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Abstract

The financing decision preference of firms is ppeghdhe most researched topic area in finance inptst
decades following the seminal article of Modigliaand Miller (1958) which raised the issue of relaship
between a firm’s choice of finance and its valuteAthe Modigliani-Miller (1958 and 1963) paradigrmon
firms’ capital structure and their market valud®wre have been considerable debates, both thedhetnd in
empirical researches on the nature of relationdtap exists between a firm’'s choice of capital ¢inee and its
market value. Most especially, major debates hawtred on whether there is an optimal capital strecfor an
individual firm or whether the proportion of debtage is relevant to the individual firm's valuehisTstudy
therefore seeks to identify and appraise the imgagital mix, role of debt capital and the factthrat influence
a firm’s choice of capital and the overall effe€fion’s market value in Nigeria.

In the course of this study; both primary and seleoy sources of data were relied upon. The prirdaty were
obtained through the use of a well structured goesaire, while the secondary data were obtaineah the fact
book and periodic publications of the Nigerian 8t&xchange, as well as the annual financial statésnef the
sampled firms. The result indicated that the maviedtie of a firm is positively significantly inflieed by its
choice of capital structure (financial leveragedn€equently the theory of a firm's optimal cap#aiucture is
justified on the ground that it has an empiricghgficant positive impact on the firm's market valurhe study
recommends that Quoted firms in Nigeria are engrddo make maximizing of their market values thegam
focus when deciding their choice of capital struetand firms in Nigeria should strive to optimiteir capital
structure by an appropriate mix of debt-equity tpfor an optimal capital structure is the deqtigy mix that
best maximize firms’ market values.

Keywords: Capital structure, Market Value, Financing decisiQuoted firms, Nigerian Stock Exchange

Foreign fund, Challenge

1. Introduction

Apparently, a firm's financing decision deals withe strategic financial issues of the firm in agmg its
financial objectives such as; how the firm showdi$e and manage its capital, what investmentsitimeshould
make, what portion of profits should be returnedhareholders in the form of dividends, and whetherakes
sense to merge with or acquire another firm. Tharfting decision preference of firms is perhapsntiost
researched topic area in finance in the past dedatlewing the seminal article of Modigliani andiltdr (1958)
which raised the issue of relationship betweemra’sichoice of finance and its value.

After the Modigliani-Miller (1958 and 1963) paradig on firms’ capital structure and their marketuesl, there
have been considerable debates, both theoretiadlyin empirical researches on the nature of clakiip that
exists between a firm’s choice of capital structarsl its market value. Most especially, major debdtave
centred on whether there is an optimal capitalcstine for an individual firm or whether the propont of debt
usage is relevant to the individual firm's valuexgr, 1967).

In their first proposition under the perfect cabitaarket assumption, Modigliani and Miller (1958paed that
the firm's value is independent of its choice ofita structure when there are no bankrupt costed, and
capital markets are frictionless. But after duesideration on the insertion of corporate taxes, igitahi and
Miller (1963) reargued by way of amending theiryioeis proposition, that when there are corporategahen
interest payments are tax deductible, and thatg@d@0ent debt financing is optimal. That is, thenfg value
increases as debts increases.

Although, there have been substantial researchteffievoted by different scholars in determiningatvbeems
to be an optimal capital structure for firms, yietre is no universally accepted theory throughlatliteratures
explaining the debt-equity choice of firms. Butthe last decades, several theories have emergdairexpg

firms’ capital structure and the resultant effemtstheir market values. Among these theories irechhe pecking
order theory by Donaldson, (1961), the capitalcitne relevance theory by Modigliani and Miller 689, the
agency costs theory, the capital signaling thead/tae trade-off theory (Bokpin and Isshaq, 2008).

The trade-off theory of corporate financing is baifound the concept of target capital structued balances
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various costs and benefits of debt and equity (igiceti and Miller, 1963; Bradlegt al, 1984; DeAngelo and
Masulis, 1980; Barclay and Smith, 1999; Myers, 198dvakimianet al, 2004). The pecking order theory on
the other hand conceives the capital choice detasoone of making a scale of preference. The dostce is
internally generated funds, then debt and thentgalépending on the funds requirements and otheprs
(Donaldson, 1961; Myers and Majluf, 1984).

In Nigeria, financial constraints have been a mdgmtor affecting corporate firms’ performance ingétia.
According to Salawu and Agboola (2008), the mowwatas a free market, coupled with the widening and
deepening of various financial markets has provithedbasis for the corporate sectors to optimadigednine
their capital structure. Mainly, the corporate eeds characterized by a large number of firms apeg in a
largely deregulated and increasingly competitiveiremment. Since 1987, financial liberalization rdmnged
the operating environment of firms, by giving mdiexibility to the Nigerian financial managers ithaosing
their firms’ capital structure.

According to Guha-Khasnobis and Kar (2006), ovgretelence on public sector financial intermediation
largely hindered the growth of both equity and dabtkets for corporate financing in most develogingntries.
However, significant structural changes in the Naye capital market have been experienced since@0s
capital base restructuring in the banking indus®articularly in the equity market, Nigerian firni@xibility in
choosing their capital structure optimally has besmanced. But despite such changes, the corpdedte
market in Nigeria, as in many other developing ¢oas, has not developed sufficiently. The isstiirmnce
has been identified as an immediate reason fombssifailure and lack of growth of most quoted §irm
Nigeria (Salawu, 2007). According to Pandey (2008)enever a firm makes an investment decisiors, dtithe
same time making a financing decision also. Hetigis, established how imperative the theory of edpit
structure is to an enterprise's financing policy.

Alfred (2007) suggested that a firm’s capital stawe implies the proportion of debt and equity lwe ttotal
capital structure of the firm. Pandey (1999) ddfsiated between capital structure and financiaictire by
affirming that the various means used to raise surapresent the firm’s financial structure, whihe tcapital
structure represents the proportionate relationsbtpreen long-term debt and equity capital. Theeefa firm's
capital structure simply refers to the combinatidriong-term debt and equity financing. However,et¥ter or
not an optimal capital structure exists is onehefrnost important and complex issues in corporasate.

Corporate finance as an area of research in dengl@ountries has not been given serious attenfitthough
the capital structure issue has received substatténtion in developed countries, it has remainedlected in
the developing countries. The reasons for thisewgccording to Bhaduri (2002) revealed that wuetiently,
developing economics have placed little importaioctihe role of firms in economic development, adl a® the
corporate sectors in many developing countriesdfesseral constraints on their choices regardingcss of
funds, and that access to equity markets was aigertated, or limited due to the underdevelopedkstnarket.

Consequently in Nigeria, determining the actuat&tfh firm’s capital structure has on its markdueahas been
a major challenge among researchers. Particukgwbgifying what capital mix seems to optimize firneues
has been a difficult puzzle to unravel. There hasen a limited number of studies in Nigeria thatehexamined
the firm’s choice of capital structure and its nerkalue, but only a few of the findings ever exsed that a
firm’'s choice of capital structure could be infleed by the impact it has on its market value. Adicay to
Pandey (2005), the capital structure decision fifra is a significant managerial decision; it indluces the
shareholders return and risk, and subsequentlgtaffee market value of the firm.

Thus, considering the environmental factors cortfngnfirms in Nigeria; the weak economic systeng tével
of corruption, the unstable tax system, the undesidped stock market and other constraining factars
appropriate and strategic capital structure becamesrative, not only because it affects sharehsldeturns
and risk, but also, because of the impact suchiah décision has on an organization’s market vahiseyell as
the firm’s ability to deal with its competitive einenment and to survive through the times of ecoicom
distresses and instability.

Hence, the relationship between a firm's choicecapital structure and its market value should bgcaly
examined and analyzed in order to ensure a welttsired and an efficient capital mix for firms ingdria that
helps maximize their market values.

2. Literature Review

The term capital structure according to Kennon @Q#fers to the percentage of capital (money) @tkvin a
business by type. That is, there are two formsapftal: equity capital and debt capital. Each ieewn benefits
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and drawbacks and a substantial part of wise catpatewardship and management is attempting tbtfia
perfect capital structure in terms of risk and nelvaayoff for shareholders. Alfred (2007) statedtth firm's
capital structure implies the proportion of debd &quity in the total capital structure of the firBandey (1999)
differentiated between capital structure and fim@rgtructure of a firm by affirming that the vaun® means used
to raise funds represent the firm’s financial stuue, while the capital structure represents thap@rtionate
relationship between long-term debt and equity. Gdq@tal structure of a firm as discussed by Inaangdh Ajayi
(1999) does not include short-term credit, but rselie composite of a firm’s long-term funds obtdirieom
various sources. Therefore, a firm's capital stitestis described as the capital mix of both eqaitd debt
capital in financing its assets. However, whethenat an optimal capital structure exists is oneha most
important and complex issues in corporate finance.

Generally, firms face a complex menu of choicesmwimaking financing decisions. Managers have toddeci
whether to finance investment projects with retdiearnings, outside equity, or one of many possipes of
debt. Prior researches related to the choice ahfilmg have focused mostly on the broad choice dwivdebt
and equity; for example, theories based on optlmadrage ratios, asymmetric information, and matieing.
However, firms most often use debt rather than tgqud finance projects. Bolton and Scharfstein @99
observed that from 1946 to 1987, 85 percent of t9i8. external financing was raised through défarmgs as
compared to only 7 percent through equity offerings

It is imperative to note that the theory of cap#alicture is closely related to the firm's costapital and that
the primary objective of capital structure decisida to maximize the market value of the firm thgbuan
appropriate mix of long-term sources of funds. Big tapital mix, called the optimal capital struetuthe firm's
overall cost of capital will be minimized. Howevér still remains an unraveled argument whetheoptimal
capital structure truly exists for individual firnms not. The arguments focus on whether a firm cameality,
affect its valuation and its cost of capital byywag the mixture of the funds used (Besley and Baig, 2000, p.
458; Rosset al, 2002, p. 390). Harris and Raviv (1991) argueat the evaluation of the capital structure of
companies is imperative because, not only doeffattaa firm's market value but that it also affedts real
decisions about employment, production, and investm

2.1 Components of a Firm’s Capital Structure

The various components of a firm’s capital struetaccording to Inanga and Ajayi (1999) may be diassinto
equity capital, preference capital and long-teramli¢debt) capital.

2.1.1 Equity Capital

Pandey (1999) defined equity capital as includingre-capital, share premium, reserves and surp{usesned
earnings). Typically, equity capital consists obttypes which include: contributed capital, whistthie money
that was originally invested in the business inhexge for shares of stock or ownership egtdined earnings
which represents profits from past years that Hmen kept by the company and used to strengthelmaibace
sheetor fund growth, acquisitions, or expansion. Thetad equity capital of a firm using the dividencbgth
basis can be expressed as:

Ke=do (1 +g)R+g 1)

Where:K.equals the cost of equity capitajo, the current dividend per shai;, the Ex-dividend market price
per share and, the expected constant annual growth rate in egsramd dividend per share.

2.1.2Preference Capital

The preference share capital is a hybrid in thabihbines the features of debentures and thoseuitfyeshares
except the benefits. Its cost can be expressed as:

Kp = Pdi\,/PO (2)

Where:K, equals the cost of preference sh#tg, the expected preference dividend &l the issue price of
preference shares.

2.1.3Debt Capital

The debt capital in a firm's capital structure ref@ the long-ternbondsthe firm use in financing its investment
decisions because the firm has years, if not degadeeome up with the principal, while paying net&t only in
the meantime. The cost of debt capital in the eagiructure depends on the health of the firmlaee sheet.
This can be expressed as:
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Where:Ky equals the before-tax cost of delott, the interest element amb, the issue price of bond (debt). The
after-tax cost of debt capital will bKy (1-T). Where:T is corporate tax rate.

2.2 Theoretical Framework

Although, there have been substantial researchteffievoted by different scholars in determiningatvbeems
to be an optimal capital structure for firms, ytre is no universally accepted theory throughloetliteratures
explaining the debt-equity choice of firms. Butthe last decades, several theories have emergdadirexpg
firms’ capital structure and the resultant effemtstheir market values. Among these theories irehhé Capital
structure relevance theory, pecking order thetw,ftee cash flow theory, the agency cost theodytha trade-
off theory (Bokpin and Isshaq, 2008).

2.2.1 Capital Structure Irrelevance and Relevariaoiy

These theories as propounded by Modigliani andev{iL958 and 1963) state that under perfect camitaket
conditions, a firm’'s value depends on its operafingfitability rather than its capital structuréat is, value
irrelevant (Modigliani and Miller, 1963). But, iteir tax-corrected paper, Modigliani and Miller 6B) showed
that when corporate tax laws permit the deductibitif interest payments, the market value of a fisman
increasing function of leverage. With corporateoime tax rater,, and,o on an after tax basis, the equilibrium
market value of levered firm is given by:

Vi= X (1-1)/p+ DL 4)

Where, X equals expected earnings before interest and taXe(1-z.)/ o = V,, value of the firm if all-equity-
financed,and 7.D, is the present value of the interest tax-shidhg, tax advantage of debt. GiveiX, V,
increases with the leverage, because interest tgx&@xempt expense. But while this theory succégsfu
introduced the potential effects of corporate taixés the capital structure theory, it only leadsan extreme
corner effect as the firm’'s value is maximised wh@0 percent debt finance is used (Mollik, 2008)odgh in
reality, it is impracticable, probably because loé tuncertainty of interest tax-savings, and thesterce of
personal taxes (Miller, 1977) and non-debt tax ldhi€DeAngelo and Masulis, 1980) putting limit toist
limitless tax advantage to debt.

Leland (1994) demonstrated a standard trade-offetntitht at the optimal capital structure, margleahkruptcy
costs associated with firm’'s debt are equated witrginal tax benefits. The static tradeoff theorgsvthe
original retort to the theory of capital structuedevance. Based on the argument of Modigliani rikkr (1963)
on the tax shield effect of debt capital, firmsgttr optimal capital structure based on tax advasteand
financial distress disadvantages. Firms are thoughstrive toward their target and can signal tHeiure
prospects by changing their capital structure sading more debt increases firms’ values throbghmarket’'s
perception of higher tax shields or lower bankryptosts. But optimal capital structure at a 100ceet debt
financing are clearly incompatible with observegita structures, so their findings initiated a siolerable
research effort to identify costs of debt financihgt would offset the corporate tax advantage.

Following this theory, it is apparent that a siggaht relationship exists between a firm's choidecapital
structure and its market value. Though in reali§Q percent debt financing is impracticable arwhiy leads to
an extreme corner effect. Since the developmerthisf theory, extensions have been provided by rdiffe
researchers. Baxter (1967), in his research workdiridual and small company liquidations, fourehkruptcy
costs to be of sufficient magnitude to warrant thensideration. Warner (1977), in his own dimensio
considered the bankruptcy of large public limitesimpanies and found that direct bankruptcy costsewer
insignificant. But Altman (1984), in his findingsased that the combined direct and indirect costkerthe
bankruptcy cost significant. But Myers (1984), whdcknowledging the existence of bankruptcy casdst
doubts about the magnitude of these costs.

2.2.2 Capital Structure and the Pecking Order Theor

The pecking order theory of capital structure dsatuced by Donaldson (1961) is among the mostiémflial
theories of corporate leverage. It goes contrarthéoidea of firms having a unique combination ebdand
equity finance, which minimize their cost of capifBhe theory suggests that when a firm is lookimdinance
its long-term investments, it has a well-definedesrof preference with respect to the sourcesnaitce it uses.
It states that a firm’s first preference shouldthe utilization of internal funds (i.e. retainedr@ags), followed
by debt and then external equity. He argued thatrttore profitable firms become, the lesser theydver
because they would have sufficient internal finatacendertake their investment projects. He furtmgued that
it is when the internal finance is inadequate thditm should source for external finance and npwseferably
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bank borrowings or corporate bonds. And after estiag both internal and bank borrowing and corpohainds,
the final and least preferred source of finande issue new equity capital.

According to Myers (1984), due to adverse selectfoms prefer internal to external finance. Wheutside
funds are necessary, firms prefer debt to equitabse of lower information costs associated witht desues.
These ideas were refined into a key testable piediby Shyam-Sunder and Myers (1999), that tharfiaing
deficit should normally be matched dollar-for-doltay a change in corporate debt. As a result,rindi follow
the pecking order, then in a regression of net =htes on the financing deficit, a slope coeffitief one is
observed. Fama and Fren@®02) tested some qualitative predictions of teeking order theory as against the
qualitative predictions of the tradeoff model. heir findings, they suggested that more profitdivhas are less
levered and it is consistent with the pecking arderd also, those firms with greater investmentarpymities
are less levered as predicted by the tradeoff yheor

This theory as postulated by Donaldson (1961) ishHarp contrast to the capital structure relevaheery
postulated by Modigliani and Miller (1963). It domet support the idea of a firm’s choice of capgalcture
affecting its market value. Rather, it suggestg thdirm should follow a well-defined order of finaing its
investments regardless of the effect on the finalsie.

2.2.3 Capital Structure and the Static Trade-o#drly

The static trade-off theory of capital structurksgareferred to as the tax based theory) statesotitamal capital
structure is obtained where the net tax advantdgeebt financing balances leverage related costh sis
financial distress and bankruptcy, holding firmssets and investment decisions constant (Baxt&7 &&d
Altman, 1984). In view of this theory, issuing elyumeans moving away from the optimum and should
therefore be considered bad news. According to My£984), firms adopting this theory could be regdras
setting a target debt-to-value ratio with a gradusmpt to achieve it. However, he suggestedrtiaatagers will

be reluctant to issue equity if they feel it is andalued in the market. The consequence is thasioys perceive
equity issues to only occur if equity is eitherrffgipriced or overpriced. As a result investorsdieén react
negatively to an equity issue and managementustaht to issue equity.

Myers and Majluf (1984) assumed that firms’ manadeave superior information about the true valughef
firms and that managers will therefore time a newity issue if the market price exceeds their osseasment
of the stock value, that is, if the stocks are wvakred by the market. Since investors are awatbeobxistence
of the information asymmetry they will interpreetnnouncement of an equity issue as a signatthdisted
stocks are overvalued, which subsequently will eausegative price reaction. The literature oricstedde-off
theory has been voluminous and a number of questiame been asked as to whether or not expectezhe
tax-shield benefits from employing debt finance n@ffset the financial distress cost such as; cdsW f
volatility, possible bankruptcy cost in the evehdefault, competitive threat if strained for caBased on this
theory, optimum leverage is determined by balantheg corporate tax saving advantage of debt ag#iest
deadweight costs of bankruptcy (DeAngelo and MasudlB80; Bradley, Jarrell and Kim, 1984; Barclay an
Smith, 1999; and Myers, 1984). But, others havestioieed it.

This theory of capital structure supports the idea firm having a unique capital mix in order taximize its
market value taking into consideration both theKoaptcy costs and tax-shield advantage of debttalapt
predicts a positive relationship between a firniigice of capital structure and its market valueillev1(1977)
argued that the tax savings seem large and cestaile the bankruptcy cost seems to be negligibtelying
that many firms should be more highly levered ttigy really are. Myers (1984) argued that if thisary were
key force, then the tax variables should providenaportant insight about optimum capital structdegision.
The static-order-hypothesis theory also predictt thore profitable firms should carry more debftsithey
have more profits that need to be protected frarattan. But others criticized this prediction, sueh Myers
(1984), Titman and Wesels (1988) and Fama and Rré2@02). The tradeoff theory predicts that larged
more mature firms use more debt in their capitaicstire than equity.

2.2.4 Capital Structure and the Agency Cost Theory

The agency cost theory of capital structure asquinged by Jensen and Meckling (1976) states thapimal
capital structure will be determined by minimizitige costs arising from conflicts between the paritieolved.
They argued that agency costs play an importaetirofinancing decisions due to the conflict thaynexist
between shareholders and debt holders. And thatnwtmmpanies are approaching financial distress,
shareholders can encourage management to takeéotisciwhich in effect, expropriate funds from dabtders

to equity holders.
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The general result of these extensions is thatdmebination of leverage related costs (such asriptdy and
agency costs) and a tax advantage of debt productegtimal capital structure at less than a 10@grgrdebt
financing as the tax advantage is traded off agaims likelihood of incurring the costs. But Paaiand

Weisbach (1999) empirically estimated that the agesosts of debt are too small to offset the tarefies.

However, debt moderates the manager-shareholdéiict@md reduces the agency costs of equity bsimgithe

manager’s share of ownership in the firm. Also,td=n reduce agency costs of equity by reducingtheunt
of free cash available to managers to engage ipuhguits since debt commits the firm to pay owhc@lensen,
1986).

The agency cost theory of capital structure as segports the idea of a firm having an optimal ttructure
by its choice of capital mix. Thus, relating thdtran’s choice of capital structure is vital in mejizing its value
as supported by the static trade off theory. Itgests that an optimal capital structure will beedmined by
minimizing the costs arising from conflicts betweba parties involved. The formation of capitalsture does
not necessarily control the agency cost, for thenag cost of debt comprises of a problem of exgessi
dividends, issuance of senior ranking debt, asse$tgution and underinvestment (Smith and Warther9),
which measure the possibility of bankruptcy andreesuring the debt and cost of monitoring debtermant.
Agency theory predicts that growth firm should hdegs debt, thus indicating a possible relationgt@jween
the choice of capital structure of a firm and itarket value.

2.3 Factors impacting on a firm's market value othearthits capital structure

There are, apparently, many other factors thaténfte a firm's market value other than its choiteapital
structure in the real world. Prior researches hetvewn that other factors have significant relatigmswith
firms’ market values. This study mainly examine@ ttelationship existing between the choice of edpit
structure of a firm and its market value. But otfators that as well influence firms’ market vaueclude:
Growth potential or future investment opportunikjyers, 1984; Titman and Wessels, 1988; Harris aadi\R
1991); Dividend Policy (Miller and Modigliani, 196Gordon, 1967); the size of a firm (Gordon, 1968¢ kind
of risk a firm is exposed to as well have someuigrfice on its market valuation.

2.4 Conceptual Model

Apparently, firms’ operations are being financewbtlgh different sources, ranging from fixed incoseeurities,
debts and preferred stocks, to variable incomergissu Corporate capital structure is the firm@nbination of
different securities involving an option betweesks and expected returns. The essential argumein¢ icapital
structure decision is how to strike a balance behmésk and return to attain optimum capital stnoet Even
though the existence of an optimum capital stréchas not been accepted by all; but there aredd &npirical
evidences and propositions that posited the existai optimum capital structure (Wippen, 1966: Gkl
Ozkan, 2001: 175). Based on the various concemecaged with corporate capital structure, thisdgtu
developed a model as depicted in figure 1.
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Figure 1:A firm’s financing decision processResearcher, 2014)

From figure 1 above, a firm’s finance function csis of four (4) major decisions which include: tfigidend

decision, the liquidity decision, the investmentidi®mn and the financing decision. A firm makessthéecisions
simultaneously and continually in the normal cowsis business operations. Though they do nok ttawccur
in the sequence, but are interrelated with onehemowWhen a firm is making one of the decisionss iat the
same time making another decision.

From the figure, the dividend decision consistglefisions on how best the firm should maintain ptinzal
dividend policy, what amount of profit should béaiaed and what amount should be distributed aislelind to
the shareholders. In doing these, the firm shoaldehn place a good liquidity policy in order to intain a
smooth running of the firm’s operations. The firtmoald ensure that it has the liquid resources tetnits
obligations as at and when due, and to be ablayatp shareholders their dividend.

The financing and investing decisions of a firm enterrelated and interdependent to one anothéndrsense
that, whenever the firm is making the financingidien, it is at the same time making an investnusaision. It
has to strike a balance between its financing @ewsn order to best maximize its returns fromiritgestments;
not having too much finance idle, as well as ndig¢ainder financed.

After proper evaluation and analysis of its investindecision, the firm then decides on its cataicture to
best finance its investment decisions. As seernguré 2.1 above, a firm’'s capital structure couithes be all
equity financed (i.e. 100% equity capital), or dikbt financed (i.e. 100% debt capital), or could are
appropriate mix of both equity capital and debtitzdfi.e. X% equity capital and Y% debt capital).

In determining the optimal capital structure ofranf the firm has to properly evaluate the likeffeets of such
a decision on both its risk and return; that iswhtie firm can maximize its returns and at the saime

minimizing its risks. It is by these evaluationattthe firm is able to strike a balance betweenstss and return
in order to arrive at an optimal capital structwlich maximizes its market value. It should be dotieat a
firm’s choice of capital structure is geared toveardaximizing its returns and minimizing its risksarder to
attain an optimal market value as seen in figure 1.
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3. Methodology

By means of a survey research design, this studynared the relationship that seems to exist betvaefirm’s

choice of capital structure and its market valuewell as examined the determinants of a firm'sichmf

capital structure in Nigeria. The choice of thissida was due to the fact that the researcher pemteit

appropriate because of its lack of control withaoy manipulation of sample subjects. Thus, forsbeondary
data, the population consisted of 186 non-finarfaiads listed on the Nigerian Stock Exchange (N®khin the

period of 2005 to 2009 financial years. While foe primary data used, the population of the stumhsisted of
900 subjects drawn from six different strata. Outhe population for the secondary data, a sampke &f 90
firms was selected using the stratified and coremnsampling techniques. This was achieved by uhigidhe
population into six (6) strata out of which fifte¢b5) subjects were selected from each stratum &y of a
convenient sampling technique. The adoption ofdls@enpling techniques was based on data avaijabilit

For the primary data, a sample of 150 respondeats determined as the sample size by way of afedhati
sampling technique and simple random sampling igcien This was achieved by dividing the populatioto
six (6) strata and an unequal number of subject® welected randomly from each stratum to arrivéhat
sample size. The adoption of these sampling teckesigvas based on the criteria set by the researther
criteria set by the researcher include the expeéief the respondents, their knowledge on the igsumved
and their analytical ability. The primary data wetgtained through the use of a well structured tiesaire,
while the secondary data were obtained from theualinfinancial statements of the sampled firms, frivva
Nigerian Stock Exchange fact books for the respectears (2005 to 2009), and from the periodic isakibns
of the Nigerian Stock Exchange.

A total of one hundred and fifty (150) copies oé tfjuestionnaire were distributed and one hundred\aenty
seven (127) copies of the questionnaire were returapresenting 84.67% of the total copies disteiduwhile
for the secondary data, data used for this study wetained directly from the Nigerian Stock Exaparact
books for the respective period (2005-2009), from annual reports of the sampled firms and fronpgréodic
publications of the Nigerian Stock Exchange.

Table 3.1 shows the distribution of respondents.

S/IN Group of Respondents Copies Copies Percentage
Distributed Retrieved (%)

1 Accounting/Finance lecturers 10 10 100%

2 Shareholders/debenture holders 10 7 70%

3 Financial Analysts 10 8 80%

4 Accountants/Finance managers 40 38 95%

5 Accounting/Finance Postgraduate students 40 32 80%

6 Chartered Stockbrokers 40 32 80%

Total 150 127 84.67%

Source: Administered questionnaire, (2014)
The above table helped the researcher in gaththrngppropriate information needed for the study.

4. Result And Discussions

The analyses and interpretation of data obtainenh fboth primary and secondary sources are brougghéru
review so as to answer the pertinent questionstestdrelevant hypotheses stated earlier in chagpterof this
study.

The first question under review sought to examiatthe general patterns are in the capital strecttiquoted
firms in Nigeria.

In order to address the above issue question, itheah financial reports of ninety (90) quoted firmere
observed for five year period and an average wagedrat. Table 4:4 shows the result of the obs@mdelow:
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Table 4.1: The general pattern in the capital stinecof quoted firms in Nigeria
Cumulative

Capital structure Frequency Percent Valid Percent Percent
Valid | Equity only 20 22.22 22.22 22.22

Debt only 0 0 0 22.22

Debt and Equity 70 77.78 77.78 100

Total 90 100.0 100.0

Source: The Nigerian Stock Exchange Fact book, (2010)

From Table 4.4, 20 firms representing 22.22% ofgample size make use of equity capital only irr tbapital
structure, no firm make use of debt capital onlythair capital structure, while 70 firms represegtir7.78%
make use of both debt and equity capitals in tbapital structures. This implies that the geneedtgsn in the
capital structure of quoted firms in Nigeria isanbination of both debt and equity capitals.

In addition to the analysis of the secondary d#tagee (3) questionnaire items were put forward hHe t

respondents. Below are the responses obtained.

Table 4.3: Sources of funds of quoted firms in Kige

Cumulative
Frequency Percent Valid Percent Percent

Valid Strongly Agreed 62 48.8 48.8 48.8
Agreed 55 43.3 43.3 92.1
Undecided 6 4.7 4.7 96.9
Disagreed 3 2.4 2.4 99.2
Strongly Disagreed 1 .8 .8 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.3, 117 respondents representing 92fl#te respondents were in agreement that quotet fin

Nigeria are majorly financed through the use ofrskerm capitals, long-term capitals an

d retainachimgs, but

4 respondents representing 3.2% of the respond@htsot agree, while 6 respondents representingp af’the
respondents were undecided. This implies that gufitens in Nigeria are majorly financed through thee of
short-term capitals, long-term capitals and retiaarnings agreeing to their pattern of capitalcstre as in

Table 4.1.

Table 4.4: Characteristics of quoted firms’ capalictures in Nigeria

Cumulative
Frequency Percent Valid Percent Percent

Valid Strongly Agreed 26 20.5 20.5 20.5
Agreed 42 33.1 33.1 53.5
Undecided 15 11.8 11.8 65.4
Disagreed 39 30.7 30.7 96.1
Strongly Disagreed 5 3.9 3.9 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)
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From Table 4.4, 68 respondents representing 53.6%heorespondents were of the opinion that thetabpi
structures of quoted firms in Nigeria are charaztgl as lopsided (i.e. majorly equity capital), bis
respondents representing 34.7% of the respondéhtsod agree, while 15 respondents representing%a.lof
the respondents were undecided. This implies that dapital structures of quoted firms in Nigeria ar

characterized as lopsided.

Another issue brought under review were the faciffiexcting a firm’s choice of capital structure ahe effect

on the market value in Nigeria.

In other to address the above issue, 8 questianiteins were put forward to the respondents. Belosvthe

responses obtained.

Table 4.5: Availability and benefits as determisanita firm's source of funds

Cumulative
Frequency Percent Valid Percent Percent

Valid Strongly Agreed 41 32.3 32.3 32.3
Agreed 67 52.8 52.8 85.0
Undecided 11 8.7 8.7 93.7
Disagreed 6 4.7 4.7 98.4
Strongly Disagreed 2 1.6 1.6 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.5, 108 respondents representing 85&%eofespondents were of the opinion that a fisolsrces
of finance are dependent on the availability ofréguired funds and benefits associated with aquéat source,
but 8 respondents representing 6.3% of the resposidéd not agree, while 11 respondents represe8tirto of
the respondents were undecided. This implies tffiatnés sources of finance are dependent on thiadility of

the required funds and benefits associated withracplar source.

Table 4.6: Profitability as a determinant of a fgrohoice of capital structure

Cumulative
Frequency Percent Valid Percent Percent
Valid Strongly Agreed 10 7.9 7.9 7.9

Agreed 39 30.7 30.7 38.6
Undecided 19 15.0 15.0 53.5
Disagreed 44 34.6 34.6 88.2
Strongly Disagreed 15 11.8 11.8 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.6, 49 respondents representing 38.6#%eorespondents were of the opinion that unpabféa
firms in Nigeria majorly utilize more of debt cagiitin their capital structure than profitable firmsut 59
respondents representing 46.4% of the respondgmssed the assertion, while 19 respondents repiegen
15% of the respondents were undecided. This imphiasprofitability does not affect a firm’s choioé capital

structure.
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Table 4.7: Risk as a determinant for debt util@maiin the capital structure of quoted firms
Cumulative
Frequency Percent Valid Percent Percent
Valid Strongly Agreed 41 32.3 32.3 32.3
Agreed 47 37.0 37.0 69.3
Undecided 13 10.2 10.2 79.5
Disagreed 17 13.4 13.4 92.9
Strongly Disagreed 9 7.1 7.1 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.7, 88 respondents representing 69.B#eorespondents are in conformity that debt ehp#
cheaper and more advantageous than equity capitalof a higher risk than equity, but 26 responslent
representing 20.5% of the respondents did not agnddle 13 respondents representing 10.2% of the
respondents were undecided. This implies thattkséaf capital and risk also influence a firm’s ieoof capital
structure.

Table 4.8: Risk as a determinant for equity capitaference over debt capital

Cumulative
Frequency Percent Valid Percent Percent

Valid Strongly Agreed 29 22.8 22.8 22.8
Agreed 63 49.6 49.6 72.4
Undecided 19 15.0 15.0 87.4
Disagreed 14 11.0 11.0 98.4
Strongly Disagreed 2 1.6 1.6 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.8, 92 respondents representing 72 #4tteaespondents were of the opinion that quoiexdsfin

Nigeria prefer to utilize retained earnings andigoeapital rather than debt capital because ofigles involved
in the utilization of debt capital in the capitalusture, but 16 respondents representing 12.6#eofespondents
did not agree, while 19 respondents representifig dbthe respondents were undecided. This impliasrisks

associate with debt capital affect its utilizatiarthe capital structure of quoted firms.

Table 4.9: Personnel as a determinant of a firimdae of capital structure in Nigeria

Cumulative
Frequency Percent Valid Percent Percent

Valid Strongly Agreed 13 10.2 10.2 10.2
Agreed 45 354 354 45.7
Undecided 20 15.7 15.7 61.4
Disagreed 37 29.1 29.1 90.6
Strongly Disagreed 12 9.4 9.4 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2011)

From Table 4.9, 58 respondents representing 45.7%heorespondents were of the opinion that thetabpi
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structures of firms in Nigeria are not properlyustured due to unqualified personnel managing thante
function of the firms, but 49 respondents reprasgri28.6% of the respondents did not agree to ldienc while
20 respondents representing 15.7% of the respondere undecided. This implies that unqualifiedspanel
managing the finance function of a firm affect finm'’s choice of capital structure.

Table 4.10: Management as a determinant for optiayaital structure in a firm

Cumulative
Frequency Percent Valid Percent Percent
Valid Strongly Agreed 41 32.3 32.3 32.3
Agreed 73 57.5 57.5 89.8
Undecided 7 55 55 95.3
Disagreed 5 3.9 3.9 99.2
Strongly Disagreed 1 .8 .8 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.10, 114 respondents representing 8®@8%e respondents affirmed that an optimal chpita
structure could be attained by the Nigerian firmhgjualified and professional personnel are put lece to
manage their finance functiptut 6 respondents representing 4.7% of the respudaddisagreed, while 7
respondents representing 5.5% of the respondents wedecided. This implies that, when qualified and
professional personnel are put in place to manafyen finance function, an optimal capital strum can be
attained.

Table 4.11: Level of development of the Nigerianockt market as a challenge for an effective andiefii
capital structure

Cumulative
Frequency Percent Valid Percent Percent
Valid Strongly Agreed 17 13.4 13.4 13.4
Agreed 41 32.3 32.3 45.7
Undecided 17 134 13.4 59.1
Disagreed 46 36.2 36.2 95.3
Strongly Disagreed 6 4.7 4.7 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.11, 58 respondents representing 46ftte respondents agreed that the underdevelogedenof
the Nigerian stock market is one of the major @mjes facing firms in Nigeria in planning and deidi@ing an
effective and efficient capital structure, but 3pondents representing 40.9% of the respondeahtsodiiagree,
while 17 respondents representing 13.4% of the omgnts were undecided. This implies that the
underdeveloped nature of the Nigerian stock maskalso a factor affecting a firm's choice of capitructure.
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Table 4.12: Irrelevance of shareholders’ opiniodéciding a firm’s capital structure

Cumulative

Frequency Percent Valid Percent Percent
Valid Strongly Agreed 12 9.4 9.4 9.4
Agreed 12 9.4 9.4 18.9
Undecided 14 11.0 11.0 29.9
Disagreed 50 39.4 39.4 69.3

Strongly Disagreed 39 30.7 30.7 100.0

Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.12, 24 respondents representing 1®PBfhte respondents agreed that shareholders' ogirdce
irrelevant in deciding a firm's choice of capitaristure but 89 respondents representing 70.1% of the
respondents did not agree, while 14 respondentesepting 11% of the respondents were undecideis. Th
implies that shareholders' opinions are relevadeitiding a firm’s choice of capital structure.

Table 4.13: A firm’s size as a determinant of heice of capital structure

Cumulative
Frequency Percent Valid Percent Percent

Valid Strongly Agreed 61 48.0 48.0 48.0
Agreed 48 37.8 37.8 85.8
Undecided 11 8.7 8.7 94.5
Disagreed 6 4.7 4.7 99.2
Strongly Disagreed 1 .8 .8 100.0
Total 127 100.0 100.0

Source: Administered questionnaire, (2014)

From Table 4.13, 109 respondents representing 8mB#e respondents agreed that a firm's size affsc
choice of capital structure, but 7 respondentsesgting 5.5% of the respondents did not agreelewiti
respondents representing 8.7% of the respondemtswnelecided. This implies that a firm’s size dfféschoice
of capital structure.

Discussion of findings

Based on the research question which seeks tondetetthe general pattern in the capital structdrqumted
firms in Nigeria, it was discovered that the conattion of both equity and debt capital constitute feneral
pattern in the capital structure of firms listedtbe Nigerian stock exchange (see Table 4.1). IBuptoportion
of debt to equity is minimal as compared with firinsthe U.S. with more of their capitals from desgue
(Bolton and Scharfstein, 1996), thereby making dapital structure of firms in Nigeria lopsided (iraore of
equity to debt). However, there is not yet an idae&l of debt-equity capital that constitutes animai capital
structure for individual firms. Also, it was dis@red that quoted firms in Nigeria are majorly fioad through
the use of short-term capitals, long-term cap#aid retained earnings (see Table 4.3).

In an attempt to appraise the research questioahwdgeks to determine the factors impacting a $irchoice of
capital structure, it was discovered that the abdlity and benefits of a particular source of talpcould
influence a firm’s choice of capital structure (Seble 4.5). Also, it was discovered that profili&ji costs of
capital, risks, shareholders opinions, the levetlefelopment of the Nigerian stock market, firmges and
quality of personnel managing the finance functdrirms in Nigeria are some of the factors inflagng the
choice of capital structure of quoted firms in Nige

In an attempt to further appraise the researchtimpmesvhich sought to identify the factors affectiagfirm’s
choice of capital structure and the relationshiat tbeems to exist between corporate capital stestand
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corporate market values in Nigeria, it was discedethat a firm's market value is positively sigoéntly

influenced by its choice of capital structure. Hmalysis showed that there is a significant retestigp between
corporate capital structure and corporate markeegan Nigeria. Also, other factors other thanpowate capital
structure that impact firms’ market values in Nigewere identified. These factors include: the \weigf debt in

the capital structure (total debt), firms’ sizawit profitability and shareholders’ funds are saofiehe factors
impacting firms’ market values in Nigeria.

Finally, in an attempt to answer the question wiiebks to determine the impact of a firm’s sizét®choice of
capital structure, it was discovered that a firsize influences its choice of capital structure.

5. Conclusion and Recommendation

In general, the market value of a firm is positvsignificantly influenced by its choice of capitsiructure
(financial leverage). More specifically, there isignificant positive effect of long-term financialerage on the
market value of a firm as suggested by other rebestudies as in Modigliani and Miller, 1963 and|lko 2008
among others, but in sharp contrast to the peckinigr theory as propounded by Donaldson (1961)chwhi
assumes a firm’s capital structure as irrelevaritstanarket value and that a firm’s choice of calpgtructure
should follow a well defined order, starting wititérnal funds, then debt and finally equity capitidwever the
findings of this study suggest that financial pplimr corporate leverage matters in a firm's mankauation.
Thus, the theory of a firm’'s optimal capital sturet is justified on the ground that it has an eroalrsignificant
positive impact on the firm’'s market value. Furthere, it is obvious that a firm’'s choice of caps#iucture is
significantly influenced by its size, profitabilitgosts of capital, associated risks, shareholojgirsons, level of
development of the Nigerian stock market, and tinaity of personnel managing the finance functidrirons

in Nigeria.

Consequently, based on the research findings efdtidy, the following recommendations are herelaglen
Quoted firms in Nigeria are encouraged to make meing of their market values the major focus when
deciding their choice of capital structure sinceréhis a positive significant relationship existinetween their
capital structure choice and their market valuesegsaled by the findings of this study. Also, firfim Nigeria
should strive to optimize their capital structung dn appropriate mix of debt-equity capital; for @ptimal
capital structure is the debt-equity mix that b@siximize firms’ market values. They should alwajrike a
balance between their choice of capital structaresthe resultant effects on shareholders risksetodns, and
the cost of capital.

Also, Professional and qualified personnel showdehtrusted with the financing decision of firmsNigeria
since an optimal capital structure is a must fomé in Nigeria if they must compete effectively andvive in
times of financial and economic distresses, anairatty an optimal capital structure requires amrdaife and
strategic planning.

Furthermore, when deciding on the choice of capited of a firm, the size of the firm should be givkeen
consideration since a firm’s size is one of thadecimpacting its choice of capital structure ilgétia. Also,
shareholders opinions should be sought in ordseék their consent on either to issue new equayeshwhich
will in turn lead to dilution of control, or to rs&@ more debts which will increase the risk of ihm f

In addition, the key players of the Nigerian stogkchange market should always strive for continuous
improvement of the efficiency of the stock markieice it is the major platform upon which quotedri# raise
their required funds, and its level of developmiempacts on firms’ choice of capital structures, ethin the
long run affect their market values.
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