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ABSTRACT

This study examined the trend of financial leverage in quoted firms in Nigeria between
2006 and 2013 and also identified the determinants of financial leverage in non-financial firms
in Nigeria. It also determined the influence of financial crisis on leverage decisions and
performance of quoted companies in Nigeria.

This study employed primary and secondary data. The population for this study was non-
financial firms quoted on the Nigerian Stock Exchange (NSE). Forty firms were purposively
selected based on the availability of data required for the analysis, that is, each firm must have
financial data reported on the Nigerian Stock Exchange database from December 31, 2005 to
December 31, 2013 and complete financial information for the sample period. Primary data were
obtained by administering structured questionnaires to the finance department of the selected
firms.

The trend of financial leverage was analyzed and the results showed that the respondent
firms depend heavily on debt financing and rely more on short term debt financing especially
during the crisis before attempting to reverse it after the crisis between 2010 and 2012. Short
term debt increased slightly by 4.8% between 2006 and 2007 and increased abruptly by 51.5%
between 2007 and 2008 but however declined by 57% between 2009 and 2010. Long term debt
increased sharply before the crisis year by 99% almost doubling itself and increased in 2008 by
32%. Also, Seven factors (growth opportunities, profitability, tangibility, earnings per share,
issuing cost, tax economics associated with debt financing and risk/cost of financial distress)

were tested on the possible determinants of leverage from the analysis of the result obtained
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from the questionnaire administered to the finance unit of the selected firms; all the factors were
significant in determining the financial leverage of a firm at 10% significant level except
tangibility. The study also investigated the relationship between firms’ performance, leverage
decisions and financial crisis. The results showed that short term debt (t=6.489, p<0.05), total
debt (t=0.647, p<0.05), growth (0.938, p<0.10) and size (t=7.521, p<0.10) had positive
significant effect in determining the market performance of a company while long term debt
(t=1.680, p>0.10) and tangibility (t=0.391, p>0.10) has insignificant influence on firms’ market
performance. Short term debt (t=0.665, p<0.10) and total debt (t=0.715, p<0.10) have positive
and significant relationship with the accounting performance measure (ROA) while size
(t=0.274, p>0.10) has a negative significant effect. Long term debt (t=0.162, p>0.10), growth
(t=0.469, p>0.10) and tangibility (t=0.134, P>0.10) have insignificant effects on accounting
performance. Financial crisis have negative but significant effects on both marketing and
accounting performance measures. This implies that firm performance reduced during the

financial crisis years.

The financial crisis that occurred in the late 2000s had a major impact on firms’ capital
structure greatly disrupting the leverage decisions of firms. In line with the findings of this
study, it is concluded that firms rely more on debt, especially short term debt during financial

crisis and that financial crisis negatively affect the performance of firms.
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CHAPTER ONE
INTRODUCTION

1.1 Background to the Study
The two major financial policy decisions a firm makes are its dividend policy decision and its

capital structure mix. An important decision to be made in any business organization is how
the operations of the business are to be financed. Firms’ survival depends on their financial
performance, it is therefore important for firms to source for the funds needed in running their
operations. Financing decisions is concerned with obtaining the best financing mix or capital
structure for the company, after considering the cost of the finance and risk involved.To
finance their operations, firms frequently have to make decision about the composition of
their capital structure, whether to increase debt, issue shares or finance internally. The capital
structure of a company enhances its operations and as such cannot be overemphasized
(Uremadu and Efobi, 2012). As a result, many studies have examined the determinants of
capital structure choice and its impact on performance of firms, that is, the adequate capital
structure suitable for corporate organizations to apply in order to maximize shareholder

value.

According to Weill (2002), many institutional and economical factors influence the
relationship between leverage and performance of firms. Several things can lead a firm to
choose different capital structures at different points in time, this include, accessibility of the
firm to financial market, changes in the relative pricing of asset classes and economic crisis
among others. A list of factors relative to capital structure decisions such as profitability,
growth of the firm, size of the firm, debt maturity, debt ratio, tax and tangibility have been

identified. However these factors are affected during financial crisis.
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Financial crisis can be defined as a situation in which some financial institutions or assets

suddenly lose a large part of their value. Financial crisis cannot be characterized by a single
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indicator or phenomena. It is often associated with one or more of the following phenomena:
substantial changes in credit volume and asset prices; severe disruptions in financial
intermediation and the supply of external financing to various actors in the economy; large scale
balance sheet problems (of firms, households, financial intermediaries and sovereigns); and large

scale government support which can be in the form of liquidity support and recapitalization.

The recent financial crisis saw the collapse of financial institutions, the bailout of banks,
downturns in stock markets and a general decline in economic activity. The global financial
crises started with the meltdown of the United States subprime mortgage market in 2007, grew
worse in 2008, and resulted in a loss of trillions of dollars of financial wealth, thereby putting the
world’s economy into an unexpected lasting real economy recession (World Bank, 2009). The
collapse of the auction rate securities market in the early 2008 was a major indication that
subprime mortgage defaults were creating problems in other markets. This was later followed by
the bankruptcy of many businesses and many financial institutions refusing to lend to customers.
Initially the financial crisis affected mainly the US and Europe, but spread to other economies of

the world due to the connectivity of the financial system also known as the “contagion effect”.

The global crises which started in 2007 led to a sharp decline in the currencies and stock market
prices of a number of developing countries including Nigeria. In Egypt and Nigeria, the stock
market indices declined by about 57 percent between March 2008 and March 2009. The crisis
provides a natural experiment that significantly lowered the available return on investment
opportunities of firms in the affected economies while holding firm leverage relatively constant.
This is because banks and other financial institutions were afraid to give out loans to firms
whose returns are already on the reducing side. The performance of firms typically deteriorates

during a crisis. Hence, to a certain extent, firm performance will be impacted by the crisis.
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Akingunola and Sangosanya (2011) in their study of the influence of the global financial crisis
on industrial sector performance in Nigeria conclude that industrial performance is negatively
influenced by external shocks and that there exist slight structural changes in industrial

performance during the global economic meltdown.

The Firms facing financial constraints do not choose capital structure in the same manner as
unconstrained firms. Firms only issue equity when it is overpriced under asymmetric
information and investors will not buy these equities due to the signalling effect of equity
issuance. Guyan (2002) states that low leverage firms almost turned to their pre-crisis
profitability patterns but high leverage firms could not turn to their pre-crisis profitability
patterns and that firms can immunize themselves against the shock of economic crisis by having
low debt ratio. Opler and Titman (1994) identify various industries that have experienced
economic crisis and whether the firms in those industries with high financial leverage prior to
the crisis period performed differently from those with low financial leverage. They make use of
market share and sales growth to measure firms’ performance and find that the relationship

between firm performance and financial distress is negative and significant.

1.2 Statement of the Problem
The relationship between leverage and corporate performance varies across countries and many

factors such as bank credit, efficiency of the legal system and other institutional factors influence
the relationship between leverage and corporate performance (Weill, 2002). Many factors have
been identified to influence the leverage decisions of firms. Harris and Raviv (1991) and Rajan
and Zingales (1995) identify that leverage is positively related to Growth, Size and Tangibility

but negatively related to profitability.
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Barine (2012) states that the amount of debt a firm uses for finance depend on the interest on

debt, corporate income taxes, withholding taxes, personal income taxes, costs of financial

For more information, please contact ir-help@oauife.edu.ng
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