proportionate relationship between long-term debt and equity. Equity is also defined 

to include share-capital, share premium, reserves and retained earnings. The 

objective of capital structure management is to mix the permanent sources of funds 

used by the firm in such a way that will maximize the firm’s common stock price. 

Capital structure is relevant on how a firm finances its overall operations and growth 

by using different sources of funds. Modigliani-Miller (MM) theorem is the broadly 

accepted capital structure capital structure theory which had been used by many 

researchers. According to MM theorem, these capital structure theories operate 

under perfect market.MM theorem states that capital structure or finances of a firm 

is not related to its value in perfect market. 
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For this purpose, capital structure can simply defined as a firm’s financial 

framework, which comprises a firm’s retained earnings, debt financing and equity 

financing in order to maintain the business entity in financing its assets. 

2.1.1FINANCIAL INSTRUMENTS 

Equity and debt are the two basic instruments of raising capital from the primary 

markets. Companies, in practice, offer a number of variations of equity and debt 

securities. They include: 

(i).ORDINARY SHARES:-Ordinary (equity) shares represent the ownership 

position in a company. The holders of the equity shares are the owners of the 

company, and they provide permanent capital. They have voting rights and receive 

dividends at the discretion of the board of directors. 

(ii).PREFERENCE SHARES:-The holders of the preference shares have a 

preference over the equity in the event of the liquidation of the company. The 

preference dividend rate is fixed and known and is payable before paying dividend 

on the ordinary share capital. 

(iii).DEBENTURES:-Debentures represent long-term debt given by the holders of 

debentures to the company. Debentures may be secured or unsecured. Secured 

debentures are also known as bonds. The rate of interest charges are treated 

deductible expenses in the hands of the company. Straight debentures, without a 

conversion feature, are called non-convertible debentures (NCDs).Debentures may  
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be issued without an interest rate. They are called zero-interest debentures. Such 

debentures are issued at a price much lower than their face value. Hence they are 

also called deep-discount debenture/bonds. 

(iv).CONVERTIBLE DEBENTURES:-A debenture may be issued with the 

feature of being convertible into equity shares after a specified period of time at a 

given price. Thus a convertible debenture (CDs) will have features of a debenture as 

well as equity. 

(v).WARRANTS:-A company may issue equity shares or debentures attached with 

warrants. Warrants entitle an investor to buy equity shares after a specified time 

period at a given price. 

(vi).CUMULATIVE CONVERTIBLE PREFERNCE SHARES:-This is an 

instrument giving regular returns, at say,10 percent, during the gestation period from 

three years to five years and equity benefits thereafter. 

(vii).DERIVATIVE SECURITIES:-Securities with options to buy or sell are 

called derivative securities. Convertible debentures, cumulative convertible 

preference shares and warrants are examples of derivative securities. 

(viii).BORROWINGS FROM FINANCIAL INSTITUTIONS:-Companies can 

raise debt capital through borrowings from the financial institutions and banks. 

Banks are the important source of working capital for companies. 
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2.1.2 THE DETERMINANTS OF CAPITAL STRUCTURE 

Many scholars have identified numerous factors of influencing capital structure of 

firms. These factors affect capital structure decision of firms. They include the 

following: 

1.SITUATIONAL FACTORS:-Firms in the same industry may have various 

capital structures. Capital structure really depends on the situations a firm may find 

itself. Situational factors entail the situations surrounding firm’s operation 

(Nwezeaku 2005). 

2.UNIQUENESS AND INDUSTRY CLASSIFICATION:-The industry a firm 

belongs to appear to employ the leverage as if there is some optimum range 

appropriate to each group in the industry (Osuoha 2005).Titman (1984) opines that a 

company’s capital structure should hinge on the unique nature of its products/ 

services. If a firm gives unique products or services, its consumers may likely find it 

hard to find alternatives in the event of liquidation. This increases the cost of 

bankruptcy. 

3. THE DEGREE OF BUSINESS RISK / INCOME VARIABILITY:- 

Aliu (2010) stated that income variability is a measure of business risk since higher 

discrepancy in earnings shows that the probability of bankruptcy increases. We can 

expect that firms with higher income variability have lower leverage. The risk in the 

firm’s activities influences its capital structure. The greater the firm’s business risk, 

the lower its optimal debt ratio. (Brigham and Ehrhardt 2002). 



18 
 

 

4. AGENCY COST:- Osuoha (2005) stated that the debt – equity decisions can 

be compared to choice among alternative incentives. The incentive problem is one of 

choosing a source of finance with minimum agency costs. 

5. MANAGERIAL CONSERVATISM OR AGGRESSIVENESS:-The 

aggressiveness nature of some managers motivates them to willingly use debt in an 

effort to boost profit.(Brigham and Houston 2007).This factor does not affect the 

true optional or value- maximizing capital structure, but it does affect the firm’s 

capital structure. The aggressiveness, the conservativeness and the tendency to avoid 

risk all affect the target capital structure. (Nwezeaku 2005). 

6. EASE OF CAPITAL ACQUISTION/FINANCIAL FLEXIBILITY:- 

The ability to raise capital on reasonable terms under severe circumstances 

influences capital structure decisions. The steady supply of capital contributes to the 

stable operations in a firm(Brigham and Houston 2007).When a firm is encountering 

operating difficulties or when money is tight in the economy, it is easier to raise debt 

than equity capital and lenders are more willing to accommodate companies with 

strong balance sheet. 

7.THE FIRM’S TAX POSITION:-The firm’s tax position affects the decision to 

determine capital structure. Debt is used because interest is tax deductible, which 

lowers the effective cost of debt.(Brigham and Ehrhardt 2002). 

 



19 
 

 

 

8.THE SIZE OF THE COMPANY:-The size of the company reveals the access to 

capital market, affects the firm’s credit rating and influences the cost at which 

companies borrow.(Osuoha 2005).Consequently, large companies usually use heavy 

financial leverage and small companies depend more on equity capital. The pecking 

order theory of capital structure forecasts a negative relationship between leverage 

and size, with larger companies showing more preference for equity relative to 

debt.(Aliu 2010).According to (Castanias,1983;Titman and Wessels,1988;Wald,199

9),larger firms are more diversified and have lower variance of earnings and this 

make them able to accommodate high debt ratios. Smaller firms on the other hand, 

may find it relatively more costly to resolve conflicting information with 

lenders,thus,may present lower debt ratios(Castanias,1983).Lenders who lend to 

larger firms are more likely to get repaid than those who lend to smaller firms. 

Consequently, larger firms will have higher debts. Empirical evidence on the 

relationship between size and capital structure supports a positive relationship 

between firm size and leverage.Hovakimian et.al 2004;Barton et.al,1989;Mackie-

Mason,1990;Friend and Lang,1988 suggested that smaller firms are more likely to 

use equity finance, while larger firms are more likely to issue debt rather than 

stock.Cassar and Holmies (2003) and Hall et.al (2004) discovered a positive 

relationship between firm size and long-term debt ratio, but a negative relationship 

between firm size and short term debt ratio (Michaels et.al.1999).According to 

Titman and Wessels (1988),small firms seem to use more short-term finance than  
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their larger counterparts because smaller firms have higher transaction costs when 

they issue long-term debt or equity. 

9.THE PATTERN OF INCOME DISTRIBUTION AND DIVIDEND 

POLICY:-Chandrasekharan (2012) opined that dividend payout of a firm could 

affect the choice of capital in financing growth.Generally, firms that have low 

dividend payout are able to keep more profits for investments. Such firms would 

therefore rely more on internally generated funds and less on debt capital, while 

firms with high dividend payout are likely to depend more on debt in order to 

finance their growth chances. 

10.TANGIBILITY OF ASSETS/ NATURE OF ASSETS TO BE EMPLOYED:-

If assets employed are highly specialized with little prospect of recovering the initial 

outlay in the event of bankruptcy of the business, then equity will be preferred. In 

other hand, if the assets employed are not highly specialized with high prospect of 

recovering the initial outlay in the event of failure of the business, such asset will be 

employed as a collateral for a loan capital (Osuoha 2005).The main reason for 

tangibility to be positively related to a firm’s leverage is because lenders want to be 

assured that their loans are backed up by some collateral assets.Consequently,the 

higher a firm’s asset tangibility is, the higher the leverage can be (Aruogu 2003).The 

tangibility of assets represents the effect of the collateral value of assets of the firm’s 

gearing level (Aliu 2010).Jensen and Meckling (1976) in Aruogu (2003) further  
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argue that collaterization   is an important attribute of debt covenants because 

collectivized loans can only be used in specified projects. 

2.1.3 CAPITAL STRUCTURE DECISIONS 

The capital structure of a company is such a vital factor that it enhances its 

operations. As a result, the relevance of capital to the company’s operations and 

performance, many studies have previously been undertaken to determine and 

possibly develop theories that will enhance the capital mix (i.e the adequate capital 

structure) suitable for corporate organizations to apply in order to maximize 

shareholder value.(Schiantarelli and Sembeneli,1997 and Efobi,2008). 

Capital structure decisions are so important and sensitive that it is of necessity that 

firms should know this before deciding its mix. Benito (2003) posits that the capital 

structure decisions of firms have serious implications on both the macro and micro-

levels of the economy. On the micro level, the capital structure decisions of 

companies cost them a lot of time and money in searching out and ascertaining the 

best capital structure policy to adopt and this has been evidenced amongst 

firms.(Harris and Raviv,1999).Similarly, at the microeconomic level, the capital 

structure decisions have great implications. Warner (1976,1977) in Efobi and 

Uremadu (2012) posits that a rise in corporate debts tend to increase the 

vulnerability of an economy to a downturn. 
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Eugene,Gapenski and Ehrardt (2001) believe that it occurs due to the risk associated 

with corporate debt in terms of bankruptcy and liquidity caused by the inability to  

pay back debts and its accrued interest. They further noted that bankruptcy related 

problems become rampant when firms have a lot of debts in their capital structure. 

Jarsulie (1989) also opines that debt has a great consequence on the macro economy 

of a society. He argues that when the debt burden in an economy become vulnerable 

to downward revisions to expectations and such revisions will reduce effective 

demand in the domestic economy, hence could stimulate financial crisis. 

In deciding the capital structure of firms, Benito (2003) argues that firms should 

determine their capital structure based on applying the trade-off theory or the 

pecking order theory. He argues that in applying the trade –off theory. Firms will 

settle for the capital structure at that margin where firms trade-off the benefits of an 

additional debt include reduced agency cost of deriving the debt, tax cover as a result 

of non-repayment of debt.(Benito,2003;Eugene and Ehrhardt,2001). 

In addition,Hovakimian and Tebranian (2002) state that most researchers have 

related the determinants of capital structure of firms empirically with studies of 

corporate debt ratios and studies on the issuing of firm’s debt versus equity financing 

choice. Based on these studies, several other factors are identified by these 

authorities. 

(Titman and wessels,1988 and Harris,1984) include firm’s characteristics such as 

firm size, stock return, asset tangibility,profitability,marginal tax rates and the 

market-to-book ratios of firm’s assets. 
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The choice of the capital structure of a firm can equally be viewed from the 

management and the ownership structure of the company.Pindado and Torre (2004) 

posit that the capital structure of a firm is determined by the incentives and goals of 

those who are in control of the firm. They argued that as a result of managerial 

entrenchment and rent expropriation phenomena; self-interested agents in terms of 

entrenched management or controlling owners would choose their capital structure 

according to the debt ratios that would protect their self-interest. When the owners 

who have a high stake in organization  are in control of capital structure policy, they 

would prefer debt financing. But when managers are in control, they would pay less 

on debt capital because of the risk and the disciplinary role debt plays.Pinado and 

Torre (2004) further state that the best way to control managerial discretion and 

effective management control of the firm is through debt financing. Jensen and 

Meckling (1976) and Myers and Majluf (1984) opine that the use of debt capital tend 

to align the interest of managers with those of shareholders. They further said that 

the use of debt financing tend to reduce the costs associated with the agency problem 

due to the fact that use of debt would cause the managers to subject their actions to 

public scrutiny as a result of juxtaposing the covenant requirement from the debt and 

the financing reporting requirements of the regulatory authorities. Frank and Goyal 

(2000) in a related study also identified that the agency theory can be applicable to 

using debt financing to curb the tendency managers may have in overspending their 
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free cash flows.Eugene,and Ehrhardt (2000),view the use of debt analogically as 

using a dagger to direct a car driver on how to drive effectively.  

This implies that debt financing actually motivates the managers to effectively 

manage the affairs of the company.Ritter (2003) reports that Heaton (2002) supports 

the argument that the choice of the capital structure decisions of a firm is determined 

by the management in control of the company. This is because they argued that most 

managers are usually over optimistic about their ability and because of the belief, 

they will be resentful to issuing equity interests due to the fact that they feel that the 

more equity capital that is being issued, the more the value of their firm is being 

undervalued. This is because most shareholders are sceptical about the credibility of 

the information displayed to them by the management of  the company in question 

as they would want to present their company as performing well, while it may, in 

fact, be  not so. 

Even when a company decides to settle for the choice of debt capital in its capital 

structure, disparity still exists in the choice of the type of debt to use in financing the 

firms operations should it be short-term debt financing or long-term debt 

financing.Schiantarella and Sembenelli (1997) find that in deciding on what maturity 

to settle for in choosing capital source, firms will tend to match their assets against 

their liabilities. They conclude that more profitable firms settle for longer-term debt 

capital than shorter-term debt capital because of the fear of liquidation and loss of 

control associated with short-term debts. Longer-term debt will grant the company 

time to trade effectively with the debt and be able to recoup enough funds to pay 
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back the debt. They opined that their conclusions are inconsistent with the 

hypothesis that the shorter-term debt boosts efficiency and growth through effective  

monitoring. The maturity of the debt is also a consideration to be properly made 

before choosing a corporate capital structure to adopt. 

 Fig 2.1.3: THE CAPITAL STRUCTURE DECISION PROCESS 
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 2.1.4 ELEMENTS OF CAPITAL STRUCTURE 

Before a firm formulates its long-term financial policy, it should analyse its current 

financial structure (Pandey 2010).The following are relevant elements of the firm’s 

financial structure that need to be properly evaluated and analyzed. 

 

1. CAPITAL MIX:-Firms must take the decision about the mix of debt and equity 

capital. Debt capital can be sourced from different avenues. The firm has to 

determine how heavily, it depends on debt.Also, the following questions need to be 

answered by firms: What is the firm’s mix of debt instruments?.Given the 

company’s risks, is the reliance on the level and instruments of debt 

reasonable?Does the firm’s debt policy allow its flexibility to undertake strategic 

investments in adverse financial conditions.The firms can use debt ratios, debt-

service coverage ratios, and the funds flow statement to analyse the capital mix. 

2. MATURITY AND PRIORITY:-The maturity of securities used in the capital 

mix may vary. Equity is the most long-lasting capital. Within debt, commercial 

paper has the shortest maturity and public debt has the longest. Similarly, the 

priorities of securities also vary. Capitalized debt like lease or hire-purchase finance 

is quite safe from the lender’s point of view and the value of assets backing the debt 

provides the provides the protection to the lender.Collaterized or secured debts are 

relatively safe and have priority over unsecured debt in the event of insolvency. Do 
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maturities of the firm’s assets and liabilities match?. If not, what trade –off is the 

firm making?. A firm may obtain a risk-neutral position by matching the maturity of  

 

assets and liabilities; that is it may use current liabilities to finance current assets and 

short-medium and long-term debt  for financing the fixed assets in that order of 

maturities. 

3. TERMS AND CONDITIONS:-Firms have choices with regard to the basis of 

interest payments. They may obtain loans either at fixed or floating rates of interest. 

In case of equity, the firm may like to return income either in the form of large 

dividends or large capital gains. What is the firm’s preference with regard to the 

basis of payments of interest and dividend? How do the firm’s interest and dividend 

payments match with its earnings and operating cash flows?. The firm’s choice of 

the basis of payments indicates the management’s assessment about the future 

interest rates and the firm’s earnings. Does the firm have protection against interest 

rates fluctuations?. There are other important terms and conditions that the firm 

should consider. Most loan agreements include what the firm can do and what it 

can’t do. They may also state the schemes of payments,pre-payments,renegotiations 

etc. What are the lending criteria used by the suppliers of capital?. How do negative 

and positive conditions affect the operations of the firm?. 

4. CURRENCY:-Firms in a number of countries have the choice of raising funds 

from the foreign markets. Foreign financial markets provide opportunities to raise 

large amount of funds. Accessing capital internationally also helps company to 
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globalize its operations fast. Because international financial markets may not be 

perfect and may not be fully integrated, firms may be able to issue capital overseas  

at lower costs than in the domestic markets. The exchange rates fluctuations can 

create risk for the firm in servicing its foreign debt and equity. The financial 

manager will have to ensure to ensure a system of risk hedging. Does the firm 

borrow from borrow from the overseas markets? At what terms and conditions?. 

 

5. FINANCIAL INNOVATIONS:-Firms may raise capital either through the 

issues of simple securities or through the issues of innovative securities. Financial 

innovations are intended to make the security issue attractive to investors and reduce 

cost of capital. For instance, a company may issue convertible debentures at a 

relatively higher interest rate. A further innovation could be that the company may 

offer higher simple interest amount into equity. The company will be able to 

conserve cash outflows. A firm can issue varieties of option-linked securities; it can 

also issue tailor-made securities to large suppliers of capital. The financial manager 

will have to continuously design innovative securities to continuously design 

innovative securities to be able to reduce the cost. 

6. FINANCIAL MARKET SEGMENTS:-There are different segments of 

financial markets from where the firm can tap capital. For example, a firm can tap 

the private or the public debt market for raising long-term debt. The firm can raise 

short-term debt either from banks or by issuing commercial papers or certificate 

deposits in the money market. The firm also has the alternative of raising short-term 

funds by public deposits. What segments of term funds by public deposits?  
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what segments of financial markets have the firm tapped for raising funds and    

why?. How did the tap and approach these segments?. 

2.1.5 FRAMEWORK FOR CAPITAL STRUCTURE (THE FRICT 

ANALYSIS) 

A capital structure may be evaluated from different angles. From the owners ‘point 

of view, return, risk and value are relevant considerations. From the strategic point 

of view, flexibility is an important concern. Issues of control, flexibility and 

feasibility have great importance. A sound capital structure will be achieved by 

balancing all these considerations: 

1. FLEXIBILITY:-The capital structure should be determined within the debt 

capacity of the company, and this capacity should not be exceeded. The debt 

capacity should not be exceeded. The debt capacity of a company depends on its 

ability to generate future cash flows. It should have enough cash to pay creditors 

‘fixed charges and principal sum and leave some excess cash to meet future 

contingency. The capital structure should also be flexible. It should be possible for 

the company to provide funds whenever needed to finance its profitable activities. 

2. RISK:-The risk depends on the variability in the firm’s operations. It may be 

caused by the macroeconomic factors and industry and firm specific factors. The 

excessive use of debt magnifies the variability of shareholders` earnings and 

threatens the solvency of the company. 



30 
 

 

3. INCOME:-The capital structure of the company should be most advantageous to 

the owners of the firm. It should create value; subject to other considerations, it 

should generate maximum returns to the shareholders with minimum additional cost. 

4. CONTROL:-The capital structure should involve minimum risk of loss of control 

of the company. The owners of closely held companies are particularly concerned 

about dilution of control. 

5. TIMING:-The capital structure should be feasible to implement given the current 

and future conditions of the capital market. The sequencing of sources of financing 

is important. The current decision influences the future options of raising capital. 

2.1.6 CAPITAL STRUCTURE AND COST OF CAPITAL 

Capital structure is one of the effective tools of management that is utilized to 

manage the cost of capital(Chandrasekharan,2012).The objective of managing 

capital structure is to combine the financial sources used by the organization in a 

way that will maximize the organization’s cost of capital. 

 

Dare and Sola (2010) are of the opinion that a firm’s capital structure decision 

cannot be neglected because of its ultimate effect on the value of the firm,Weighted 

Average Cost of Capital (WACC) and other relevant variables.According to Aghion 

(2006) in Aliu (2010), cost of capital is the rate of return that the firm must pay in 

order to satisfy the providers and owners of the fund. Siegel et.al (1997) states that 

cost of capital is the rate of return that is relevant to keep the market value of the  
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firm or price of the firm of the firm’s stock. Cost of capital is very essential in 

appraising the value of a business.(Nzotta,2005).The effect of cost of capital on the 

value of a firm creates a great relationship between it and the firm’s capital structure 

Nzotta, (2005) defined the cost of capital as the rate of return a firm must earn on its 

project investments to maintain its market value and attract funds.It is the weighted 

sum of the cost of equity and the cost of debt, for an investment to be worthwhile, 

the estimated return on capital must exceed the cost of capital.Otherwise,the risk-

adjusted return of capital must be higher than the cost of capital.The cost of equity is 

the return that ordinary stockholders expect to receive from their investment.A 

company’s cost of capital is the rate that must be earned in order to satisfy the 

required rate of return of the firm’s investors.(Martin,Petty,Keown,Scott 1979).The 

cost of loan stock is the rate which the firm must provide its lenders as debt 

servicing.(Aliu,2010). 

The weighted Average Cost of Capital(WACC) of a firm, is defined as the average 

of the cost of its equity,preferred stock and loan stocks.Nzotta  (2005) states that the 

basic model for the determination of the cost of capital of a company is the 

Weighted Average Cost of Capital.WACC determines the overall cost of capital of a 

firm or the composite cost of capital(CCC).Melicher,Norton,and Laura Town,(2008) 

states that WACC represents the minimum required rate of return on its capital 

budgeting process and that it can be found by multiplying cost of each capital  
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structure component:debt,preferred equity and common equity by its appropriate 

weight and adding the terms: 

WACC=WdKd +WpKp+WeKe. 

Where Wd is the weights of debt 

Wp is the weights of preferred equity 

We is the weight of common equity. 

Brigham and Houston gave the formular to calculate WACC in this format: 

WACC= (% of debt) (After –tax cost of debt) + (% of preferred stock)(Cost of 

preferred stock) + (% of common equity)(Cost of common equity). 

WACC=Wdrd (1-T) +Wprp+Wcrs. 

Where Wd is the target proportion of debt. 

Wp is the target proportion of preferred stock 

Wc is the target proportion of common equity. 

rd is the interest rate on the firm’s new debt=before tax component cost of debt. 

rd (1-T)=after-tax component cost of debt,where T is the debt cost used to calculate 

the weighted average cost of capital.rp=Component cost of preferred stock.Preferrred 

dividends are not deductible,hence the before and after-tax cost of preferred stock 

are equal. 
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rs = component cost of common equity raised by retained earnings or internal equity. 

The cost of debt is a composition of paid interest (interest rate) and cost of risk (that 

is risk of default on the debt).In practice, interest paid by a firm always include the 

risk-free rate plus a risk component which itself incorporates a probable rate of 

default. From a firm’s perspective, a higher cost of debt capital can increase its 

attractiveness to different stakeholders and greater external control by debt-

holders.(Aliu 2010). 

This may infer with the firm’s ability to navigate effectively within its competitive 

environment as it indicates that the firm engages in riskier business activities. The 

cost of debt can be expressed as the rate of return that creates the periodic net cash 

outflow for interest payment and principal repayment with the next proceeds from 

the issue.(Nzotta 2005). 

Martin,Petty,Keown and Scott(1979)  defined cost of debt as the rate that has to be 

received from an investment in order to achieve the required rate of return for the 

creditors.The cost of equity or stock is defined as the rate of return investors require 

on a firm’s common stock.(Siegel,Shim,Dauber 1997). The composition of cost of 

equity is more challenging as equity does not pay a set return to its investors. 

Similarly ,to the cost of debt, the cost of equity is defined as the risk –weighted 

return required by investors, where the return is largely unknown. 
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The cost of preferred stock is defined as the returns which investors expect to derive 

on the funds provided.(Nzotta,2005).Preferred stock is a hybrid stock which reveals 

debt features of securities and common stock.Preferred stock usually has a fixed 

commitment and the part of the issuer to make periodic payments just like debt 

instruments.Martin,Petty,Keown,Scott(1979) opine that the objective of computing 

cost of preferred stock is to find the rate of return that must be earned on the 

preferred stock holders’ investment that will satisfy the required rate of return on 

their investment. 

The two reasons for computing a firm’s cost of capital are as follows: it enables the 

financial manager to examine the cost of capital for various capital structures and it 

is used in making investment decisions.(Martin,Petty,Keown,Scott 1979). 

Osuoha (2005) states that the computation of cost of capital is necessary, because of 

the following reasons: evaluation of capital projects, determination of optimum 

finance combination, designing the firm’s financial and capital structure, evaluation 

of the performance of top management and dividend decision. 

According to Pandey (2010), the following are the significance of cost of capital:- 

(A ).INVESTMENT EVALUATION:-The primary purpose of measuring the cost 

of capital is its use as a financial standard for evaluating the investment projects.In 

the NPV method, an investment project  is accepted if it has a positive NPV.The 

project’s NPV is calculated by discounting its cash flows by the cost of capital. In 

this sense, the cost of capital is the discount rate used for evaluating the desirability  



35 
 

 

of  an investment project is accepted if it has an internal rate of return greater than 

the cost of capital. 

(B ). DESIGNING DEBT POLICY:-The debt policy of a firm is greatly influenced 

by the cost consideration. Debt helps to save taxes, as interest on debt is tax-

deductible expense. The interest tax shield reduces the overall cost of capital, though 

it also increases the financial risk of the firm. In designing the financial policy, that 

is, the proportion of debt and equity in the capital structure, the firm aims at 

maximizing the firm value by minimizing the overall cost of capital. 

(C ).PERFORMANCE OF APPPRAISAL:-The cost of capital framework can be 

used to evaluate the financial performance of top management, such an evaluation 

will involve a comparison of actual profitability of the investment projects 

undertaken by the firm with the projected overall cost of capital, and the appraisal of 

the actual costs incurred by management in raising the required funds. 

 

The cost of capital also pays a useful role in dividend decision and investment in 

current assets. 
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2.1.7  CAPITAL STRUCTURE AND FINANCIAL GEARING 

Nwezeaku (2012) defined gearing as a term which refers to how much the long-term 

capital of an organization is obtained through equity or debt. Gearing is of necessity 

because when a firm is in need of raising more funds, potential creditors will be 

concerned about how much of the entire capital is equity and the percentage which is 

debt. Financial gearing according to Anderson (2000) in Aliu(2010),is the mix of 

long-term corporate funding provided internally by shareholders and that are 

contributed externally by lenders. A firm is said to be unlevered as long as it has no 

debt, while a firm with debt in its capital structure is said to be leveraged.(Song 2005 

in Aliu 2010). 

 

The relationship between shareholders capital and reserves and either prior-charge 

capital or borrowing or both is referred to as gearing. Prior Charge Capital is usually 

entitled to interests in the case of loans and dividends.(Nwezeaku 2012).In the case 

of preferred shares, prior charge capital is usually settled before the ordinary 

shareholders are taken into consideration.Nwezeaku (2012) defined prior charge 

capital as the capital which has a prior claim on the company’s assets in the event of 

winding up. 

Gearing is also called leverage in the United States of America(Osuoha 2005).A 

firm’s leverage refers to the mix of its financial liabilities. Debt and equity are the  
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two classes of liabilities, while debt holders and equity holders represent the two 

types of investors in the firm.(Aliu 2010). 

The fact that an optimum capital structure has not been found is an indication of 

some flaws in the logic. An appreciation of the factors that influence a firm’s gearing 

and the effects of gearing on shareholders returns are important to interpreting 

gearing ratios. 

2.1.7.1 ADVANTAGES / DISADVANTAGES OF GEARING  

The advantages and disadvantages of gearing according to Anderson (2000) in Aliu 

(2010) are: 

1. THE ADVANTAGES OF GEARING:-These include:- 

(a) Gearing effect:-It is possible to greatly increase returns to shareholders through 

the use of loan capital resulting from the high financial risk placed on shareholders’ 

investment. 

(b) Tax relief:-Loan interest(unlike dividends) is an allowable expense for taxation 

purposes meaning that companies only have to meet the net9after tax) cost of 

interest charges. 

( c) Lower required return:-Investors usually require a lower rate of return from 

loan capital due to lower risk attaching to debt. This is the product of lenders 

obtaining security on their loans and also the fact that in moment of liquidity,                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                   

loan creditors are ahead of ordinary shareholders in the queue for payments. 

 



38 
 

 

(d)Assets matching:-  

Where a loan is employed to finance the purchase of a particular asset,                                                                                                                                                                                                            

the period of the loan may be matched against the expected life of the asset, 

enabling the asset to generate returns to service the interest payments. 

(e)No dilution of control:-By issuing debt, each shareholder’s proportionate share 

of the company remains intact. 

2.1.7.2 THE DISADVANTAGES OF GEARING INCLUDE: 

i. Financial Risk:- Whilst all firms face business risk (general risk within their 

industry ,all house builders suffer from bad weather, increase in the price of 

land / materials / labour, low consumer confidence, problem in obtaining land to 

build houses, etc ) financial risk is a company-specific risk resulting from the way in 

which assets are financed. With debt-finance comes the dual obligation to pay 

interest charges at regular intervals and to make capital repayments at particular 

dates. 

ii. Loan Covenants:- This is designed to protect the lender’s investment in the 

business, these place restriction on the company’s actions, present and future. 

iii. Shareholders Returns: - Facing increased financial risk from a higher level of 

gearing, shareholders are likely to react by demanding higher returns from their 

investment. This may offset any cost savings gained by the company from the use of 

loan capital. 
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iv. Cash flow requirement:- A negatively geared portfolio will require exogenous 

cash flow support. 

2.1.7.3 TYPES OF LEVERAGE 

These are three key types of leverage. Notably:- 

1. Operating leverage 

2. Financial leverage 

3. Combined/total leverage 

1. OPERATING LEVERAGE 

Operating leverage is simply the extent to which a firm uses fixed costs in producing 

its goods or offering its services.(Aliu 2010). 

Nwezeaku (2012) defined operating leverage as the firm’s operations in relation to 

its fixed and variable costs.Brigham and Houston (2007) states that operating 

leverage is the extent to which fixed costs are employed in firm’s activities. 

Operating leverage refers to the incurrence of fixed operating costs in the firm’s 

income stream (Martin,Petty,Keown,Scott 1979).Gaius(2007) opines that operating 

leverage is created by fixed operating costs, such as general administrative, overhead 

expenses,contractional employee’s salaries and mortgage or lease payment, these 

tend to elevate business risk. The impact of operating leverage is clear when a given 

percentage changes in net sales results in a greater percentage change in operating  



40 
 

 

income.(EBIT).If a high percentage of costs are fixed the firm is said to have a high 

degree of operating leverage. The higher the firm’s operating leverage, the higher 

the business risk (Nwezeaku 2012). 

The ratio of fixed and variable costs that a firm uses determines the amount of 

operating leverage employed. A company that has a greater ratio of fixed costs to 

variable costs is said to be using more operating leverage. 

If a company’s variable costs are higher than its fixed costs, the company is said to 

be using less operating leverage.(Aliu 2010).The way that a firm makes sales is also 

said to be a factor in how much leverage it employs. A firm with few sales and high 

margin is said to be highly leveraged, while a firm with a high volume of sales and 

lower margins is said to be less leveraged. 

(A ) MEASURING DEGREE(S) OF LEVERAGE    

Degree of leverage is defined as the percentage change in operating income as a 

result of percentage in operating income as a result of percentage change in units 

sold. 

     %   ∆   in operating income. 

              %    ∆     in Units/volume sold    

           

Highly leveraged firms earn more income as a result of increase in sales. On the 

other hand; they suffer most if sales dwindle. 

 

= DOL 
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2. FINANCIAL LEVERAGE 

The use of the fixed-charge sources of funds, such as debt and preference capital 

along with the owners’equity in the capital structure is described as financial 

leverage or trade on equity(Ekpo 2003).Financial leverage means financing a part of 

the organization’s assets with securities bearing a fixed(limited0 rate of return in 

hopes of increasing the ultimate return to the common stock 

holders.(Martin,Petty,Keown and Scott 1979).Financial leverage measures a firm’s 

exposure to financial risk(Aliu 2010).Financial leverage can also be defined as the 

introduction of debt into a firm’s capital structure or decisions to finance a firm’s 

activities debt. 

Financial leverage involves changes in shareholders’income in response to changes 

in operating profits,resulting from financing a company’s assets with debt or 

preferred stock. 

Financial leverage can speed up earning per share (EPS) under favourable economic 

conditions but retards earning per share(EPS) when the proceedings are not 

favourable for the firm(Aliu 2010).The unfavourable effect of financial leverage on 

EPS is more  serious with more debt in the capital structure when earnings before 

interest and tax(EBIT) is negative.The financial leverage used by a firm is intended 

to yield more on the fixed charged funds than their cost. The surplus( or deficit) will 

increase(or decrease) the return on the owners’equity.The rate of return on the 

owners’ equity is levered above or below the rate of return on total assets.  
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For instance, if a company borrows N100 at 8 percent interest (that is,N8 per 

annum)and invests it to earn 12 percent return(that is,N12 per annum),the balance of 

interest will belong to the shareholders and it makes up the profit from financial 

leverage. 

On the other hand, if the company could earn only return of 6 percent (that is, N4 per 

annum), the loss to the shareholders would be N2 per annum (Pandey 1999).Thus, 

financial leverage at once provides the potentials of increasing the shareholders 

earnings as well creating the risks of loss to them. It is a double – edged sword. 

(A ) DEGREE OF FINANCIAL LEVERAGE (DFL) 

DFL is defined as the percentage change in EPS due to a given percentage in EBIT. 

       %         in EPS                   

                %          in EBIT                                     

 

(B ) MEASURES OF FINANCIAL LEVERAGE 

According to Bierman (1970) in Ekpo (2003), the most commonly used measures of 

financial leverage are:  

(i) Debt ratio 

(ii)Debt – equity ratio 

 

 

DFL   = 
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(iii)Interest coverage 

(i).DEBT RATIO:-The ratio of debt to total capital i.e.                       D   

                                                                                                         D+S 

Where D= value of debt 

 S=Value of equity 

V=Value of total capital 

The value of debt and equity may be measured in terms of book value or market. 

The book value of equity is called net worth. 

 

(ii).DEBT-EQUITY RATIO:-The ratio of debt to equity, i.e                     D 

                       S 

 

(iii).INTEREST COVERAGE:-The ratio of net operating income ( or EBIT) to 

interest charges.That is, 

 

             EBIT  

           Interest charges 

 

Fixed charges may also include sinking funds (SF) 

 

Then the ratio will be as follows:                            EBIT 

                                                                  Interest + (Sinking fund/1 – tax rate) 

 

 

 

Where EBIT = Earnings Before Interest and Tax. 

 

 

= L1 

= 

L2 

L3 = 

L3 =      
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Depreciation, being a non-cash item may be included in the numerator of the 

equation. 

Since, L1   =    D   =    D 

                   D+S      V 

 

 

Then D = L1 V 

 

 

Similarly,  

 

L2 =  D   Then D = L2 S. similarly. Since   L2 =        D   , then D= L2 S   

        S           S 

 

Thus L1 V = L2S, L1 = L2  = S     =       L2     V- D  

                                          V                      V 

 

 Or L1= L1 – L2 D   V, or L1 = L2 – L2 L1 

 

 

Since, D    V = L1 or L1 =    L2     or   L2  =     L1  

                                                                (1+L2)                (1-L1) 

 

L2 = D   S …………. (1) 

 

 

 

L3 =  EBIT       ………… (2) 

       INTEREST  

 

 

 

L1 =  L2   =        D    S           =     D   …………. (3)    

     1 + L2       1+D    S               V 

 

 

 

                                                                                                                                                                                                                                                                                             

L2 =  L1       =   D      V    =    D   S  …………….. (4) 
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      1-L1       1-D    V  

                             

Financial leverage from the first two measures is from book value or market value. 

The market value to financial leverage is theoretically more appropriate because 

market value reflect the current attitude of investors. The debt-equity ratio, as a 

measure of financial leverage is more popular in practice. These first two measures 

of financial leverage are also measures of capital gearing. 

The third measure of financial leverage, commonly known as coverage ratio, 

indicates the capacity of the firm to meet fixed financial charges. The reciprocal of 

interest coverage, that is interest divided by EBIT, is a measure of the firm’s income 

gearing. 

 

3. COMBINED/TOTAL LEVERAGE 

More so, the two types of leverage explored above can be combined into an overall 

of leverage called total leverage. Recall that operating leverage is concerned with the 

relationship between sales and operating profits and financial leverage is concerned 

with the relationship between profits and earnings per share. Total leverage is 

therefore concerned with the relationship between sales and earnings per share. 

Specifically, it is concerned with the sensibility of earnings to a given change in 

sales. 
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The degree of total leverage is defined as the percentage change in stockholder 

earnings for a given change in sales, and it can be calculated by multiplying a 

company’s degree of operating leverage by its degree of financial 

leverage.Consequently, a company with little operating leverage can attain a high 

degree of total leverage by using a relatively high amount of debt. 

A firm that operates with both high operating and financial leverage makes for a 

risky investment.A high operating leverage means that a firm is making few sales 

but with high margins.This can pose significant risks if a firm incorrectly forecasts 

future sales.If a future sales forecasts future sales.If a future sales forecast is slightly 

higher than what actually occurs,this could lead to a huge difference between actual 

and budgeted cash flow,which will greatly affect a firm’s future operating 

ability.The biggest risk that arises from high financial leverage occurs when a 

company’s ROA does not exceed the interest on the loan, which greatly diminishes a 

company’s return on equity and profitability. 

(A ) DEGREE OF COMBINED LEVERAGE (DCL) 

The degree of operating and financial leverages can be combined to see the effect of 

total leverage on the wealth of shareholders as demonstrated by EPS associated with 

a given change in turnover. The degree of combined leverage (DCL) is calculated, 

given by the following equation: 
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            % change in EBIT       X    % change in EPS   =     % change in EPS    

           % change in turnover        % change in EBIT        % change in turnover 

 

Another way of expressing the degree of combined leverage is as follows: 

              Q(S – V)                  X      Q(S –V) –F                     Q(S-V) 

              Q(S-V)-F-INT                  (S- V)- F                        Q(S-V) – F – INT       

 

 

Where Q(S-V)  is contribution, and Q(S-V)-F-INT is the profit after interest but 

before taxes. 

Aima (2006) in Aliu(2010),also highlights other types of leverage as constructive 

and instrument leverage explained thus: 

(i)CONSTRUCTIVE LEVERAGE:-This is created by combining securities in a 

portfolio in a certain manner. How one constructs a portfolio will have a significant 

effect on overall portfolio risk, depending on the amount and type of diversification 

in the portfolio and the type of hedging applied. 

(ii)INSTRUMENT LEVERAGE:-This reflects the intrinsic risk of the specified 

insecurities selected as different instruments have different levels of internal 

leverage. 

 

 

 

DCL  = 

DCL  = = 
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(iii)QUASI-MARKET LEVERAGE:-This type of leverage has the book value of 

equity being replaced by the market value of equity, but value debt as its book value. 

2.1.8 CAPITAL STRUCTURE AND RISK 

Risk can be viewed from different dimensions depending on the viewpoint of the 

one concerned.(Nwezeaku,2005).Osuoha(2005) defined risk as the possibility of an 

expected return not being realized. It is also the probability that the actual 

return(cash flows) from holding on investment will deviate from the expected return. 

 

Generally, risk can be classified as either systematic or unsystematic.(Osuoha,2005). 

 

 

1. SYSTEMATIC RISK 

This is also called market risk or unavoidable risk. These risks arise from the overall 

market condition. Market risk is measured by the firm’s beta coefficient and 

standard deviation. Examples are risks that have to do with the following:- 

i.  Tax reform 

ii. Changes in the economy 

iii. Exchange rate fluctuations 

iv. Interest rate fluctuations 

v. Stock market crash 

vi. Earth quake 

vii. Changes in the world energy situation etc 

2. UNSYSTEMATIC RISK 

Unsystematic risk is also known as avoidable risk. These risks are caused by factors 

that are unique to a particular company. 
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Examples are risks due to:- 

i. Strikes in an organization 

ii. Changes in management 

iii. Competition 

iv. Shortage of raw materials 

v. Changes in technology etc. 

 

In considering capital structure, two types of risks are recognized. These risks are 

also associated with securities investment. These types of risks include: 

1.BUSINESS RISK:-According to Nwezeaku(2005),business risk is any risk that is 

associated with the market price of a firm’s shares and stock if it uses only equity. 

Business risk depends on business factors such as competition, product liability and 

operating leverage. Business risk is also the risk with no debt, rather it has 100% 

equity. This risk affects capital structure. 

 

The following determine the business risk. These include:- 

(a) Uncertainty about demand(sales) 

(b) Uncertainty about costs 

(c) Uncertainty about output price 

(d) Elasticity of demand (Price sensitivity) 

(e) Currency risk exposure ( Foreign sales) 

(f) Product and other types of legal liability 

(g) Operating leverage 

Firms can control business risk through the following: 
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1. Negotiating long-term contracts for labour,supplies,inputs, leases etc. 

2. Adopting marketing strategies that will stabilize unit sales and prices. 

3. Hedging with commodity and financial futures to stabilise revenues and costs. 

 

According to Stice,Konsen and Albrecht (1999),M and M proposition  11 shows that 

the firm’s cost of equity can be broken into two components.The first component 

RA,is the required return on the firm’s assets overall and it depends on the nature of 

the firm’s operating activities.The risk inherent in a firm’s operations is called the 

business risk of the firm’s equity. 

 

This business risk depends on the systematic risk of the firm’s assets.The greater a 

firm’s business risk, the greater RA will be the firm’s cost of equity 

 

 

2.THE FINANCIAL RISK 

According to Stice, Konsen and Albrecht (1999) the second component in the cost of 

equity,(RA - RD) X (D/E),is determined by the firm’s financial structure. For an all – 

equity firm, this component is zero. As the firm begins to rely on debt financing, the 

required return on equity rises.This occurs because the debt financing increases the 

risks borne by the stockholders. This extra risk that arises from the use of debt 

financing is called the financial risk of the firm’s equity. Financial risk is completely 

determined by financial policy. 

 

 

Nwezeaku (2005) defines financial risk as the additional risk to the shareholders, 

which is associated with the use of a combination of equity and debt.Osuoha (2005) 
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defines financial risk as the risk that results from the capital structure of a company. 

It results from the way a company’s operation is financed and it rises when a 

company makes use of debt in its capital structure. Financial risk depends on the 

amount of debt financing the company uses, the more the debt, the greater the 

financial risk. An all equity-financed company does not face this type of risk. 

 

Note:RA= The required rate of return on the firm’s assets. 

         RD = The firm’s cost of debt and D/E =the firm’s debt-equity ratio. 

Brigham (2002) agrees that financial risk depends on the amount of debt and 

prefered stock financing. 

Osuoha (2005) outlines other types of risks as follows: purchasing power risk, 

liquidity risk, default risk, Re investment risk, call risk, political risk, legal risk, and 

moral risk. 

 

2.1.9 OPTIMAL CAPITAL STRUCTURE IN FINANCIAL THEORY   

Gaius (2007) in Aliu (2008) observes that the optimal capital structure is one with an 

equity that minimizes the firm’s cost of performance. According to Porteous and 

Tapadar (2005), optimal capital structure is that debt/equity mix that simultaneously 

maximizes the value of the firm, minimizes the weighted average cost of capital and 

maximizes the market value of the common stock, it is worthy to note that 

maximizing the value of the firm is the goal of the managing capital structure. It is 

also important to note here that a non-optimal capital structure may lead to higher 

financing projects that would increase shareholder’s wealth with an optimal 

financing by the firm. The effect of different capital structure and differing business 
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risk are reflected in a firm’s income statement. Operating leverage tends to magnify 

the effect of fluctuating sales and produce a percentage change in operating 

income(EBIT) larger than the changes in sales (Akintoye,2007). 

Financial leverage affects the shareholder’s earnings and risks. Under favourable 

conditions the earning per share increases with leverage. But leverage also increases 

the financial risk of the shareholders; hence one cannot say for sure whether or not 

the value of the firm will increase with gearing. If gearing affects the cost of capital  

and the value of firm, and optimum capital structure would be obtained at the 

combination of debt and equity that maximizes the total value of the firm or 

minimizes the weighted average cost of capital (WACC), (Osuoha, 2005). 

In practice, firms tend to use target capital structure of a mix of debt,  

Preferred stock and common equity with which the enterprise plans to raise needed 

funds since capital structure policy involves a strategic trade-off between risk and 

expected return, the optimal capital structure policy must seek a prudent and 

informed balance between risk and return. The firm must consider its business risk, 

tax positions, financial flexibility and managerial conservatism or aggressiveness. 

While these factors are crucial in determining the target capital structure, operating 

conditions may cause the actual capital structure to differ from the optimal capital 

structure. Therefore the target capital structure should be used as a guide towards an 

ideal capital structure that maximizes the WACC, while maximizing the 

shareholders’ wealth (Gaius, 2007). The problem of optimization of co-operate 

capital structure is one of the central problems of corporate finance and has 
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important applications for practical decision making concerning financing of current 

operations and investment projects of corporations. The origin of financing decision 

problem as earlier stated was initialized by the seminal papers of Modiglian; and 

Miller (1958, 1963), who studied the influence of tax advantage of debt financing on 

firms capital structure decisions. These papers as well as others such as that of Scott 

(1975), Kraus and Lichtenberger (1973), Baxter (1967), and Brennan and Schwartz  

(1978) have formed the common opinion that optimal proportion of stockholders 

own and borrowed capital must balance out positive properties of debt, following 

from the existence of tax shelter and its negative properties consisting in increase of 

bankruptcy risk as a share of debt capital increases. In consequent investigations in 

the middle of 1970, other mechanisms were revealed that could influence the firm’s 

equity to debt ratio. These mechanisms arise from managers, equity holders and 

equity holders, debt conflicts of interests and information asymmetry of these parties 

and were first described in Jensen and Meckcling (1976), Ross (1976).The 

mechanisms are discussed in literature mainly on a quantitative level as determinants 

of corporate capital structure. After forty years of research of the problem, relevant 

literature includes hundreds of titles containing many interesting and useful findings, 

though not in all its directions achievements are equally sound. 

2.1.10 FINANCIAL INNOVATIONS FOR IMPROVING CAPITAL 

STRUCTURE 

According to Investopedia (2013), financial innovation can be defined as the act of 

creating and then making known new financial instruments as well as new financial 
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technologies, institutions and markets/.It includes institutional, products and process 

innovation. Institutional innovations comprises the creation of new type of financial 

firms, Product innovations relate to new products like derivatives, securitised assets, 

foreign currency mortgages e.t.c,while,process innovations relate to new ways of 

doing financial business including online banking, phone banking and new ways of 

implementing information and so on.Owualah,(1998)suggests a number of 

innovative financing techniques that have been developed since the late seventies. 

Striking among these ranges of products innovations include swap or synthetic 

securities, warranties and securitization. 

Each of the aforementioned financing techniques has been discussed below:  

1.DEBT FOR EQUITY SWAP:-An organization that is concerned about the debt 

level in its balance sheet and its attendant negative consequences for accessing new 

external financing can employ the debt for term debts as possible in exchange for 

newly issued shares with the same market value plus an agreed fee. 

2. DEBT FOR DEBT SWAP:-A debt for debt swap operates along identical lines 

as the debt for equity swap except that new debt at the prevailing market rate is 

substituted for old long-term debt at a long interest rate and selling at a discount. As 

in the case of debt for equity swap, the net result is a reduction in the company’s 

debt level and an improvement in its debt-equity ratio.  

3.CONVERTIBLE SECURITIES:-Another financing innovation that has gained 

wide popularity and that is employed by firms when they believe that their shares 

will be fairly priced by the market is convertible securities. A convertible security 



55 
 

can be defined as one that gives the holder the right to convert one type of security 

into an agreed and stipulated amount of another type of security at the discretion of 

the holder. 

4.WARRANTS:-Warrants enable their holders to exercise an option of purchasing a 

certain number of ordinary shares at a specified price. The exercise of a warrant 

however shifts a company’s capital structure to a highly levered position though not 

to the same degree as a convertible. This is because whereas the conversion of a 

convertible security results in a corresponding reduction in debt or preference shares, 

the new ordinary share capital created via a warrant does not lead to any change in 

debt or preference share capital. Debt with equity warrants can be employed by 

companies when bond yields are declining and the stock market is rising. In such 

circumstances, issuers benefit from lower than usual coupon payment and the 

prospects of higher priced equity of holders decide to exercise their warrants. 

5.ASSET SECURITIZATION:-Asset securitization which refers the packing and 

selling of loan accounts in form of securities, can be used to convert high risk 

weighted loans to enable the owner to reinvest the proceed in assets of lower risk 

weight. For banks, securitization can be a veritable source of cheaper funds and by 

extension of liquidity. It can also be a useful tool for interest rate and risk 

management. However, securitization is more effective when the securitized assets 

are homogenous, reliable loss data exists and prepayments can be accurately 

predicted or somewhat hedged. It may not be a very flexible option where a bank’s 
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loan portfolio consists of small loans of various sizes and quantities and there is 

absence of a standard with which to compare rating among banks.  

2.2 THEORITICAL FRAME WORK 

2.2.1 CAPITAL STRUCTURE THEORY 

Over the past several decades, theories on an organization’s capital structure choice 

have evolved along many directions. Different models have been constructed in the 

literature to explain a firm’s financing behaviour (Harris and Ravid 1991 in Aruogu 

2003).According to Badar and Saeed (2003), on the basis of capital structure 

benefits, many capital theories were developed. 

Chandrarekharan (2012) states that three key theories gave shape discussions on 

capital structure by scholars globally. These are the static trade-off theory, the 

agency theory and the pecking order theory.Aruogu (2003) states that among the 

main competing theories in explaining a firm’s capital structure choices are as 

follows:- 

1. The static trade-off theory. 

2. The pecking order theory. 

3. The organizational (Agency) costs theory. 
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Aliu (2010) explained that after the pioneering work of Modigliani and Miller 

(1998) on capital structure, some conflicting theories of optimal capital structure 

have been developed. These are: 

(a) Static trade-off theory 

(b) Pecking order theory 

(c) Agency cost theory 

Each of these capital theories will be discussed below:- 

A. THE STATIC TRADE OFF THEORY 

The static trade-off theory postulated that the tax-deductibility of interest payment 

induces a company to borrow up to the margin where the present value of interest 

tax shield is just offset by the value loss due to agency cost from issuing risky debt 

as well as the cost of possible liquidation or re-organization. This hypothesis by 

Miller (1977) is based on the proportion that the optimal leverage ratio of the firm is 

determined by the trade-off between current tax shield benefits of debt and higher 

bankruptcy costs implied by the higher degree of corporate indebtedness. It assumes 

that firms balance the marginal present values of interest tax shields against the costs 

of financial distress. The theory also attempts to balance the corporate tax 

advantages of debt financing against the cost advantages of debt financing against 
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the cost advantages of bankruptcy as well as incorporating personal tax and non-debt 

tax shields. According to the proponents of static trade off theory, optimal capital  

structure does not exist. A firm is regarded as setting a target debt level and 

gradually moving towards it.The firm’s optimal capital structure will involve the 

trade-off among the effect of corporate and personal taxes, bankruptcy costs and 

agency costs.(Jensen and Meckling 1976;Chang,1999;Harris and Raviv;1991). 

The static trade off theory of capital structure predicts that firms will choose their 

mix of debt and equity financing to balance the cost and benefits of debt. It should 

however be realized that a company cannot continuously minimize its overall cost of 

capital by employing debt. Therefore it would not be advantageous to employ debt 

further, so there is a combination of debt and equity which minimizes the firm’s 

average cost of capital and maximizes the market value per share. 

According to Owualah (1998) in Ekpo (2003), evidences in support of the theory 

have been found. For instance: 

1. Most business people agree that borrowing saves taxes although too much debt 

can be costly. 

2. Whereas a drop in share prices is often observed with the announcement of 

ordinary shares issues, their repurchases push up prices. 

3. Whereas exchange of debt-for-equity securities drive up share prices, equity-for-

debt exchanges give rise to a fall in share prices. 
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4. The costs of distress are more disastrous for companies with growth potentials and 

valuable intangible assets than with mature companies having mostly tangible assets. 

Chen and Jiang (2001) states that the static trade-off theory claims that the optimal 

level of a firm’s leverage is achieved by weighing the benefits of debt financing 

against the cost of potential financial distress. From a dynamic point of view, it is 

debated that the optimal leverage level can alter due to variations in a firm’s 

profitability level,non-debt tax shield e.t.c Therefore, even when a firm’s leverage 

changes from year to year; the trade-off theory cannot be simply rejected because the 

optimal leverage level itself may change over time. 

According to Osuoha (2005),the limitation of static trade-off theory is that it cannot 

give an explanation on why some of the most successful companies progress with 

little debt, thereby giving up valuable interest tax shields. Some firms with very 

large corporate income tax and the highest possible credit rating could borrow 

enough to make a lot of tax savings without getting worried about possible financial 

distress. Yet they do well without resorting to borrowing.Contrary, in real-life 

capital structure, within a particular industry, the most profitable firms generally 

borrow the least. The static trade off theory fails as it predicts exactly the reverse. 

B. THE PECKING ORDER THEORY 

The pecking order theory starts with asymmetric information (Osuoha 2005).The 

pecking order theory is cantered on the assertion that managers have more 

information about their firms than investors. Asymmetric information is a term that 
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shows that managers know more about their companies’ prospects, risks and values 

than do outside investors. Other things being equal, because of asymmetric  

information, managers will issue debt when they are positive about their firm’s 

future prospects and will offer equity when they are unsure (Pandey 2010). 

Asymmetric information influences the choice between internal and external 

financing and between new issues of debt and equity securities (Osuoha 2005).This 

leads to a pecking order in which investment is financed initially with internal funds, 

reinvested earnings, new issues of debt and finally new issues of equity. 

The pecking order theory postulates that companies prefer internal to external 

financing although they would embrace the latter if necessary to finance real 

investments with positive net present values.(Myres and Majluf in Ekpo 2003).It 

further postulates that as a company seeks more external financing, it will follow the 

pecking order of securities from safe to risky debt, convertibles and other quasi-

equity instruments and finally to equity as a last resort. The theory also seeks to 

explain why investors regard all leverage –increasing security issues of exchanges as 

good news and almost all leverage-decreasing transactions as bad news, with the 

only exception being plain debt issues. 

Managers prevent giving out adverse information about their companies by 

employing internal finance. The profitable firms have lower debt ratios not because 

they possess internal funds to finance their activities. They will issue equity capital 

when they think that shares are overvalued. 
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C. ORGANIZATIONAL OR AGENCY COSTS THEORY 

This theory of capital structure states that an optimal capital structure will be 

determined by minimizing the costs arising from conflicts between the parties 

involved.  Jensen and Meckling (1976) argue that agency costs play an important 

role in financing decisions due to the conflict that may exist between shareholders 

and debt holders if companies are approaching financial distress, shareholders can 

encourage                                                                                                                                                                                                                                           

management  to take decisions, which in effect, expropriate funds from debt holders 

to equity holders.Sophisticated debt holders will then require a higher return for their 

funds if there is potential for this transfer of wealth. Debt and the accompanying 

interest payments, however, may reduce the agency conflict between shareholders 

and managers. Debt holders have legal redress if management fails to make interest 

payments when they are due, hence managers concerned about potential loss of job, 

will be more likely to operate the firm as efficiently as possible in order to meet the 

interest payments, thus aligning their behaviour closer to shareholder wealth 

maximisation. Jensen and Meckling (1976) see agency costs as the sum of the 

monitoring expenditures by the principal, bonding costs by the agent, and a residual 

loss.                                                                                                                            

Jensen and Meckling (1976) argue that the use of secured debt might reduce the 

agency cost of debt. Um (2001), however, suggests that if a firm’s level of tangible 

assets is low, the management for monitoring cost reasons may choose a high level 

of debt to mitigate equity agency costs.  
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According to Olokoyo (2012), under this model, an optimal capital structure can be 

obtained by trading off the agency cost of debt against the benefit of debt. Agency 

costs are costs due to conflicts of interest. Two types of conflicts were identified by 

Jensen and Meckling (1976): First is the conflicts between shareholders and 

managers arising from the situation of managers holding less than 100% of the 

residual claim and second is the conflict between debt holders and equity holders 

arising from the debt contract that make equity holders invest sub optimally get only 

a small share of the gains of successful bargaining. That is, bondholders issue 

stockholders to some extent against failure of negotiations with suppliers. Increases 

in leverage increase the equity holders ’threat point in negotiating with suppliers. As 

a result, debt can increase firm value. This implies that a firm should have more debt 

for greater bargaining power and/or the market alternatives of its suppliers. 

 

2.2.2 DIVERGENT VIEWS ON OPTIMAL CAPITAL STRUCTURE 

Financial leverage influences the shareholders’ earnings and risk. In favourable 

economic situations, the earning per share increase as the leverage increases. 

However, leverage also increases the financial risk of the 

shareholders.Consequently, one cannot state accurately whether or not the value of 

the firm will increase with gearing. (Osuoha 2005). 

The effect of leverage on the cost of capital is not very clear. Conflicting opinions 

have been expressed on this issue. If leverage affects the cost of capital and the value 

of the firm, an optimum capital structure would be obtained at the combination of  
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debt and equity that maximizes the total value of the firm or minimizes the weighted 

average cost capital.(Pandey 2010).The effect of capital structure on the overall cost 

of capital in one hand been a major source of divergence among finance scholars 

(Oloyede and Akinmulegun,1999 in Dare and Sola(2010). 

Different school of thoughts that we can group into four approaches have been 

spotted.(Olowe,1998): 

1. Net income approach 

2.  Net operating income approach 

3.  Traditional approach 

4.  Modigliani and Miller theory. 

 

1. NET INCOME APPROACH:- 

Under the net income (NI) approach, the cost of debt and cost of equity are assumed 

to be debt and cost of equity are assumed to be independent of the capital structure. 

The weighted average cost of capital declines and the total value of the firm 

increases with increased use of leverage. This approach assumes that the cost of debt 

is less than the cost of equity.Osuoha (2005) has it that net income (NI) approach 

states that a firm can increase its value or lower the overall cost of capital by 

increasing the proportion of debt in the capital structure. The net income approach is 

illustrated graphically in figure 2.14.1 below: 
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Fig.2.2: Financial leverage and the cost of capital under the net income approach. 

As debt in the capital structure is increased, the weighted average cost of capital 

(KO) decreases and approaches the cost of debt since debt is a cheaper source of 

finance. The optimum capital structure would occur at the point where the value of 

the firm is maximum and the overall cost of capital is minimum. The firm under Net 

Income approach is assumed to attain maximum value and lowest cost of capital 

when it is all debt financed or has as much debt as possible. Therefore, the higher the 

gearing level, the better, as the firm approaches its optimum value. From fig.2.2,an 

optimum capital structure will occur at the point when the firm is 100% debt 

financed. 

 

 

2.NET OPERATING INCOME APPROACH 

 

Osuoha (2005) said that the net operating income approach states that the market 

value of the firm is not affected by the capital structure changes. According to Dare 

and Sola,(2010),this approach holds that financial leverage or capital structure 

Ke 

Cost capital (%) Ko 

Kd 

 Level of gearing  
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changes do not affect the market value of the firm or the weighted average cost of 

capital. The net operating income is capitalized at the overall capitalization rate or  

 

weighted average cost of capital (Ko) to get the total market value of the 

firm.Osuoha (2005) mentioned that the net operating income approach assumes that 

the market capitalizes the value of the firm as a whole. It also has an assumption that 

states the use of less costly debt funds increases the risk perception of shareholders. 

The approach assumes further that the cost of debt is constant regardless of the 

degree of leverage and is cheaper than the cost of equity. The net operating income 

approach is illustrated graphically below in fig.2.3: 

 

 

 

 

 

 

 

Fig.2.3: financial leverage and the cost of capital under the net operating income 

approach. 

From fig.2.3 above, it can be detected that Ko and Kd are constant while Ke increases 

linearly with leverage. As the cost of capital is constant at any level of leverage, 

there is no unique optimum capital structure in this approach. 
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3. THE TRADITIONAL APPROACH 

This approach is a modification to the net income approach.Olowe (1998) in Dare 

and Sola (2010) affirm that it is regarded as a middle of the road position between 

the net income approach and the net operating income approach. 

 

According to this approach, as the level of gearing increases, the cost of debt 

remains unchanged up to a certain level of gearing. Beyond this significant level,i.e 

when the amount of debt has reached a certain size the cost of debt will 

increase.Secondly,the cost of equity (Ke) rises as the level of gearing 

increases.Thirdly,the Weighted Average Cost of Capital (Ko) does not remain 

constant but fails initially as the proportion of debt capital increases and ten begins 

to increase as the rising cost of equity and possibly of debt becomes more 

significant. 

 

In the traditional approach, an optimal capital structure occurs when Ke market 

value of the firm is maximum and the cost of capital is minimum. 

The traditional approach is illustrated graphically below in fig.2.4: 
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Fig.2.4: Leverage and the cost of capital under the traditional approach. 

In figure 2.4 above, the cost of capital first decreases with leverage and latter 

increases with leverage.Also,the optimum capital structure exists where the 

Weighted Average Cost of Capital(Ko) is lowest,i.e at point ‘p’. 

Solomon (1969) in Aruogu (2003) propounds that the manner in which the overall 

cost of capital reacts to changes in capital structure can be divided into three, stages: 

 

 

STAGE ONE:-Increasing value 

 

Under stage one, the cost of equity remains constant or rises slightly with debt.But it 

does not increase fast enough to affect the advantage of low-cost debt.At this point, 

the cost of debt,Kd,remains constant or rises negligibly since the market views the 

use of debt as a reasonable policy. As a result, the value of the firm increases or the 

overall cost of capital falls with increasing leverage. Therefore as far as Ke and Kd  

are constant, the value of the firm increases at a constant rate(Ke - Kd) / Ke,as the 

amount of debt increases. 

 

STAGE TWO:-Optimum value 

 

If a firm reaches a certain degree of leverage, increase in leverage will not have any 

significant effect on the value of the firm. This is because; the increase in the cost of 

equity due to the added financial risk offsets the advantage of low cost debt. At that 

specific point, the value of the firm will be maximum and the Ko will be minimum. 
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STAGE THREE:-Declining value 

 

The value of the firm decreases with leverage, beyond an accepted limit of leverage. 

So also the cost of capital increases with leverage above the acceptable limit of 

leverage. This is because investors sensed a high degree of financial risk and 

demand a higher equity capitalization rate which offsets the advantage of low-cost 

debt.  

4. THE MODIGLIANI-MILLER THEORY (WITHOUT TAXES) 

 

Franco Modigliani and Merton Miller (1958) challenged the traditional view as to 

the effect of leverage on the cost of capital. They studied capital structure intensely 

and from their analysis, they developed the capital structure irrelevance proposition. 

They also developed a behavioural justification support for the Net Operating 

income approach.Modigliani and Miller(M-M)postulate that, in the absence of taxes, 

the value of the firm and the cost of capital remains invariant to the capital structure 

changes. They hypothesizes that in perfect markets, it does not matter what capital 

structure a firm uses to finance its activities. They theorized that the market value of 

a firm is determined by its earning power and by the risk of its underlying assets and 

that its value is independent of the way it chooses to finance its investments or 

distribute dividends. According to M-M, there is no optimum capital for firms with 

the same business of personal and corporate taxes. 

 

Modigliani and Miller made the following assumptions:- 

 

 



69 
 

 

 

1. Perfect capital market:-This implies that:- (a) Individual investors and firm can 

borrow without restrictions at the same terms. Investors behave rationally; this 

implies that the cost of buying and selling securities do not exist. 

(b)There are no transaction costs in buying and selling securities and all securities 

are infinitely divisible. 

(c)Information is costless and readily available to all investors. 

2. The average expected future operating income of a firm is represented by 

subjective random variable. 

 

3. Homogenous risk classes:-Firms can be grouped into homogenous risk classes. 

Firms are said to belong to homogenous risk class if their expected earnings have 

identical risk caracteristics.Under M-M hypothesis, firms within same industry 

constitute a homogenous class. 

 

4. No taxes:-In the original formation of their hypothesis-M assumed that no 

corporate income taxes exist. Full payout, firms distribute all net earnings to the 

shareholders, firms distribute all net earnings to the shareholders, which means a 

100% payout. They later removed this assumption in relevance of capital structure 

proposition. 

 

According to Nwezeaku (2005),most of these aforementioned assumptions are 

unrealistic and their results have always been referred to as irrelevant or M-M 
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irrelevance results / propositions.Althogh,finance scholars have started seeing the 

relevance of the results. 

 

Modigliani and Miller have postulated three basic propositions:- 

 

 

PROPOSITION 1 (IGNORING TAXATION) 

 

Given the above stated assumptions-M argue that for firms in the same risk class, the 

total market value is independent of the debt-equity mix (capital structure) and is 

given by capitalizing the expected net operating income by the rate appropriate to 

that risk  class. The proposition 1 can be expresses as follows:- 

Value of the firm=market value of equity + market value of debt 

 

                               Expected Net Operating Income 

                           =  ___________________________ 

   Expected Overall Capitalization rate. 

V =(S+D) = X/Ko=NOI / Ko 

Where: 

 

V = The market value of the firm. 

S  = The market value of the firm’s ordinary equity. 

X = The expected net operating income on the of the assets of the firm. 

Ko= The capitalization rate appropriate to the risk class of the firm. 

D =  The market value of debt. 
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The average cost of capital is a constant and is not affected by leverage. To establish 

proposition 1,Modigliani and Miller used a process likened to arbitrage. 

However, the simple principle of proposition 1 is that their capital structures, cannot 

command different market value or have different cost of capital.M-M rejected Net 

Income (NI) approach as being valid, they are of the view that two identical firms, 

except for the degree of leverages, have different market values, arbitrage will take 

place to enable investors to engage in personnel or home-made leverage  as against 

the corporate leverage to restore equilibrium in the market. 

 

PROPOSITION 2 (IGNORING TAXATION) 

If the first two propositions hold, the cut –off discount rate used to evaluate 

investment proposals will be entirely unaffected by the type of security used to 

finance the investment whatever the capital structure is. The gain from the use of 

lower-cost debt is off-set by an increase in the cost of equity, so that the Weighted 

Average Cost of Capital (WACC) remains constant. 

 

CRITICISM OF THE MODIGLIANI AND MILLER THEORY  

 

According to Pandey (2010),the arbitrage process is the behavioural foundation of 

M-M hypothesis center on the assumption of perfect market in which arbitrage is 

expected to work.The existence of imperfections in the capital market triggers the 

failing of arbitrage and the tendency of discrepancy between the market values of 
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levered and unlevered firms to rise.The arbitrage process may decline to bring 

equilibrium in the capital market because of the reasons below:- 

( a) TRANSACTION COSTS:-The pressure of transaction costs impedes the 

working of arbitrage. The costs impede the working of arbitrage. The costs involved 

in the buying and selling securities have put investors in a relevant situation of 

investing a greater amount in order to earn the same return. 

(b)INSTITUTIONAL RESTRICTIONS:-Institutional restrictions affect arbitrage 

process. The ‘home-made’ leverage is not practically feasible as a number of 

institutional investors would not be able to exchange personal leverage with 

corporate leverage. 

(c)EXISTENCE OF CORPORATE TAX:-The inclusion of the corporate income 

taxes also affects Modigliani and Miller’s conclusions. The very existence of interest 

charges gives the firm a tax advantage, which allows it to get back to its equity and 

debt-holders a larger inflow of income than it otherwise could have. 

 

(d)LENDING AND BORROWING RATES DIFFERENCES:-In practical terms, 

the assumption that organizations and individuals can borrow and lend at the same 

rate of interest is not feasible. This can be attributed to the substantial holding of 

fixed assets the firm has. This makes firms to have a higher credit standing. 

Consequently, they are able to borrow at lower rates of interest than individuals. If 

the cost of borrowing rate, then the equalization is more than the firm’s borrowing 

rate, then the equalization process will fall short of completion. 
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(e) NON-SUSBTITUTABILITY OF PERSONAL AND CORPORATE  

LEVERAGES:-The existence of limited liability of firms in contrast with unlimited 

liability of individuals clearly places individuals and firms on a different platform in 

the capital markets. If a levered firm goes bankrupt, all investors will lose to the 

extent of the amount of the purchase price of their shares. In a  case, where an 

investor creates personal leverage in the event of the firm’s insolvency, the investor 

would lose not only his principal in the shares of the unlevered company, but will 

also be liable to return the amount of his personal loan. 

2.3 EMPIRICAL STUDIES 

2.3.1 CAPITAL STRUCTURE AND CORPORATE ORGANIZATIONS  

PERFORMANCE 

Capital structure is the means by which an organization is financed (Osuji and Odita 

2012).How an organization is financed is crucial to both the managers of the firms 

and providers of funds. This is because if a wrong mix of finance is utilized, the 

performance and survival of the organization may be seriously jeopardized. This 

reveals the correlation between capital structure of a firm and its performance. A 

firm’s capital structure has an important influence on its financial performance and 

efficiency.Gosh,(2008);Margitis and Psillaki;(2007) in Chandrasekharan,(2012).If a 

firm's capital structure affects its performance, then it is reasonable to expect that the  
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firm’s capital structure would affect its health and its tendency of default(Aliu 2010). 

One of the key features that affect firm’s performance is the existence of capital 

structure. Since bankruptcy cost exists, deteriorating returns occur either with further 

use of debt in order to get the benefits of tax deduction.Therefore,there is an 

appropriate capital structure beyond which increases in bankruptcy cost  are higher 

than the marginal tax sheltering benefits associated with the additional substitution 

of debt for equity. 

Kinsman and Newman (1999) in Abul Ghafoor(2010) give the following reasons to 

study the relationship between capital structure decisions and firm performance. 

These include:first,mean debt level in firms have skyrocketed to a greater extent 

over the period of time that require an explanation of debt level impact on the 

performance, so that firms can take optimal capital structure decisions in the specific 

circumstances.Second,as the aims of managers and investors may differ, the 

comparative strengths of the particular effects of debt level on the performance of 

the firm is to assess  the relationship between debt level and shareholders wealth, 

because wealth maximization for shareholders is the major objective for the firms 

managers. 

There are divergent views on the type of performance a firm may witness as a result 

of utilizing its capital structure. Casmir and Anthony (2012) in Badar and Saeed 

(2013) said that a capital structure of a firm has a negative impact on firms  
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performance. They proved that highly leverage capital structure caused negative 

effect on firm’s performance, but it also provides tax rebate on interest expenses. 

They employed different variables to obtain results such as return on assets (ROA), 

return on equity (ROE), assets turnover ratio, firm’s size and age, asset tangibility, 

growth and industrial sector. They used different variables to obtain results such as 

return on assets, return on equity, debt to equity ratio, assets turnover ratio, firm’s 

size and age, asset tangibility, growth and industrial sector. They used ordinary least 

square(OLS) model of estimation.They proved that ROA,ROE and asset turnover 

are important measures of firm’s financial performance. They concluded that 

tangibility of assets have great impact on firm’s performance. They also concluded 

that the firms of their sample size are not utilizing their tangible assets up to their 

maximum capacity.So, assets tangibility is also a vital measure of firm’s 

performance. They could not prove the result of industry growth. 

 Badar and Saeed (2013) examine the impact of firm’s capital structure components 

and leverage on firm’s performance. Data of 10 firms of food sector was taken. All 

the firms were listed on Karachi stock exchange. They used data of five years from 

2007 – 2011.Variables used in their study are assets turnover ratio, return on assets, 

current liabilities to total assets ,long term debts to total assets and debt to equity 

ratio. Results were derived by applying multiple regression models. The result of the 

model used showed that there is a significant positive impact of long-term debts on 

firm’s performance and significant negative impact of short term debts on firm’s 

performance. Results also showed that firms using high amount of short term debts  
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are facing negative trend in performance. So, results indicate that firms must  try to 

use long-term debts to meet their daily needs. 

Gleason,Nathur and Mathur,(2000) find that firm’s capital structure has a negative 

and significant impact on firms’ performance measures; return on 

assets(ROA),Growth in sales(G sales) and pre-tax income(P tax).Therefore, high 

levels of debt in the capital structure would decrease the firm’s 

performance.(Kest,1986 in Afolabi,Simon-Oke,and Babatunde,2011). 

Titman and Wessels (1988) and Rajan and Zingales (1995) find strong negative 

relationship between debt ratios and past profitability. Models based on trade off of 

tax benefit, debt and the cost of financial distress predicts a positive relation. 

Ogbe,Patrick,Ogebe,Joseph,Alewi,and Kemi,(2013) carry out a study making a 

comparative analysis of the selected firms making a comparative analysis of the 

selected firms which are classified into highly and lowly geared firms setting a 

leverage threshold of above 10% as being highly geared. A static panel analysis was 

used to achieve the objectives of the study. Using fixed effect regression estimation 

model, a relationship was established between performance (proxied by return on 

investment) and leverage of the firms over a period of ten years. The results provide 

strong evidence in support of the traditional theory of capital structure which asserts 

that leverage is a significant determinant of firm’s performance. A significant 

negative relationship is established between leverage and performance. 
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Deesomsak (2004) in Abdul Ghafoor (2013) in his study on the Malaysian firms 

finds a negative relation of leverage level with firm performance measured by gross 

profit margin. Malaysian firms use internally generated source of funds when profits 

are high supporting the pecking order theory.Further,the relation between the 

leverage and firm performance in Singapore, Taiwan and Australian firms was 

negative but significant. 

Abor (2005) evaluates the relationship of the profitability with capital structure for 

firms listed on the Ghana Stock Exchange. He found a positive relation for the short 

term debt to total assets and return on equity because of low interest rates. 

Zeitun and Tian (2007) in his study on the Jordanian firms find a highly negative 

relation between the firm performance by employing both market and accounting 

based variables; whereas the relation among capital structure variables and firm 

performance varies across industries. The relation is insignificant between capital 

structure variables and performance variables in the engineering sector firms. 

Accounting based variables of capital structure were debt(short term, long term and 

total debt) to total assets and total debt to total equity whereas accounting based 

measure(Return on equity) has an insignificant relation with capital structure in all 

forms in Jordian firms.Further,the market based measures for performance was 

Tobin’s Q and price earnings ratio. 

Olokoyo (2012) finds a firm’s leverage to have a significant negative impact on the 

firm’s accounting performance measure(ROA).In the study, it was established that  
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all the leverage measures have a positive and highly significant relationship with the 

market performance measure(Tobin’s Q). 

Salawu (2007) carries out an empirical analysis of the capital structure of 50 selected 

non-financial quoted companies in Nigeria between the period 1990 and 2004.The 

study investigates the main determinants of the capital structure of the selected 

quoted firms in Nigeria. The study employs two different analytical techniques 

namely the descriptive statistics and the inferential statistics (panel data 

econometrics techniques) in analysing secondary data obtained from the annual 

reports of the Nigerian Stock Exchange.The descriptive analysis used in evaluating 

the selected variables are the mean, mode, median and standard deviation.The 

pooled ordinary least square (0LS) model, fixed effects model and random effects 

model are used in the analysis of data. The study also excludes the financial quoted 

companies. The empirical results show that debt financing for listed companies in 

Nigeria for the period studied corresponds mainly to a short term debt nature. 

Leverage is found to be negatively correlated with profitability. 

Chowdhury and Chowdhury (2010) examine the impact of capital structure on the 

value of shares of Bangladesh quoted firms. The study aims to provide a status on 

the extent to which a firm’s capital structure may differ and how the value of firm 

changes as a result the study analyses 77 companies from the four most dominant 

sectors of Bangladesh capital market. Cross sectional and time series fixed effect 
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model is used to analyse available data to find out the impact of capital structure on 

the firm value (expressed by the share price in the market).Cross sectional regression  

 

analysis measures the observations at the same point in time or over the same period 

but differ along another dimension. Time series analysis identifies the nature of 

phenomenon represented by the sequence of observation and forecast the future and 

observes a trend. The model used put value of the firm (share price) as dependent 

variable; firm size, profitability, public ownership in capital structure, dividend 

payout, asset and operating efficiency, growth rate is noted through sales growth 

rate, liquidity is represented by operating leverage. All the variables used as 

independent variables are considered as proxy for the capital structure decision of 

respective firm. They establish from the empirical findings that there is a strong 

positive correlation between the firm’s capital structure and value expressed by their 

share prices in the market. 

Bauer (2004) in Olokoyo (2012) examine the determinants of capital structure in 

transition economy of Czech Republic to establish if there are any differences from 

the proposals of existing theories on capital structure choices. The study employs 

data collected from financial reports of listed companies in Czech within the period 

from 2000 and 2001.The data are analysed using the ordinary least square regression 

method. The variables examined are size, return on assets (ROA), tangibility, growth 

opportunity, tax rate, non-debt tax shield and volatility. Four measures of leverage 

are also used namely book total liabilities ratio (TL), book total debt 
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ratio(TD),market total liabilities ratio(MTL) and market total debt ratio (MTD) and a 

comparative analysis is also carried out. According to the empirical results,listed 

firms in Czech exhibit lower leverage than firms in the G7 countries and firms in the  

 

majority of developing countries when measured by book total liabilities ratio. 

Czech quoted firm’s leverage is positively correlated with size, tax and negatively 

correlated with profitability makes the findings consistent with the pecking order 

hypothesis rather than the static trade off models. 

Adaramola,Sulaiman and Fapetu (2005) aim at establishing a relative relationship 

between the capital structure and corporate performance of selected quoted firms in 

Nigeria. The study use panel data from fifty quoted firms for the year 2002.The data 

are further built into three different panels. Panel one comprised of data from both 

banking and non-banking firms. Panel two has data from 25 non-banking firms 

while panel three has data from 25 banking firms. The study employs the ordinary 

least square (OLS) regression method of estimation to analyse the variables used i.e. 

earnings per share (EPS) on leverage ratio, weighted average cost of capital and 

business risk. The study reveals that capital structure has no significant impact on 

the value of non-banking firms as all explanatory variables used in the panel for the 

non-banking firms were not statistically significant from zero. On the other hand, the 

result shows that the value of the banking firms is positively affected by its capital 

structure. According to the authors, this result suggests that the concept of optimal 

capital structure is not applicable to the Nigerian banking institutions. 
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Aliu(2010) examines the effect of capital structure on the performance of quoted 

manufacturing firms in Nigeria. Simple regression was used as a tool of data 

analysis and the result reveals that leverage has significant positive effect on the  

 

performance of quoted manufacturing firms in Nigeria showing that firm that has 

high profitability and good performance have less debt. 

Krishan and Moyer (1997) in Aliu (2010) find a negative and significant impact of 

total debt to total equity (TD/TE) on return on equity (ROE), 

Mathur and Mathur,(2010) reveal that firms capital structure has a negative and 

significant impact on firm’s performance measures; return on assets, growth in sales 

and pre-tax income.Therefore,level of debt in the capital structure would reduce the 

firm’s performance.  

Rao and Syed,(2007) in Osuji and Odita,(2012) also confirm negative relationship 

between financial leverage and performance of a firm. These include liquidity, age 

and capital intensity. 

Ibrahim,(2009) in Ogbe,(2012) investigates the impact of capital structure choice on 

firm performance in Egypt, using a multiple regression analysis in estimating the 

relationship between leverage level and firm’s performance, the study covered 

between 1997 and 2005.Three accounting based measures of financial 

performance(return on equity, return on assets and gross profit margin)were 

employed in the study.The result brought to light that capital structure choice 
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decision in general,has a weak-to-no impact on firm’s performance.P-

Eriotis,Frangouli and Ventoura (2011) in Badar and Saeed(2003) reveal that firms 

financed with equity are more profitable as compared to those financed by debt. If 

the amount of debt is high than a part of its profits is given as interest which  

 

ultimately reduces its profits.Consequently, capital structure choice has crucial effect 

on the firm’s performance. 

Onaolapo and Kajola (2010) in their study on the non-financial listed firms in 

Nigeria discover that leverage has a significantly negative relation with performance 

in Nigerian firms. 

Schiantakelli and Sembenelli, (1999) investigate the effects of firm’s debt maturity 

structure on profitability for Italy and United Kingdom. They revealed a positive 

relationship between debt maturity and medium term performance. 

Ali,Zia and Razi,(2012) in their study on the impact of capital structure on the 

profitability of petroleum sector in Pakistan reveal a significant and positive impact 

of capital structure on the profitability of the petroleum sector. A total of 12 

companies were selected randomly for the study and taken ten years data from 2001 

to 2010.The study in overall analysis, reveals that capital structure has a significant 

analysis but the individual analysis of every company has no significance because 

every company has their own capital structure. 

 Muritala,(2012) examine the effect of capital structure on firm’s performance in 

Nigeria. The study hypothesize negative relationship between capital structure and 
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operational firm performance.However,the results from panel least square(PLS) 

confirm that asset turnover,size,firm’s age and firm’s asset tangibility are positively 

related to firm’s performance.The study finds a negative and significant relationship 

between asset tangibility and ROA as a measure of performance in the model. 

 

Dare and Sola (2010) find a positive relationship between earnings per share and 

leverage ratio. The study which is on the capital structure and corporate performance 

in Nigeria petroleum industry. Panel data analysis also finds there is a positive 

relationship between dividend per share and leverage. 

Uremadu and Efobi (2012) in their study on the impact of capital structure and 

liquidity on corporate returns in Nigeria: Evidence from manufacturing firms, find 

negative and significant influence of value of long-term debt, ratios of long debt to 

total liability, and ratios of short term debt to total liability, on returns,and positive 

and significant effects of domestic liquidity rate, ratios of long-term debt to equity 

capital and value of short-term debt on profitability. The researchers make use of 

data sourced from the financial statements of 10 selected firms covering 2002 -2006. 

Babalola (2002) examines in his study the effects of optimal capital structure on 

firm’s performances in Nigeria. The study investigate the relation between return on 

equity(ROE) and the capital structure for a sample of 10 firms from 2000 to 

2009.The researcher explore the empirical implications that there exists an optimal 

capital structure. Under trade-off theory and the optimal capital structure of 

manufacturing firms. The results show that the manufacturing industry’s capital 
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structure in Nigeria is consistent with trade off theory, and that the corporate 

performance is a non-linear function of the capital structure. 

Krishan and Moyer,(1997) in Aliu (2010) found a negative and significant impact of 

total debt to total equity (TD/TE) on return on equity(ROE). 

Mathur and Mathur,(2010)said that firm’s capital structure has a negative and 

significant impact on firm’s performance measures return on assets, growth in sales, 

and pre-tax income.Therefore,high levels of debt in the capital structure would 

reduce the firm’s performance. 

Akinyomi (2013) investigates the effect of capital structure on firm performance 

using a case study of Nigerian manufacturing industry. The results revealed that each 

of debt to capital (DC), debt to common equity (DCE) and short term debt to total 

debt (SDTD) and Age is significantly and positively related to equity (ROE).The 

hypothesis tested in the study confirmed that there is significant relationship between 

capital structure and financial performance using both Return On Assets and Return 

On Equity(ROE). 

Tinusa and Babalola (2012) used panel data methodology to investigate the impact 

of corporate governance on capital structure decision of Nigeria firms. The study 

found that corporate governance has important implications on the financing 

decisions of the firm. 

Omorogie and Erah (2010) study capital structure and corporate performance in 

Nigeria between 1995 and 2009 employing Ordinary Least Square (OLS) techniques 

of model estimation. It was found that capital structure has not sustained effective 
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funding required for growth and development of firms because of its high rate of 

growth. 

Chandrasekharan (2012) conducted a study using 87 firms out of the population of 

216 firms listed on the Nigerian Stock Exchange for a period of five years(2007-

2011) from static trade-off, agency and pecking order point of view. He employed 

the panel multiple regression analysis and the study revealed that for the Nigerian 

listed firms: firm’s size, growth and age are significant with the debt ratio of the 

firm, whereas, profitability and tangibility are not. 

Babalola (2014) in his study of effect of capital structure on manufacturing firms 

with audited financial statements for a period of 14 years(1999-2012).Using 

regression analysis, he concludes that the manufacturing industry`s capital structure 

in Nigeria is consistent with trade-off theory and the hypothesis tested that the 

corporate performance is a non-linear function of the capital structure. 

 

Simon-Oke and Afolabi (2011), using a study of five quoted firms within a period of 

nine years (1999-2007) from the static –trade off and agency cost theory point of 

view. They used the panel data regression model and revealed in their study a 

positive relationship between firm’s performance and equity financing as well as 

between firm`s performance and debt-equity ratio. There is a negative relationship 

that exists between firms performance and debt financing due to high cost of 

borrowing in the country. 
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Nwankwo(2014) in a study of effect of capital structure of Nigeria firms on 

economic growth reveals that capital structure of firms in Nigeria has a long-term  

relationship with the growth and development of Nigerian economy. The study 

utilized regression analysis and ordinary least square techniques. 

Akeem,L et.al(2014) examine the effect of capital structure on firm`s performance 

with a case study of manufacturing companies in Nigeria from 2003 to 2012.They 

used descriptive and regression techniques. Variables such as return on asset, return 

on equity, total debt to total asset, and total debt to equity ratio were used to 

determine their input on firm performance. Performance was represented by ROI 

and ROA, while total debt to total asset and total debt to equity ratio were proxies 

for leverage. Their findings revealed that total debt and debt to equity ratio are 

negatively related to firm performance. 

Akintoye (2008) carries out a study on the sensitivity of performance to capital 

structure on selected companies in Nigeria. The study used Earnings Before Interest 

and Taxes (EBIT), Earnings Per Share (EPS) and Dividend Per Share(DPS) as 

measures of performance. Degree of Operating Leverage (DOL and Degree of 

Financial Leverage (DFL) as measures of leverage. Ordinary Least Square method 

was used to estimate the regression equation and the results showed positive 

associations between debt ratio, firm size and growth, while asset tangibility, risk, 

corporate tax and profitability are negatively related to debt ratio. 
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Dada (2014) in his study on the effects of capital structure on the financial 

performance of large industrial listed firms in Nigeria using the panel data of Nigeria 

firms reveals a strong relationship between the leverage level and the value of the  

firm. The effect of leverage on ROE was positive and significant and the effect of 

leverage on ROA was also positive and significant. 

Onaolapo and Kajola (2010) conducted a study on the impact of capital structure and 

performance of Nigerian firms focusing on the non-financial firms for a period of 

seven year (2001-2007) from agency cost theory point of view. The study revealed 

that capital structure represented by debt ratio has a significantly negative impact on 

firm`s financial measures, return on asset (ROA) and return on equity(ROE). 

Semiu and Collins(2011),using a sample size of 150 respondents and 90 firms were 

selected for both primary data and secondary data respectively for a period of five 

years(2005-2009) from the relevance, pecking order, the free cash flow, the agency 

cost and the trade-off theory point of view. They employed the descriptive statistics 

and Chi-Square analysis and suggested that a positively significant relationship 

exists between a firm`s choice of capital structure and its market value in Nigeria. 

Akinmulegun (2012) examines the effect of financial leverage on corporate 

performance of some selected companies in Nigeria.Levearge is surrogated with 

debt-equity ratio and net assets per share and earnings per share represented 

performance.The findings revealed the negative relationship between leverage and 

earnings per share, while  a positive relationship between leverage and net assets per 

share. 
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Ishaya and Abduljeleel (2014) examine capital structure and profitability of Nigerian 

listed firms from the Agency cost theory perspective with a sample of seventy (70) 

out of population of two hundred and forty five firms listed on the NSE for a period 

of ten (10) years,2000-2009.Panel data for the firms were generated and analyzed 

using fixed-effects, random-effect and Hausman Chi-square estimation. Two 

independent variables which represented capital structure were used in the study: 

debt ratio and debt and equity ratio, while profitability as the only independent 

variable. The result shows that debt is negatively related with Profitability, but 

equity is directly related with profitability.  

Ebaid (2009) carries out a research on  the impact of capital structure choice on 

performance of 64 firms from 1997 to 2005 in Egyptian capital market. He 

employed three accounting based measures; ROA, ROE and Gross Profit Margin 

and concluded the capital structure choices generally has a weak-to-no-impact on 

firm performance. 

Arabiyan and Safari (2009) investigate on the effects of capital structure on 

profitability using 100 Iranian listed firms from 2001 to 2007.They found short term 

and total debts are positively related to profitability (ROE) and a negative relation 

between long-debt and ROE. 

Ur Rehman (2013) investigates on a relationship between financial leverage and 

financial performance. Empirical evidence of listed sugar companies of Pakistan. 

The results show the positive relationship of debt equity ratio with ROA and sales  
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growth and negative relationship of debt equity ratio with  EPS,net profit margin and 

ROE. 

Rao,Al-Yahyaee and Syed (2007) in their study on the capital structure and financial 

performance: evidence from Oman.The results of the study suggest that contrary to 

trade off theory of capital structure, there is a negative association between level of 

debt and financial performance. This can be attributed to the high cost of borrowing 

and the under developed nature of debt market in Oman. 

Ong and Tech (2011)examine the capital structure and firms performance of 

construction companies for a period of four years(2005-2008) in Malaysia. Long 

term debt to capital, debt to asset, debt to equity market value, debt to common 

equity, long term debt to common equity wer5e used as proxies as the independent 

variables (Capital structure), while return on capital, return on equity, earnings per 

share, operating margin, net margin were used to proxy the corporate 

performance.The result shows there is relationship between capital structure and 

corporate performance. 

Pratomo and Ismail (2006) examine the capital structure and the performance of 

Islamic banks of Malaysia. Profit efficiency of a bank was set as an indicator of 

reducing agency cost and the ratio equity of a bank as an indicator of leverage. Their 

findings reveal the higher the leverage (or a lower equity capital ratio), the higher the 

profit efficiency. 
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Khalaf(2003) using a sample of 45 manufacturing companies listed on the Amman 

Stock Exchange were used for this study which covers a period of five years from 

2005-2009.Performance indicators like ROA and profit margin were used. Short-

term debt to total assets, long term debt to total assets and total debt to equity were 

proxies for capital structure. Multiple regression analysis was the technique used in 

the study. The results reveal there is a negative and insignificant relationship 

between short-term debt to total assets and long term debt to total assets and return 

on assets and profit margin. 

Puwenthiren (2011) investigates on the capital structure and financial performance 

of selected companies in Colombo Stock Exchange between 2005-2009.Capital 

structure was surrogated by debt, while gross profit, net profit, return on 

investment/capital employed and return on asset were used to proxy performance. 

The results revealed that the relationship capital structure and financial performance 

is negative. 

Holz (2002) finds that capital structure (debt ratio) related positively with the firm 

performance, the result ascribes to the willingness of firms managers to finance their 

projects by borrowing and use the money optimally to maximize the firm 

performance. 

Dessi and Robertson(2003) in Souadi and Hayajneh (2013) find  financial leverage 

affect positively on the expected performance, where they explained that this result 

to low growth firms attempting to depend on borrowing for utilizing the expected  
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growth opportunities and investing borrowed money at the profitable projects, 

therefore it will increase the firm performance. 

Tinyu He (2013) investigates on the comparison of impact from capital structure on 

corporate performance between Chinese and European listed firms from 2003 to 

2012.The study employed performance proxies such as Tobin`Q, firm`s size, asset 

growth, sales growth and liquidity index, while, leverage was surrogated by total 

debt to total assets. The results shows capital structure has a significant negative 

effect on firm performance in china, whereas, significant positive effect in two 

European countries before financial crisis occurred in 2008. 

 

By contrast, most of the researches reviewed indicated a negative and significant 

relationship between capital structure and firm performance which is contrary to the 

Trade-off theory, while few of the authors like Semiu and 

Collins(2011),Aliu(2010),Schiantakelli and Sembenelli(1999),Pratomo and 

Ismail(2006),Dada(2014),Dessi and Robertson(2003) in Souadi and Hayajneh 

(2013),Holz (2002) etc, brought to the revelation that capital structure has a 

significant and positive relationship with the firm performance. Some of them like 

Tinyu He (2013),Arabiyan and Safari (2009), Ishaya and Akintoye 

(2008),Akinmulegun (2012)  etc have  mixed result of positive and negative 

relationship between capital structure and firm performance. All most all their 

studies supported the traditional theory of capital structure which asserts that 

leverage is a significant determinant of firm’s performance, except Khalaf (2013) 

and Ebaid(2009) who revealed the negative/weak and insignificant/no relationship 

between leverage and firm performance.Therefore,with these gaps observed from 

these studies, the study attempts to bridge those gaps by extending the year of 

assessment to twenty years(20),a period considered moderately longer.The study 

also utilizes turnover(sales)growth  as firm performance proxy in addition to the 

popular firm performance indicators such as return on assets and return on equity. 
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CHAPTER THREE 

RESEARCH METHODOLOGY 

3.1 DATA COLLECTION 

The scope of this study is to span from 1993 to 2012.We have twenty years period 

for the scope of the study which is a pretty good period to observe trends in the 

variables used, so as to come out with reasonable results and predictions. Primary 

data which are sometimes collected through personal interview or questionnaires are 

not used in this study. For the purpose of this study, only secondary method of data 

collection was utilized i.e textbooks, annual reports,journals,other published 

materials, Nigerian Sock Exchange fact books and the annual financial statements of 

the selected firms for the periods 1993 to 2012 bearing the flow of financial 

activities.The target population for the study consists of Twelve (12)  and these firms 

were selected from different sectors of the economy .The firms include: Total 

Nigeria Plc,RT Briscoe Plc,UACN Plc,Julius Berger,Guiness Nigeria Plc,Nigerian 

Breweries,7 UP,Nestle Nigeria Plc,Unilever Nigeria Plc,PZ industries, Nigerian 

Bottling Company and Mobil Oil Nigeria. The aforementioned selected firms were 

used because of the consistency of their financial activities reports which span from 

1993 to 2012.In each of the firm, debt, equity,turnover growth, return on assets and 

return on equity were extracted from the data for 20 years under study. 

 

 



93 
 

 

3.2 METHOD OF ESTIMATION 

The data used in this study is presented in ratios. An econometric technique of 

pooled ordinary Least Square (OLS) model was employed in the study. Descriptive 

statistics which involve the use of mean,median,maximum and minimum value was 

used to evaluate the selected variables. Other measures of descriptive estimates like 

the standard deviation and variance were also employed so as to see the degree of 

variability of these estimates. 

3.3 METHOD OF DATA ANALYSIS 

The nature of the data collected determines the type of tool to be adopted for 

analysis. For the purpose of this study, multiple regression technique was used as a 

tool of analysis. This is for the reason that the study determines the effect of capital 

structure represented by leverage which is the independent variable on the firm’s 

performance represented by Return on equity, Return on assets and Turnover growth 

of the selected corporate organizations in Nigeria.Thus, the study has one dependent 

variable and three independent variables. The F-test was used to test the overall 

significance of the explanatory variables taken together, while the student t-test was 

used to test for the significance of each explanatory variable or performance 

indicators. 

The empirical estimation results were analysed using the F-statistic and p-value. The 

F-statistic enables us to test the overall significance of the estimated regression.  
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The higher the value of the F-ratio calculated, the greater the overall significance of 

the estimated regression. If the F-ratio calculated is greater than F-values, the F-

statistic shows that there is a high degree of associated between the dependent and 

independent variables. 

Descriptive statistics such as mean, median, standard deviation etc. were used. 

The coefficient of multiple determination ( R
2
) was used to test for goodness of fit of 

the study. 

3.4 MODEL SPECIFICATION 

The researcher adopts the model used by Khalaf (2013) with little modification to 

suit the researcher’s need. In this study, a multiple regression analysis is used with 

leverage (capital structure) as dependent variable, while components of performance 

indicators are treated as independent variables. The model is presented thus as: 

LEV=f(ROE,ROA,TURN)………………………………………….3.1 

Explicitly, the model could be stated as 

LEV=β0+β1ROE+β2ROA+β3TURN+e…………………………......3.2 

Where: LEV= dependent variable. 

ROE,ROA,TURN = independent variables 

Β0 = intercept 

β1, β2,β3 = coefficient of X1,X2 and X3 

e = estimated error variable. 
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3.5 JUSTIFICATION OF THE CHOSEN VARIABLES 

The dependent variable which is Leverage (capital structure) is calculated by 

dividing total debt by equity. This calculation of leverage was based on the work of 

Aliu (2010).Leverage ratio gives an idea how indebted a company is and the equity 

it has at its disposal. Leverage ratios measure how leveraged a company is, and a 

company’s degree of leverage. 

The value or performance of the firm is measured using firm performance indicators. 

The following performance indicators are used: Return on equity, Return on assets 

and Turnover (Sales) growth. These indicators are used in this study as dependent 

variables. 

1.Return on asset can be viewed as a measure of management’s efficiency in 

utilizing all the assets under its control regardless of source of financing.ROA will 

be used as a measure of the firm’s performance based on the works of 

Ebaid(2009),Olokoyo (2012) and Abor(2005).ROA is calculated by dividing Profit 

After Tax by Total assets. 

2. Return on equity will be used as another measure of firm’s performance based on 

the works of the following: Dada (2014).Return on equity reveals the rate of return 

the company is earning on the total funds that shareholders of the company have put 

in. It can be calculated by dividing the Profit After Tax by Shareholders’ fund 
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3. The last measure of firm’s performance is turnover growth which is based on the 

work of Ur Rehman (2013). Turnover (sales) growth refers to the gross earnings of 

companies from the external parties. It assess whether the company has been 

improving on sales compared to competitors in the industry. 

3.6 REGRESSION ANALYSIS 

The regression parameter will be computed on the following formulae: 

               ∑X1Y1 –  ( ∑ X1) (∑Y1) 

               N∑X1
2       (∑X1)

2 

 And                     ∑Y1 - bi∑ Xi 

                                    N 

Source: - Nworuh (2001) 

 

The correlation coefficient (R
2
 ) will be determined using 

                      ∑X1Y1 – (∑X1) (∑Y1) 

            √N{∑X1
2
 –(∑X1)

2
}  {N∑Y

2
 – (∑Y)

2
} 

Source:- Nworuh (2001) 

 

 

The coefficient of determination (R2) will be calculated using the formula 

            SSR                    b1∑XY - N∑X∑Y 

            SST                     ∑Y
2
 – N (∑Y)

2 

 

  Source:- Nworuh (2001) 
 

 

The testing of the significance of the multiple regression models for this study was 

undertaken with the help of the Analysis of Variance table 3.1 shown below. 

a1       = 

- 

 a0     = 

R  = 

R2   =    = 
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TABLE 3.1 ANOVA TABLE 

Source of 

variable 

Sum of Square Degrees of 

Freedom 

Mean of 

Square 

F-ratio 

Regression SSR    ∑Y
2
R

2
 K MSR   SSR 

            K 

F*     MSR 

        MSE 

Error SSE=∑Y
2
-∑Y

2
R

2
 n-k-1 MSE       SSE 

              n-k-1 

 

Total SST=∑Y
2
- (∑Y)

2
 

                    N 

n-1   

Source: Nworuh,(2001) 

Where: 

SSR=Sum of Squares of Regression 

SSE=Sum of Squares of Error 

SST=Sum of Squares of total variance 

K=number of explanatory variable (3) 

n = number of observations (20) 

In multiple regressions, the correlation coefficient(R), the coefficient of 

determination (R
2
),the t-ratio and F-ratio were obtained using the electronic 

computer. 

= = 

= 

= 
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3.6.1 THE COEFFICIENT OF DETERMINATION (R) 

The multiple coefficient of determination (R
2
) measures the proportion of the total 

variation in the dependent variable(Y) that is Leverage (LEV), that is explained by 

total liabilities divided by equity. This is computed using the formula: 

R
2
= SSR   =      Explained Variation 

       SST          Total Variation                        0  ≤  R 
2 
≤ 1 

 

Where: 

SST=Total sum of squares 

SSR=Regression sum of squares 

 

3.6.2 THE CORRELATION COEFFICIENT( R ) 

The multiple coefficient (R) measures the strength of association existing between 

Leverage and the selected indicators of corporate performance. This is calculated 

using the following formula: 

R= ±√R
2
 

Where:  -1  ≤   R  ≤  1                  
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3.6.3 THE SIGNIFICANT TEST 

The significance of our multi-variety estimates is tested using a combination of F-

ratio test and the t-test statistics. 

3.5.5 THE F-RATIO TEST 

The F-test is a test of significance of R
2
.In other words, it shows whether there is a 

significant relationship between the dependent variable Y and the independent 

variables X1, X2 and X3.If R
2
 is found statiscally not significant, this implies that 

there is no linear relationship between Y and X,that is, the true b’s are zero 

(Koutsoyiannis,1997).While the F-statistic in relation to the F-significant tells us 

whether the variable in  model bring significant information. In other words, it is test 

of the models reliability in predicting and explaining the dependent variable by the 

independent variables. 

This is computed using the formula as indicated on the ANOVA Table. 

F*        MSR 

            MSE 

 

DECISION RULE: F-RATIO 

Having computed the F-value, the null hypothesis (Ho) is accepted at α=0.05 

significant level if: 

F< F (1-αk,n-k-1)degree of freedom. 

 

= 
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Otherwise,H0 is rejected in favour of the alternative hypothesis(HA),for a one-tail 

test.Here,F1-αk,n-k-1 degree of freedom is the critical value obtained from the F-

distribution table. 

3.5.6 THE STUDENT T-TEST 

If the F-ratio rejects the null hypothesis, that is accepting that there is a significant 

linear relationship existing between the dependent variable and the set of 

independent variables, then the student t-test is carried out to find out which of the 

independent variables contribute(s) to the significance of linear relationship 

established by the F-ratio. The t-test value is using the formula: 

          R         n-2     for n-2 degrees of freedom 

                   1 -R
2 

 

DECISION RULE: 

The null hypothesis (H0), that is,β=0 is accepted at α= 0.1 significant level and n-k-1 

degrees of freedom if t-calculated < t1-α/2.n-k-1 

Where: 

 t1-α/2,n-k-1 is the critical value obtained from the t-distribution table. Otherwise, 

the alternative hypothesis (HA), that is β ≠0 is accepted if t-calculated ≥t1-α/2,n-k-1 

 

 

t   = 
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CHAPTER FOUR 

DATA PRESENTATION AND ANALYSIS 

 

4.1 DATA PRESENTATION AND ANALYSIS 

Table 4.1: The aggregate values of both dependent and independent variables 

for the selected quoted corporate organizations within the period of the study 

YEARS 

LEVERAGE 

(LEV.)% 

RETURN ON 

EQUITY(ROE)% 

RETURN ON 

ASSETS (ROA)% 

TURNOVER GROWTH 

(TURN.)% 

1993 2.6 3.2 3.0 2.1 

1994 2.6 3.5 3.2 3.0 

1995 3.3 3.2 2.4 2.8 

1996 3.5 4.1 3.5 3.0 

1997 3.4 4.0 3.5 3.0 

1998 2.9 3.0 2.4 2.9 

1999 3.4 3.6 3.5 3.3 

2000 2.5 2.6 2.5 2.4 

2001 2.0 3.0 2.8 3.1 

2002 2.0 3.5 2.2 2.5 

2003 2.6 4.1 4.0 3.6 

2004 2.5 4.4 4.0 3.7 

2005 3.3 5.7 4.4 3.8 

2006 4.1 5.6 4.0 4.8 

2007 5.1 5.3 4.0 4.8 

2008 4.5 4.9 4.8 2.5 

2009 5.2 5.3 4.7 5.1 

2010 3.4 3.5 3.4 3.0 

2011 2.0 4.0 3.8 4.0 

2012 2.8 3.5 3.0 2.4 

 

Source:NSE Fact Books (1995-2012) 
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The table  4.1 above shows the aggregate values of the debt-to-equity ratios of the 

firms under study. The selected firms recorded the combined high leverage ratios in 

years 2006.2007,2008 and 2009 respectively. The trend can be attributed to the 

global economic recession which exerted much influence on the equity of firms 

under review. The shareholders ‘equity suffered a decrease because of world 

economic meltdown. During this period, firms adopted more debt financing and this 

implies that they used more leverage and also the cost of borrowing was high too. It 

is worthy to note that as debt/equity ratio increases, the risk of leverage also 

increases and change in the company’s situation can cause the leverage to affect 

firms negatively. The years 1993, 1994, 1995,1996,1998,2000,2001,2002,2011 and 

2012 respectively witnessed low aggregate debt-equity ratios. This brings to the fore 

that these firms were conservative in their financing. Companies with low debt-

equity ratio have low risk. Consequently, it results in fewer possibilities of large 

losses or large gains in earnings. Debt-equity ratios vary significantly from one 

industry to another, so what is high for one company may be normal for another 

company in a different industry. 

 

Generally, the leverage ratios of years under review showed a positive relationship 

that states that the debt contributes positively to firm value. The firms under review 

within the 20 year period did not really take the advantage of the increased profits 
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that financial leverage may bring. Although, capital intensive industries among the 

selected firms under review had higher debt-equity ratios than the low-capital  

 

intensive counterparts. This is because these capital intensive firms must have 

purchased more properties, plants and equipment to operate. 

The ROE ratios revealed a slight increase and decrease at yearly interval. The most 

significant decrease occurred in years 1993, 1994,1995,1998,2000,2002,2003,2010 

and 2012 respectively. The decrease in 2010 and 2012 can be attributed to the 

recovery from the global economic recession. The ROE is an indicator of company’s 

profitability by measuring how much profit the company generates with the money 

invested by shareholders. Generally, industries which are capital intensive and with a 

low return on equity have a limited competition. 

The return on assets (ROA) is widely regarded as the most useful measure to test 

firm performance. The ROA ratios reveal how much of earnings are been derived 

from each naira of assets an organization control. From the above table 4.1, the 

selected firms recorded appreciable earnings derived from each naira of their assets 

in years, 2003, 2004, 2005,2006,2007,2008 and 2009 respectively. 

 

Turnover (Sales) growth ratios showed in table 4.1, an increase and a decrease trend. 

Turnover growth refers to the gross earnings of companies from the external parties. 

It assess whether the firm has been improving on sales compared to competitors in 
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the industry. The firms used in the study witnessed high ratios in 2006,2007,2009 

and 2011. 

Table 4.2: The descriptive statistics of all the variables used in the study. 

 LEV ROA    ROE TURN 

 Mean  3.185000  3.455000  4.000000  3.290000 

 Median  3.100000  3.500000  3.800000  3.000000 

 Maximum  5.200000  4.800000     5.700000  5.100000 

 Minimum  2.000000  2.200000  2.600000  2.100000 

 Std. Dev.  0.944945  0.767412  0.923950  0.854647 

Skewness  0.767495  0.025498  0.538509  0.782180 

 Kurtosis  2.805670  2.061242  2.146518  2.662463 

     

 Jarque-Bera  1.994963  0.736557  1.573665  2.134292 

 Probability  0.368807  0.691925  0.455285  0.343989 

     

 Sum  63.70000  69.10000  80.00000  65.80000 

 Sum Sq. Dev. 16.96550  11.18950  16.22000  13.87800 

     

 Observations  20  20  20  20 

Source: E-view version 7.0 statistical package  
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The table 4.2 shows the descriptive statistics of all the variables used in the study. 

The descriptive statistics are used to describe and summarize the behaviour of the 

variables in the study, 

Leverage measured by debt or liabilities divided by shareholders equity has a mean 

of  3.19,while that of return on equity  which is measured by Profit After Tax 

divided by Shareholders equity is 3.46.These results indicate that the debt level of 

the selected firms is 3.19% of their equity. Also on the average N4 was earned as 

after tax profit on every N100 equity share issued. The ROA which is measured by 

Profit After Tax divided by total assets has an industrial average of 3.46. Turnover 

growth which is measures the difference between the current year’s turnovers and 

expresses the same as a percentage of the previous year’s turnover has a mean of 

3.29. 

The highest leverage is 5.2 and the lowest is 2.9.The gap seems to be wide but there 

was a fair distribution of samples. The maximum return on equity is  5.7 and the 

lowest is 2.6.The highest turnover growth is 51% and the lowest is 21%, while the 

maximum  return on assets is 5.1 and its minimum is 2.1. 

The standard deviation of leverage is 0.94,ROA is 0.76,ROE is 0.92 and turnover 

growth is 0.85.The highest independent variable standard deviation figure is Return 

on Equity(ROE), which is 0.92. 
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Also, all the variables showed positive skewness. Leverage has 0.76, ROA has 

0.02,ROE is 0.53 and turnover growth has 0.78 respectively.  

Table 4.2 also reveals the nature of capital structure and corporate performance. 

According to Badar and Saeed (2003), for the performance of firms to be enhanced, 

there must be good combination of debt and equity financing. Firms under study 

utilized a combined moderate ratio of capital structure as revealed by the mean of 

3.16.This moderate amount engineered a good performance among the firms. Also 

the highest ratio of capital structure which is 5.2 is fair in comparison to the number 

of firms under study and this reveals lack of bankruptcy among the firms. 
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4.2 STATIONARY TEST 

One of the tests to determine the stationary and non-stationary nature of data is the 

unit root test. The unit root test is used in the study to test for the stationary and non-

stationary nature of the data. 

4.2.1 THE UNIT ROOT TEST  

The unit root test is carried out to determine whether the data set is stationary or not 

and the order of integration. From the output table below, all the variables at first 

difference turned stationary. 

Table 4.3 THE SUMMARY OF THE UNIT ROOT TEST RESULTS 

 

 

Variables t-stat Critical value Order of integration Prob* Sig. 

LEV -3.040391 0.05 1
st
 difference 0.0122 ** 

ROA -3.040391 0.05 1
st
 difference 0.0000 ** 

ROE -3.098896 0.05 1
st
 difference 0.0365 ** 

TURN -3.040391 0.05 1
st
 difference  0.0000 ** 

 

Source: E-View statistical package version 7 
 

 

In the above table 4.3, all the variables – Leverage, Return on Assets, Return on 

Equity and Turnover growth were observed to be stationary at first difference. This 

reveals their non-stationary nature at the normal level. The prob* of all the variables 

are less than 0.01 and 0.05 respectively and these results confirm  the stationary 

nature of the variables data. 
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4.3 INTERPRETATION OF MULTIPLE REGRESSION RESULTS 

The multiple regression was carried out using Ordinary Least Square model 

Table 4.4: The multiple regression results 

Dependent Variable: LEVERAGE   

Method: Least Squares   

Date: 12/04/15   Time: 16:45   

Sample: 1993 2012   

Included observations: 20   

LEVERAGE=C(1)+C(2)*RETURN_ON_ASSETS_ROA_+C(3)  

        *RETURN_ON_EQUITY_ROE_+C(4)*TURNOVER_GROWTH_TURN_ 

        _    
     

     

 Coefficient Std. Error t-Statistic Prob.   
     

     

                       C(1) 0.242495 0.820692         2.29547 0.00771 

C(2) 0.163990 0.432944                  2.37870 0.00709 

C(3) 0.516810 0.426634                  3.21130 0.00243 

C(4) 0.093823 0.306718                  2.30580 0.00763 
     

     

R-squared              0.574720     Mean dependent var 3.185000 

Adjusted R-squared 0.576239     S.D. dependent var 0.944945 

S.E. of regression 0.746304     Akaike info criterion 2.429488 

Sum squared resid 8.911509     Schwarz criterion 2.628635 

Log likelihood -20.29488     Hannan-Quinn criter. 2.468364 

F-statistic 4.820129     Durbin-Watson stat 2.379788 

Prob(F-statistic) 0.014110    
     
     

 

Source:E-view version 7.0 statistical package  

From table 4.4, the model can be written in this form: 

LEV=0.52ROE+0.16ROA+0.09TURN 
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In table 4.4,OLS model posted an R-Square of 57.4%,Adjusted R-Square 

57.6%,Standard Error  0.746304,Log.Likelihood -20,29488,Durbin Watson 

2.379788,Akaike Information criterion  2.429488,F-Statictics 4.820129  and 

Schwarz Criterion 2.628635.In order to confirm the specification status of  the 

model, the researcher employ the analysis of variance or ANOVA,since  F-ratio 

calculated  4.8  is greater than  F ratio critical (3.24 ) at 5% Alpha level. We 

conclude thus: that leverage has a significant relationship with the level of corporate 

performance of quoted firms in Nigeria. 

The coefficient of multiple determination,R
2
 of 57% is significant and positive 

showing that between leverage and variables like return on equity, return on assets 

and turnover growth, there is a significant relationship. Also, it corroborates the 

result of the multiple regression model that leverage is playing a significant role in 

measuring return on equity, return on assets and turnover growth and the positive 

nature of the correlation coefficient explains the model in the multiple regression 

y=β0 +β1X1+β2X2+β3X3+e.The result of the model reveals that for every N1 increase 

in leverage brings about  N4.8K increase in the variables,ROE,ROA and Turnover 

growth combined. 

The co-efficient  of multiple determination suggests that 57.4% variation in leverage 

is jointly caused by ROE,ROA and Turnover growth in the firms under study. The 

remaining 42.6% is captured by other factors which are not included in the model, 

but rather by error terms in the model. 
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According to Granger and Newbold (1974), R
2
> d (d =Durbin Watson) is a good 

rule of thumb to suspect that the estimated regression suffers from spurious or 

nonsense regression. In the study, the coefficient of multiple determination is 0.57 is 

which less than the value of Durbin Watson of 2.4.Therefore,the regression in this 

study is non-spurious.Also,the estimated F-value,4.8 is strongly significant because 

the p-value is zero(0.014). 

When the error term in one time period is correlated with the error term in the 

previous time period, we face the problem of autocorrelation.  

When p = 0 and value of Durbin Watson is approximately 2, there is no 

autocorrelation (Osuala,2009).From the multiple regression table above, there is a 

revelation of the absence of autocorrelation. 

The coefficient of multiple determination, R
2 

also corroborates the result of the 

regression model that leverage plays a significant role in measuring return on equity. 

The effect of leverage on ROE which is calculated by dividing Profit After Tax by 

Shareholders’ equity is positive, that is, increase in debt-equity ratio brings an 

increase to ROE. One of the several ways of increasing a firm’s return on 

equity(ROE) is by introducing more leverage. Taking up more leverage has the 

effect of enhancing the ROE of the firm. But at the same time, it exposes the 

company to certain risks due to the fixed costs of the interest charged by the lender 

and the timely repayment obligations of the principal amount according to the 

preferences of the lender. The denominator in the equation for ROE is shareholders’  
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equity, which simply means assets-liabilities. This means that a company takes on 

more debt, its liabilities increase, which reduces shareholders’ equity, which will 

increase return on equity. Using more debt will favour return on equity when 

economic conditions are not in good shape, and then increase in debt may hurt return 

on equity. 

The effect of leverage on one of the explanatory variables named turnover growth 

can also be explained using the co-efficient of multiple determination,R
2
.This 

corroborates the result of the regression model that leverage is playing a vital role in 

measuring turnover growth. Turnover growth shows whether the company has been 

improving on sales compared to competitors in the industry and that price cannot be 

unduly raised without foreign investor, the potentials of the company and its market. 

Higher sales are shown to be associated with greater debt (McAndrews and 

Nakamura,1992).Companies can record negative and low turnover growth ratios due 

to the following factors:- (a) market conditions (b) poor predictors ( c) supply 

shortages and (d) changing business strategy. 

The effect of leverage on the three other variables was least on the turnover growth. 

According to Esan and Okafor (1995) in Aliu (2010),the variable with smaller 

standard deviation is believed to have a great effect from leverage and from table 

4.2,ROA has a standard deviation of 0.76 which is the lowest. 

The effect of leverage on one of the explanatory variables named return on assets 

can also be explained using the co-efficient of multiple determination,R
2
. 
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This corroborates the result of the regression model that leverage is playing a vital 

role in measuring return on assets. The regression result above also proves that an 

increase in leverage brings a proportional increase in generating revenue by the 

firms’assets. 

Table 4.5: The effect of leverage on Return on Assets  (ROA) 

Variable Co-efficient Std.error t-statistic Prob. 

ROA 0.163990 0.432944 2.37870 0.00709 

Source: E-view version 7.0 statistical package result 

The table 4.5 above shows the effect of leverage on the return on assets. There is a 

positive and significant relationship between capital structure and the performance 

of the firm. The correlation between leverage and return on assets reveals that as 

capital structure increases, the return on assets increases too. Return on assets 

contributed 16% to the regression model used in the study. Also, return on assets has 

a positive significant relationship with leverage, since t-statistic is greater than the t 

tabular, that is, 2.37870 >2.119 at 5% alpha value.. 

Table 4.6 The effect of leverage on Return on Equity (ROE) 

Variable Co-efficient Std.error t-statistic Prob. 

ROE 0.516810 0.426634 3.21130 0.00243 

Source:E-view version 7.0 statistical package result 
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The effect of leverage on return on equity is positive. It implies that an increase in 

leverage brings a direct proportional increase in return on equity. Return on equity 

contributed 52% to the regression model used in the study that is the highest 

contributor.Also,return on equity has a positive significant relationship with 

leverage, since t statistic,3.21130 is greater than t tabular,2.119 at 5% alpha value. 

Table 4.7:The effect of leverage on turnover growth(TURN) 

Variable Co-efficient Std.Error t-statistic Prob. 

TURN 0.093823 0.306718 2.30580 0.00763 

Source: E-view version 7.0 statistical package result 

The table 4.7 above shows the positive relationship between leverage and 

performance of the firm measured by turnover growth. An increase in leverage 

reflects directly on the turnover growth of the firms. Turnover growth contributed 

the lowest value to the regression model, which is 0.09.Turnover growth also proved 

to have a positive significant relationship with leverage,since t-statistic,2.30580 is 

greater than t tabular,that is,2.30580 > 2.119 at 5% alpha value. 
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4.4 TESTING OF HYPOTHESIS 

In this section, all null hypotheses were tested against the alternative hypotheses. 

4.4.1 TEST OF HYPOTHESIS ONE 

This hypothesis is tested with the p-value. 

Ho1:Leverage has no significant effect on the return on assets of quoted firms in 

Nigeria. 

Using p-value,ROA p-value=0.00709 and critical value,α=0.05. 

Since p-value is less than the critical value,that is 0.007 < 0.05,we reject the null 

hypothesis ,that leverage has no significant effect on the return on assets of quoted 

firms in Nigeria. We therefore accept the alternative hypothesis. This gives strong 

impression that leverage has significant effect on return on assets of quoted firms in 

Nigeria. 

4.4.2 TEST OF HYPOTHESIS TWO 

Ho2:Leverage has no significant effect on return of equity of quoted firms in Nigeria. 

Using p-value test,ROE p-value = 0.00243 and α=0.05.Given that p-value is less 

than the critical value,that is 0.00243<0.05, the null hypothesis is rejected, while the 

alternative hypothesis holds. Therefore, it is concluded that leverage has significant 

effect on the return of equity of quoted firms in Nigeria. 
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4.4.3 TEST OF HYPOTHESIS THREE 

H03: There is no significant impact of leverage on turnover growth of corporate 

organizations in Nigeria. 

Using p-value test,p-value of turnover growth is 0.00763 and α is 0.05. 

Since p-value is less than the critical value, that is 0.00763< 0.05, we reject the null 

hypothesis, that leverage has no significant effect on the turnover growth of quoted 

firms in Nigeria. We therefore accept the alternative hypothesis. This gives strong 

impression that leverage has significant effect on turnover growth of quoted firms in 

Nigeria. 

4.5 DISCUSSION OF FINDINGS 

Quoted firms with good leverage aids the reduction of cost of capital and increase 

their turnover which ultimately improves their performance. The study rejected the 

null hypotheses that leverage in Nigeria firms have no significant effect of  the 

combined three explained variables: return on equity, return on assets and 

turnover(sales) growth. The results reveal a positive relationship between the value 

of leverage and the three performance indicators (ROE,ROA and Turnover growth) 

used in the study. The study shows that for every N1 increase as a result of leverage, 

the volume of the three performance indicators combined increases by N 4.8K in 

Nigerian quoted firms. 
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The first  null hypothesis which states that leverage has no significant effect on 

return on equity was rejected and this buttress that relevance of return of equity in 

firms. An increase in leverage will eventually rub off significantly on firm 

performance. As a firm takes on more debt, its liabilities increase, which reduces 

shareholders equity, which will increase return on equity. The rejection of the null 

hypothesis is clearly supported by the studies of the following 

scholars:Abor(2005),Aliu (2010),Dada (2014) etc. 

The second null hypothesis which was rejected indicates that leverage has a 

significant and positive effect on the return on assets of quoted firms in Nigeria. 

Return on assets ratio gives an idea of how efficient management is at using assets to 

generate profit. The higher return on assets is the better because the company is 

earning more money on its assets. When the capital structure of firms is effectively 

and efficiently managed, it will lead to its increase which will translate into a 

productive management of companies`assets.The decline of capital structure also 

contributes a direct reduction in return on assets. The relevance of return on assets 

cannot be overemphasized as business owners/management of firms can use return 

on assets ratios to determine whether the money they put into their business is 

making a difference. Other scholars give credence to the alternative hypothesis of 

the study and these scholars include: Aliu (2010),Dada (2014),Ur Rehman 

(2013),Badar and Saeed (2013) etc. 
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The last null hypothesis which states that leverage has no significant effect on 

turnover growth was rejected and the alternative hypothesis was accepted. Firms 

increasing the leverage should do that in a calculated amount to avoid a situation 

whereby the total debt to equity becomes too high. The proper management of 

leverage will lead to its increase and its increase will also lead to increase in sales 

growth of companies. Although, high debt means high cost of interest, but if the debt 

is managed effectively regardless of its high cost of interest, the turnover growth of 

firms will appreciate. The study reveals also the significant and positive relationship 

between leverage and turnover growth. The following studies back up the 

acceptance of alternative hypothesis in the study: Chowdhury and Chowdhury 

(2010),Ur Rehman (2013) etc. 

The result implies that the more quoted firms mix their equity and debt properly, the 

more returns to be generated on equity, assets and turnover (sales) growth. The study 

reveals that the performance indicators of the selected firms can be explained by the 

influence of leverage. In addition, Nigerian firms used in the study performed 

remarkably well within the period of the study. 
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CHAPTER FIVE 

SUMMARY, CONCLUSION AND RECOMMENDATIONS 

5.1 SUMMARY 

The study on the effect of leverage on the performance of some selected Nigerian 

quoted corporate firms employed secondary instruments in generating data that were 

analysed using multiple regression analytical method. The problem of the study 

therefore estimated from at least three reasons: Firstly, leverage has turned out to a 

global issue of business financing decision and Nigerian quoted corporate firms are 

not in exception. 

Secondly, studies have been carried out on the effect of leverage on Nigerian firms 

using a combination of performance parameters outside Return on equity, Turnover 

growth and Return on Assets. The motivated the researcher to combine these three 

performance tools to find out the position of leverage on them. 

Thirdly, the relevance of taking the right capital mix in financing corporate 

organizations cannot be overemphasized in any way. This is because; if capital is not 

properly mixed in order to achieve the objectives of organizations, there will be a 

catastrophe in organizations in question.  

In view of the above, the study hypothesized a significant relationship between 

leverage and three performance indicators of some selected Nigerian quoted firms 

namely: return on equity, turnover growth and return on assets. 
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The findings of the research are based on the result of the tested hypotheses. It is 

also based on the pooled cross-section of time series data collected for the period 

1993-2012 from twelve selected quoted corporate firms in Nigeria. Simple 

regression was used for testing the three hypotheses. 

The findings from the result of the analysis reveal the following: 

The impact of leverage on the return on equity is significant and positive. This 

shows the role return of equity plays in a firm. Also, a highly geared firm will have 

an increased return on equity values. Some of firms used in the study adopted the 

use of more debt financing than equity financing and this paved way to the 

ascendancy of their return on equity figures. 

The position of leverage on turnover growth is also significant and positive. This 

reveals that an increase in leverage also brings a corresponding increase in turnover 

growth. The rub off of leverage on the turnover growth is satisfactory. Management 

of diverse firms will be able to manage their turnover growth well using the debt-

equity ratios. The study also brought to limelight the insignificant nature of negative 

turnover growth witnessed by the corporate organizations used in the study. 

The effect of leverage on return on assets is significant and positive. The can be 

attributed to effective and efficient combination of equity and debt to use assets to 

generate profit. A careful use of leverage will aid an organization to achieve the type 

of return on assets it wants to achieve profit. The study also reveals the how many 

naira of earnings result from each naira of assets the company controls. 
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5.2 CONCLUSION 

In accordance with the research findings that leverage explains the variables of the 

selected quoted firms ‘performance, the study concludes as follows. 

Firstly, both empirical and statistical evidence on the effect of leverage on the three 

performance indicators namely return on equity, turnover growth and return on 

assets in Nigerian quoted firms have significant effect on the performance of 

Nigerian firms. 

Secondly, the study also concludes some of the selected firms used in the study have 

performed remarkably well within the period of the study 1993-2012.Although, this 

feat was recorded more in the 2000’s.The impact of the global meltdown on the 

selected firms between 2005 and 2008.This effect impact more on the equity 

financing of the firms as their respective shareholders were averse to the purchase of 

the various companies shares. 

Finally, the study represents one of the pioneering attempts in assessing the effect of 

leverage on the performance of Nigerian quoted firms using a combination of the 

three performance indicators namely; return on equity, turnover growth and return 

on assets. 
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5.3 RECOMMENDATIONS 

In line with the findings of the study which reveals that leverage has significant 

effect on the performance of Nigerian quoted firms and the conclusions drawn by the 

study, the following recommendations were offered: 

1. The management of Nigerian quoted firms should work very hard to optimize 

their capital structure in order to increase the return on equity, return on assets and 

turnover growth. They can achieve this by ensuring that their capital structure is 

combined in such a way to maximize the value of firms and minimize the cost of 

capital in these firms. 

2. The management of Nigerian firms should increase their commitments into capital 

structure in order to improve earnings from their business transactions. 

3. Given that high demand for debt leads to increase in interest rate,it is 

recommended that firms should source for long-term loans where interest rates are 

low. It is recommended that retained earnings should also be increased, given that 

this builds up fund, which has no direct cost to the firm. It has positive influence on 

earnings per share. 

4. The management of Nigerian firms must be careful against the apparent benefits 

of greater leverage simply as a device for controlling managerial opportunistic 

behaviour. This is because financial leverage can only work well under a situation 
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where the company are highly profitable, High interest rate is another factor that 

attributes to the poor performance of companies financed with equity and debt. It is  

 

equally recommended that corporate organizations should be granted loans, 

debentures at reasonable interest rates. This would serve as a means of 

encouragement so as to enhance their growth. 

5. Public policy should be aimed at improving the economy to ensure more 

investment, create a conducive atmosphere for profitable financial transactions. 

Organizations can only do well and maximize the shareholders ‘wealth under 

favourable economic conditions. 

6.Investors and stakeholders of quoted firms in Nigeria should also consider the 

leverage level before committing their hard earned money as the strength of as firm 

financing mix determines the quantum of their lives. 

7. It is recommended that where equity share is increased, it should be managed 

properly in order to raise profit which should either be proportionate or more than. 

8. Appropriate fiscal policies, relevant capital market institutional and legal frame 

work should be put in place. This will ensure better access to funds and reduce the 

cost of doing business 

9. Finally, there should be a good blend of debt and equity that will minimize the 

firm cost of capital and maximize return at a particular point in time. 
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5.5 SUGGESTIONS FOR FURTHER STUDIES 

The use of market based performance measures such as the original Tobin’s Price-

earnings, market-value to book value of equity,NPV etc will make the study more 

robust. Attention should also be shifted to the study of small and medium scale firms 

in the developing countries. Further researchers could expand the scope of the study 

by increasing the sample size or case study and the number of performance 

indicators. Instead of quoted firms, focus could be shifted to the study of small and 

medium scale enterprises. 
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Null Hypothesis: LEVERAGE has a unit root 

Exogenous: Constant   

Lag Length: 0 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -1.907108  0.3222 

Test critical values: 1% level  -3.831511  

 5% level  -3.029970  

 10% level  -2.655194  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 19 

     

     

Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(LEVERAGE)  

Method: Least Squares   

Date: 12/04/15   Time: 16:20   

Sample (adjusted): 1994 2012   

Included observations: 19 after adjustments  
     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     LEVERAGE(-1) -0.346296 0.181582 -1.907108 0.0735 

C 1.120496 0.606560 1.847298 0.0822 
     
     R-squared 0.176239     Mean dependent var 0.010526 

Adjusted R-squared 0.127783     S.D. dependent var 0.797144 

S.E. of regression 0.744473     Akaike info criterion 2.347021 

Sum squared resid 9.422088     Schwarz criterion 2.446436 

Log likelihood -20.29670     Hannan-Quinn criter. 2.363846 

F-statistic 3.637062     Durbin-Watson stat 1.656813 

Prob(F-statistic) 0.073550    
     
      ADJUSTED USING FIRST DIFFERENCE 

 

Null Hypothesis: D(LEVERAGE) has a unit root  

Exogenous: Constant   

Lag Length: 0 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -3.760232  0.0122 

Test critical values: 1% level  -3.857386  

 5% level  -3.040391  

 10% level  -2.660551  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 18 
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Augmented Dickey-Fuller Test Equation 

Dependent Variable: D(LEVERAGE,2)  

Method: Least Squares   

Date: 12/04/15   Time: 16:21   

Sample (adjusted): 1995 2012   

Included observations: 18 after adjustments  
     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     D(LEVERAGE(-1)) -0.967842 0.257389 -3.760232 0.0017 

C 0.012183 0.199373 0.061107 0.9520 
     
     R-squared 0.469132     Mean dependent var 0.044444 

Adjusted R-squared 0.435953     S.D. dependent var 1.125231 

S.E. of regression 0.845082     Akaike info criterion 2.605674 

Sum squared resid 11.42663     Schwarz criterion 2.704604 

Log likelihood -21.45107     Hannan-Quinn criter. 2.619315 

F-statistic 14.13934     Durbin-Watson stat 1.894759 

Prob(F-statistic) 0.001710    
     
     

 

Null Hypothesis: RETURN_ON_EQUITY_ROE_ has a unit root 

Exogenous: Constant   

Lag Length: 0 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -1.871419  0.3375 

Test critical values: 1% level  -3.831511  

 5% level  -3.029970  

 10% level  -2.655194  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 19 

     

     

Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(RETURN_ON_EQUITY_ROE_)  

Method: Least Squares   

Date: 12/04/15   Time: 16:23   

Sample (adjusted): 1994 2012   

Included observations: 19 after adjustments  
     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     RETURN_ON_EQUITY_ROE_(-1) -0.328254 0.175404 -1.871419 0.0786 

C 1.337443 0.724293 1.846550 0.0823 
     
     R-squared 0.170821     Mean dependent var 0.015789 

Adjusted R-squared 0.122046     S.D. dependent var 0.747784 

S.E. of regression 0.700668     Akaike info criterion 2.225735 

Sum squared resid 8.345904     Schwarz criterion 2.325150 

Log likelihood -19.14449     Hannan-Quinn criter. 2.242560 

F-statistic 3.502209     Durbin-Watson stat 2.191961 

Prob(F-statistic) 0.078599    
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ADJUSTED USING FIRST DIFFERENCE 
 

Null Hypothesis: D(RETURN_ON_EQUITY_ROE_) has a unit root 

Exogenous: Constant   

Lag Length: 4 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -3.279742  0.0365 

Test critical values: 1% level  -4.004425  

 5% level  -3.098896  

 10% level  -2.690439  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 14 

     

     

 

Null Hypothesis: RETURN_ON_ASSETS_ROA_ has a unit root 

Exogenous: Constant   

Lag Length: 0 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -2.596192  0.1110 

Test critical values: 1% level  -3.831511  

 5% level  -3.029970  

 10% level  -2.655194  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 19 

     

     

Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(RETURN_ON_ASSETS_ROA_)  

Method: Least Squares   

Date: 12/04/15   Time: 16:38   

Sample (adjusted): 1994 2012   

Included observations: 19 after adjustments  
     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     RETURN_ON_ASSETS_ROA_(-1) -0.567831 0.218717 -2.596192 0.0188 

C 1.975453 0.778845 2.536390 0.0213 
     
     R-squared 0.283915     Mean dependent var 0.000000 

Adjusted R-squared 0.241793     S.D. dependent var 0.831999 

S.E. of regression 0.724464     Akaike info criterion 2.292531 

Sum squared resid 8.922414     Schwarz criterion 2.391946 

Log likelihood -19.77904     Hannan-Quinn criter. 2.309356 

F-statistic 6.740211     Durbin-Watson stat 2.207099 

Prob(F-statistic) 0.018828    
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ADJUSTED USING FIRST DIFFERENCE 
 

Null Hypothesis: D(RETURN_ON_ASSETS_ROA_) has a unit root 

Exogenous: Constant   

Lag Length: 0 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -6.662607  0.0000 

Test critical values: 1% level  -3.857386  

 5% level  -3.040391  

 10% level  -2.660551  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 18 

     

     

Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(RETURN_ON_ASSETS_ROA_,2) 

Method: Least Squares   

Date: 12/04/15   Time: 16:38   

Sample (adjusted): 1995 2012   

Included observations: 18 after adjustments  
     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     D(RETURN_ON_ASSETS_ROA_(-1)) -1.496511 0.224613 -6.662607 0.0000 

C 0.010956 0.182015 0.060193 0.9527 
     
     R-squared 0.735057     Mean dependent var -0.055556 

Adjusted R-squared 0.718498     S.D. dependent var 1.453281 

S.E. of regression 0.771064     Akaike info criterion 2.422348 

Sum squared resid 9.512634     Schwarz criterion 2.521279 

Log likelihood -19.80114     Hannan-Quinn criter. 2.435990 

F-statistic 44.39033     Durbin-Watson stat 1.964140 

Prob(F-statistic) 0.000005    
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Null Hypothesis: TURNOVER_GROWTH_TURN__ has a unit root 

Exogenous: Constant   

Lag Length: 1 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -1.792396  0.3718 

Test critical values: 1% level  -3.857386  

 5% level  -3.040391  

 10% level  -2.660551  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 18 

     

     

Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(TURNOVER_GROWTH_TURN__)  

Method: Least Squares   

Date: 12/04/15   Time: 16:40   

Sample (adjusted): 1995 2012   

Included observations: 18 after adjustments  
     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     TURNOVER_GROWTH_TURN__(-1) -0.545015 0.304070 -1.792396 0.0933 

D(TURNOVER_GROWTH_TURN__(-1)) -0.515455 0.218131 -2.363050 0.0321 

C 1.877153 1.036533 1.810991 0.0902 
     
     R-squared 0.630158     Mean dependent var -0.033333 

Adjusted R-squared 0.580845     S.D. dependent var 1.191638 

S.E. of regression 0.771492     Akaike info criterion 2.470031 

Sum squared resid 8.927996     Schwarz criterion 2.618426 

Log likelihood -19.23028     Hannan-Quinn criter. 2.490492 

F-statistic 12.77891     Durbin-Watson stat 2.015539 

Prob(F-statistic) 0.000576    
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ADJUSTED USING FIRST DIFFERENCE 

 

Null Hypothesis: D(TURNOVER_GROWTH_TURN__) has a unit root 

Exogenous: Constant   

Lag Length: 0 (Automatic - based on SIC, maxlag=4) 
     
        t-Statistic   Prob.* 
     
     Augmented Dickey-Fuller test statistic -10.15608  0.0000 

Test critical values: 1% level  -3.857386  

 5% level  -3.040391  

 10% level  -2.660551  
     
     *MacKinnon (1996) one-sided p-values.  

Warning: Probabilities and critical values calculated for 20 observations 

        and may not be accurate for a sample size of 18 

     

     
 
 
 
 
Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(TURNOVER_GROWTH_TURN__,2) 

Method: Least Squares   

Date: 12/04/15   Time: 16:41   

Sample (adjusted): 1995 2012   

Included observations: 18 after adjustments  
     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     D(TURNOVER_GROWTH_TURN__(-1)) -1.773845 0.174658 -10.15608 0.0000 

C 0.048350 0.194883 0.248099 0.8072 
     
     R-squared 0.865711     Mean dependent var -0.138889 

Adjusted R-squared 0.857318     S.D. dependent var 2.179082 

S.E. of regression 0.823111     Akaike info criterion 2.552988 

Sum squared resid 10.84018     Schwarz criterion 2.651918 

Log likelihood -20.97689     Hannan-Quinn criter. 2.566629 

F-statistic 103.1460     Durbin-Watson stat 2.220368 

Prob(F-statistic) 0.000000    
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Dependent Variable: LEVERAGE 

Method: Least Squares   

Date: 12/04/15   Time: 16:45   

Sample: 1993 2012   

Included observations: 20   

LEVERAGE=C(1)+C(2)*RETURN_ON_ASSETS_ROA_+C(3)  

        *RETURN_ON_EQUITY_ROE_+C(4)*TURNOVER_GROWTH_TURN_ 

        _    
     

     

 Coefficient Std. Error t-Statistic Prob.   
     

     

C(1) 0.242495 0.820692         2.29547 0.00771 

C(2) 0.163990 0.432944                  2.37870 0.00709 

C(3) 0.516810 0.426634                  3.21130 0.00243 

C(4) 0.093823 0.306718                  2.30580 0.00763 
     

     

R-squared              0.574720     Mean dependent var 3.185000 

Adjusted R-squared 0.576239     S.D. dependent var 0.944945 

S.E. of regression 0.746304     Akaike info criterion 2.429488 

Sum squared resid 8.911509     Schwarz criterion 2.628635 

Log likelihood -20.29488     Hannan-Quinn criter. 2.468364 

F-statistic 4.820129     Durbin-Watson stat 2.379788 

Prob(F-statistic) 0.014110    
     
     

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 

 


