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ABSTRACT

This work attempts a modest contribution to the understanding of the
concept of valuation of common shares in Nigeria firms, It also attempts
to assess the extent to which shares and securities in Nigerian firms are

valued through financial markets and as a basis of investment analysis.

The interest of the author on this subject is attracted by the fact
that the rate at which public invest in firms shares and securities is
very alarming. This is assumed to be as a result of inadequacies in
managerial capacity of firm, ineffectiveness of the Nigeria strcl exchange
ns ; requlnator of securlties / shares in trade and the indecision of the
investors as when, who, and where to iw Invect.

To carry ocut this work qguided interviews and observation methods were

u
used. The respondents include NSC's officirl ( Kiduna Office) ~nd some shore

holders of some companies. The facts gathercd and analysed from the
reppondents indicate a very low level of understandina on the pwt of the
share holders and poor application of marketing concept by beth the NSE ond

the fims.

It is therefore felt that the following recommgndntion Le mode to
achive proper understonding of the concept and proper application of the

modelse.

(1) 7Try to achieve managerial capacity by making emphasis on marketing
concept rather than selling concept.,

(11) The N s E should m~ke relevant information avsilable for particip-nts
at all times, easy read and use.

(i11) There should be an education drive to make reople sware of the work of

the stock exchange »nd how it can be used.

(iv) That wee
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CHAPTE!: ONE

INTRODUCTION .

Naturally, ~he objective of investors in
putting their morey in a business is to secure in-
comeé from such business; on the other hand,

L]
financial mazimi:ation of owner's economic welif:s 2.

Heowever, thcre is a disagrcement as to how
this then could !.e achieved. The two well known

»
and widely discusrsed criteria ure;

8. Profit Maximisation

b Well M: ximisation

PRCFIT MAXTMISAT ON

Accoding to Pandy, traditionally, the business
has been conside.'ed as an economic institution. As
such, it has devcloped a common and unique measure-
ment of ecfficiency, viz.,1 profit; Frequently,
maximisation of profit it regarded as the propr..
objective of the firm, but it is not as inclus v
a goal as that o" maximising shareholders wedl*.
Therefore, it is plausible to assume profit maximi-
sation as a natural business objective. The appro-
priatness of thi: objective is justified on any of

the following co:n'l:.s:’l

(2) A human be ng, performing any economic



activity rationally sims at utility maximisation,
It is argued that utility can be easily mensured in
terrs of profit. Thus profit maximisation can be

Justified on the ground of rationmality.

(b) Profit maximisition ensures economic natural
selection and in the altimate 2nd only profit maxi-

mise rs survive,

(¢) The firm by pursuing its objective of profit

maximisaticn, also meximises sccial econcmic welfare.

(a) A free competitive capital market, in spite of
the absence cf competition in product markets, will
allccate monopoly rigats over capital to those who can

use it most profitably. Thus, profit muximisation will

be ¢ motive force to scquire the monopoly powers in Lhe

impt rfect product market.

With the above arguemeﬁt in favour of profit
max misation as a correct objective of a8 firm, a lot of
cri’icism have been lz2veled zgainst this, some of which
are: -

(a) That profit meximisation is a consequence of
pe:fect competition, and in guce of imperfect modern

mariets today it canrot be & legitimate object of the



(b) It is argued thait profit moximisation os a business
objective, developed in the early 19th century, when
the characteristic festures of the business structure were
self-financing, privat: property and single enterpreneur-
ship. The only aim of the single owner was to enhance
his individual wealth ind personel power, which could
easily be satisfied by the prof;t maximisation objective.
However, the modern buiiness environment is characterised
by limited liability s1d a divorce between Management
and Lwnership. The business firm today is financed hy
owners the share-holde-~s of 'its equity capital and out-
siders (Creditors) and controlled snd directed by profese
sionél mansgement. Th: other interested parties connected
with the busin<¢ss firm are customers, employees, govern-
ment, and the society. fg this changed business structure
the cwner manager of tie 19th Century has been replaced
by professional manage~ who has to reconcile the confli-
cting objectives of al. the parties, connected with the
businzss firm, In thi; new business environment, profit
maxinisation is regard:d as unrealistic, difficult,

inaprropriate and imm0?31.2

Apart from the :i1foresaid objections, profit maxi-
misation hes bien redezted as an operational criterion
for raximising the owr>rs' economiz welfare. Tt fails

tc provide an operatiocially feasible measure for ranking



alternative courses of action in terms of their econowric

efficiencya. Lt suffers from the following limitations,

i. It is vszue
1d. It ignor:s the timing of returns
iii. it ignoras risk,

The precise maan.ng o{ profit maximisation objec-
tive i3 unclear. The d:finition of the term profit is
ambiguous., Does it mea short term profits or long Luru
profits?. Does it refe s to profit before or after Lax?,
Total profit or profit rer share?. Does it mean total

operating profit or prsfit to common share holders?.

The profit maxim sation objective does not make
distin:tion between retirns rececived in different time
perioé;. It gives no cnsideration to the time value of
meney :nd values benefi . received today and benefitg after

a year Or more s Sallle.

Let's suppose th; t maximising profiil means maximi-
sing p-ofit after taxes. In the sense of net profit as
report:d on the profit :nd 10;5 account of the Tirm. It
can ea:ily be realised ‘hat maximising this figure will not
maximi ‘e the economic welfare of the owners, A firu
could lways ralse tota’ p;nfit by issuing additionsl coum-

mon sh.res and investini the proczeds in low yielding

assets.



such s government boncs. Profit after tax would go

up, but earnings per stare would go down.

If we adept maxirising carnings per share as the
financ: gl cbjective of the firm, this will also not
ensure the maximisation of the owners, economic welfare.
Maxiaii ing earnings per share also suffers from the flows
always mentioned, that i3, it ,ignores timings and uncer-
taintics of the expected benefits. Apart from these pro-
blems, naximisation of eirnings per share has certain .
deficiencies as a financ.al objective. It implies that
market value of the compwny?s shares is a functions of
earnings per share, whic: may not be true in many instances.
If mark:t value is not a function of earnings per share,
then ma<imisation of the latter will not necessarily
result :n the highest piice for the company's shares.
Maximis;tion of earning ;er share further implies that
the firi should make no civident payments so long as funis
can be nvested internal ' y at any positive rate of re-
turn, however small, Buch a dividenﬁ policy may not

always ‘e to the shareholders' advantage.

/bove is & demonsiration that the meximisntion of
profit s a firm's financial objective fails to maximise
the eco:omic welfare of the share holders. This method
takes n. account of timinz and uncertainty of the benefits,
An alte:native to profit saximisallion, which solves these

problem: , i5 the objectiv: of wealin maximisSation.



WOALTH MAXTMISATION

T.e use of wealth raximisation or net wealth maximi-

sation
operat
altern:.

it pro-

objective has becn advocated as an appropriate and
onally feasible (riterion to choose among the
tive financial actions. According to HKzra Solomon,

ides an unambigu:us measure of what finuncial

managerent should seek to maximise in making investment

and fin

object

petwet
inves!
cial ¢

presel

; 7o 4 . . .
ancing decisions. He described wealth maximisation

Ve asi-

The gross present worth of a course of action i=

equal to the capitalised value of the flow of
future expectad tenefits discounted at a rate which
reflects their certainty or uncertainty. Wealth

or net present werth is the difference

n gross present worth and the amount of capital
nent required to ichieve the benefits. Any finan-
stion whizh c¢reat:s wealth or which has a net

t worth above zer> is a decirable one and should

be pursued. Any financ:.al acticn which does not meet

this t

25t should be rej:cteds If twe or more desirable

courscs of action are mitually exclusive (that is,if

only «iae can be underts ten), then the decision should be

to do

est anm

that which create: most wealth or shows the great-

runt of net prese.it worth.
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In short, the cperating objective for financial manage-

men- 18 to maximise vealth or net present worth5

The net present 1alue (worth) or wealth can be de-

fincd more explicitly in the following way:-—

w. e .&-I,l + Aa _ ¥ seasva » h['
7K (€058 TR~ - ¢
= ] .
> A
Lot
t-1 ()t 7 €

Wher« A1,A2, = ctream of bLenefits expected to occur
- : if course of action is adopted.

= 1he cost of that action
k = the appropriaste discount rate to
neasure A's.

| the nel present worth or wealth net
which is the difference between the

precent worth of the stream of benefits
and the initial cost.

The firm should adopi the action only when W is positive.

The objective of wealth maximisation helps to resclve
the wo problems encounted in the profit maximisation
objective. These are the considerations of the time value
of miney and the problem of handling uncertainty of expected
beneits.  This problem is overcome by the selection and

intr:duction of apprb;riate rate of discount and using

this rate to discount the expected flow of future benefits,



'he wealth maximi:ation, objective is consistent

with the objective of maximising the owners economic
welfire., Maximising - wner's welfare is equivalent to
maxiaising the utilit’ of their consumption covertime,
Witk this, the owners cah adjust their fund flow in

such 8s way as to opt mise their consumption. The

wealth of shareholder:; is reflected by the market value
of th> company's shared. Therefore, the wealth maximi-
satici objective implirs that the financial objective of a

firm hould be to maxiniise the market value of its shares,

"he implications of wealth maximisation are that
apart from handling th: question of quality dimension and
time limension, it also maximises the owners economic
welfa'e as well as being consistent with the diverse
inter:st of all other parties concerned in & business

firm. These other intcrests can be briefly outlined as:

suppliers of loan capital. These people include
trade creditors, deben ure holders, commercial banks,
and financial institut ons. They make gveilable to the
firm short term and loig term loan capital. It is in
consolwance with their nterest because they are entitled
to fited rate of inter st and have & prior claim on the
compé 1y's earnings and assets, The shareholders are
entit.ed to residual e:rnings, so if the firm pursues
the policy of maximisiig the owﬁcr’s wealth, the position

of th: suppliers of lo:n capital is safe.



Employees. It is said that the objectives of the
emplcyees is to maximise their benefits which are both
monetary and non—mohetary. The cost to the company is
monetary. For the firm to maximise the wealth of the
owne:rs, it has to pursue & policy of maximising labour
prodictivity and efficiency. This imples maximisation
of ccrporate efficiency which is directly and positively

corrclated witn high labour productivity. The high

labol r productivity ani efficiency will only be as a re-
sult of a very good ccndition of service for the employees
in terms of good pay, vetter working environment and more
incer tives for good performance. This will meet the

empl< yees monetary and non-mcnetary needs in the firn,

To the society, the social benefits will be maximised
if tte society's resovrcegs are optimatly allocated to
achic¢ ve wealth maximisation objective, This objective is
in ajreement with society'a‘view that resources should be
allocated to those directions in which they have been or
woulc be productive, 2ad the very definition of wealth
maxirisation by Exra Eolﬁpon in which he stated that a

cour:e of action (or resource allocaticn) should be pursued

only when worth or present worthof the benefit is positive,

MANAGEMANT

The Management ir whose hands lies the decision tsking
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autﬁ~rity has the uner viable job as reconciling the
conf icting objectives of these parties. The survival
of maragement will be threatened if the objective of any
of those parties is not satisfied, The management will
survive only when all the group interest have been duely
satis:'ied. And by the wealth meximisation objective, as
shown above, menagement willibe able to meet all the
group::' interest and tris will be in consonance with tle
manag:ment objective, reign and survival, |
)
llaving discused ard accepted wealth maximisation as an
approyriete and = perational objective of a firm, we are now
faced with the financiel decision a firm has to take to
achieve the wealth maximisation objective, the firm bas to
look «nd consider critically the following decision arecas:
(a) Financing decisions
(b) Investment cecisions and

(c) Divident decisions.

"'his work will be limited to the discussicn of only
one o the above decision areas, and this is the divident
decis: on area.

lividents

"he definition of divident cannot adequately be j;iven
until profit from whick divident is declared is exploined.

Profi s which are legally distributable.

t 15 said that d:i:rectors may be held liable to

person: 11y repay and dirsidends made otherwise than out
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of rrofits and theireforre the definition of profits and
any restriction on taeir legality of distribution are
rather important. Unfortunately the law on this subject

is rot completely striight - ferward.

The profit for i period may be described as the
excess of income over expenditure incurred in earning that
incone after making glod any loss in value of fixed assets

or current assets similarly incurred.

A definition:of’ered by Lord Justice Fletcher
Moul ton in 1911 when che Court of Appeal was conceened
with the case of the .)panich Prospecting Co. Ltd. was

as f:llaws;6

“ 1f the total :ssets of the business at the two
dutes be comp'red the incrsugse which we show at
the later dat: comgéred with the carlicer date
(due allowanc:, of course, being made for any
capital introluced into or taken out of the
business in tiie meanwhile) represents in strictness
the profits o' tpe business during the period
in question". Ile went on to say that'l will have
it clearly unierstoocd that these remarks have no
bearing on th: vexed question of the fund out
of which diviiends may be legally paid in limited

companies",
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Cases such as Verner Vs General and Commercial Inves-

ment Trust and Lee \s Neuchatel show that this fund may
in :ome cases be larjer than what can rightly be regar-
ded as profits, and the decisions in these cases depend
larijely on the fact ihat there is no statutory enactment

which forbids it to le so.

The cases to which his Lordsip referred together
wit!. a number of othcr casces have cstablished certain
principles concerning the legal mecd to provide depre-
cia .ion before paying a divident. Tnese principles

can be sunmerised as folloy:-

i. Any depreci: tion of current assets must be
mude good be fore a divident is paid. (Verner
V. General :nd»ommercial Investment Trust
Limited., 1¢94; Bond V Barrow Haematite Steel
Co. Limited. 1902

-i. Any deprecic tion in value of fixed or wasting
assets need not necessarily be made good before
a dividend is paid but assets sufficient to pay
liabilities must be retained. (Lee V Heuchutel
Asphalt Co. Limited., 1892, Verner V General
and Commercial Investmenf Trust Limited., 1894
Wilmer V MoNamara And Co Limited., 1895).
However, each case should be judged by reference
to its own jarticular circumstances and the

memorandum ¢nd srticles of the Compuny concerned.
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I'he question whether surpluses recorded from the
sale of assets under o>r during inflation can be distri-
butel as divident has been helped by the cases of
Lubtock V British Bant of South America, 1892 and
Foster V the new Trinided Lake Asphalt Co. Limited,
190%. These cases established that the following cone
ditions must be sutis’ied before such a surplus can be

distributed,

8 The surplus is reelised, and

Oe it remains after all the assets have been re.

valued, and ‘

Ce the distribution of the surplus is permitted by

the Articles..
]

Although conditioa one was upheld as recently as
196C the decision in che case of Dimbula Valley (Ceylon)
Tee 20+ Limited V Janaiary 1960, conflicted with this
condition and the Jencins Committee, recognising that

the Law needed clarif cation and recommended that this

be done in the next Coympany Act.

Dividend then may be defined d4s that part of a firm's
profit declared as av:ilable for distribution te share-
holdzars at the end of an activity period. The usual prace
tice in dividend dist:ibution is for it to be made in

case.
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Ofther options for dirtribution of dividend is also open
to “he firme This ojtion is the stock dividend. There
is «lso stock split vhich is not necessarily a fom of
div:dend but its gencral effect is the same as that of

div.dend.

+ OME FORMS OF DIVIDEND

(ash Divident

'"he usual method ¢f dividend payment by most company
is 1y the cash method. By cash dividend, it is meant
whe: cash is paid to ;hareholdars at the end of &n acti-
vity period as a forn of profit distribution in propor-
tior to each investors helding in the firm, For this to
be 1o08sible, the firr must have enough cgsh available in
the bank. Where therz is & shortage of cash, overdraft
facilities have to be arranged or other forms by which

cas!. can be raiscd should be pursued.

“"here the company 13;:;a?uhlc iividend policy, this
can be incorporated in the casih budget making provision
for the payment of dividends at the end period or wh.n-
ever the directors sav. ?here the dividend policy is
unstable this becomes very difficult. The effect on
the balance sheet whea cash dividend is puid is that the
caglk account and the reserve gccount is reduced. Thus,

bott the total assets and the net worth of the firm are
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reduce !l when cash dividrnd is distributed. The market
price f the share drop in most cases by the amount of the

cash d .vidend distribut(d?.

Stock !'ividend

This. represents a dir tribution of shares in lieu of
or in :ddition to the cesh dividend to the existing
shareholders, The effect of this is that the number of
outstarding shares in tre firm ig increased, The number
of com.on shares is increased and the reserve and surplu-
ses reduced., The total net worth is not affected and
this m-thod of paying 4 vidend represents the capitell-
sation of owners' equit; port}on, This distrinution of
stock (ividend is carritd out in proportion of sharehold-
ers investment in the firm. At the end of this each
investor retains his in®tial..propertionate ownership in
the fi-m. N

ADVANT: GiS OF STOCK DIVIIZND

On “he face of it, tre stock dividend does not affect
the we:lth of the sharel olders but the following benefits

accrue:

a. Tax Benefit

One of the benefits of stock dividend is the non-
paymeni of income tax or it. If eash dividend is paid,

thiz f:rms pert of the iacome of the recipient and is
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sut ject to income tex. When stock dividend is paid

this is not so. The investor can then sell the shares
received as dividend as only be charged the capital gain
tay which is usually lower than the income change.

b. Future dividend mway increase

If a firm 188 a p01133 of steble dividend
and has been distribiting cash dividends in the past,
a distribution of stock dividend will mean a higher

cacn dividend when n:xt the dividend is declared.

Ge Pgvchologi :al Value

It is said that ' the declaration of the
stcck dividend may h:ve a favourable psychological cffect
on the shareholders. The receipt of stock dividends
givas then a chence %o sel the shares to make capital
gain without inpairiig their principal investment. They
also associate the d:claration of the stock dividend
wita the prosperity >f the firm. Because of these
positions aspects of the stock dividend, it is usually
rec2ived positively Jy the market. The sale of shares,
reczived by way of tie stock dividend, by some share
holiers widens the distribution of the firm's shares,
This tend to increas: the market inter st in the firm's

sheres, thus reaisin; its market prices.

Some advantages also accrue to the firm when
stcak dividends are ‘‘istributed. The following are come

of them.
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p Conservation Of Cash

The declaration of stock dividends without us-
ing that mey be needed to finance the investment opportu-
nit; within the firm. There is always this need to

decl: re dividend and #t the same time the neced to reinvest
firm's profit in profitable venture. The two are very
impo: tant but conflicting. The declaretion and distri-
buticn of stock dividea® dividend is a compromise posi-

tion to take that satisfies both needs.

ii. The stock dividend method is another way for a
firm to maintain the confidence of the share held or when
1t it not able to pay cash dividend due to cash shortage
or e; tering a contructual agreement which forbids the

“paycent of cash dividaxnds.

iii. Another adventage of stock dividend to the firm
is that it helps it t¢ bring or keep down shave prices
to a reasonably and attractive for small investors., If
the narket price of th2 shayes is very high, the trading
activities is affect:d but with the declaration of stock
divicznds some investoos might decide to sell off the
stock dividend to get zush and st the some time take
advar tage of the capit:l Bain texy This will drive down
the price of the price:; of the shares and the trading

activities will improv:,
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DISADVANTAGES OF STOCK DIVIDEND

To the Sharehold:rs. The stock dividend as have
been explained before has no effect on the capital
employed or net asset of the firm thereby resulting in
no actual gain to the shareholders. In short, declara=
tion of stock dividend does not affect the wealth of
the 3hare holder. It only divides the ownership of the
firn into a large numver of share certificate. In the
words of porterfield, 'stock dividends represent simply
a division of corporase pie into & larger number of
piecas.9 .

To the Firm, Th» printipsl disadvantige of stock
dividends to the firi 1s that they are much more costly

10 TPhe stock &ivi-

to alminister than cah diwidends.
dend can be disadvanghgeous Lf the [irm declares period
smalt stock dividends. The investment analysts do not
adjust the earnings p:r shuare for small issues of stock

diviiend. '

When earning per sharc are not adjusted from smsll
stoct¢ dividends, the neasured growth in the sarning per
shar: will be less thian the true growth based on the
adjusted earnings per share. As a result, the price-

earnings ration would be distored downwards.
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" STATEM&NT OF THE PROBLAMS

(?:
Recent evenis showg that the rate at which

public invest in firms shares is vcxy'alarmingsthere~
fore the problems of {his research are broadly

as follows;-

. _
B How do the cperation of Nigerian firms induce

the investors to invest in their securities.

b. How effective is the stock exchange in its
role as an arb?raitor in the valuation of
shares and in the distribvution of maximised

profit to share holders when they are due.

c. ‘How do investors make their decisions as regard

quoted securities (purchsse of shares)

- AAIMS AND OBJECTI/ES

The area of {inancial management that deals
with valuation of shares and nanagement nas provoke
30 such-controversy among the academiclians and pro-
fessionals, The aim of this work (Project) is not
to engage in the )sn-going debate on the said topic,
>ut to gtudy valuation of commen shares in details
in an attempt to inderstand the working of the whole
srinciples of valuation of shares in Nigerian firms.

“Application in N .geria)
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Tie discussion of valuation of ¢ ommon shares and
its examining factor:s/methods without due consideration
of U vidend Policy anc its effects on the value of the
firm s shares under d:fferent circumstances and different

A d

purpcses cannot be coupleted.

Ti.e studies will g¢ into analysis of the concept of
valu: tiou of the firms, and =lso a study ouf the uneory ol
capital structure and iks rélevance for valuation of
firms will be looked iato, And what influences the app-
reci: tion of the shares of the firm. This work's ultimate
objective is to attemrt to examine;

»

i. The relevance of or other wise of theories to ac-

tual practice in Nigeria.

ii. The relevance of or otherwise of Dividend deci-
sion, capitel structure, investment decision,
as examining factors on valuation of firm's

shares (as gaoted in the Nigerian stock exchange).

iii. The reliability of values attached to quoted

firm's shares at the Nigerian stock exchange.

Arart from these above, this paper attempts to pin-point
the enort comings of tie N.S.E.C. guide lines on valuation
of ccamon shares. This paper also attempts to show that

only resl market price of any quoted firm's shares <an be

dete:mined by the force of Demand and Supply.
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1.5 . SCOPE OF "HE STUDY

This proj:ct is to Study the different ways by
which common shares car generally be valued and
how prices ar: fixed in Nigeria and extent to

which divideni policy affects these.

1€ METHODOLO Y OF THIS STUDY

The data ~as gathered through interview drawn
oraliy. 7Thneories on the general concept o valua-
tion of fiprm~ ire examined as well as snalysis of

dividend policy as a fundamental factor of valuation

of firms shares. Dividend policy and its relation-

ship with other valuation models was also examineds

1.7 LIMIZATIONS OF THE STUDX

it is gord to accept that not all abjectives
or this study could be fully acnieved due to a

nusber of posiible contraints and limitations.

. Time

The stud is for z short period of t°
within which one is expected to collect, write
(]
and analyse ‘lata collected and submit typed copies

to the depar-ment.
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Th: time period is ::ot long cnough to conduct good

research on the kini of project.,

if. Accurucy
As the projec: is concerned with the study of the
fioms value and dec sion to invest. It is impossible

to achieve absolute mathematical accuracy.

iiL. Finally, the .nterviews etc. had to be conducted
by self in most instinces the officisls to be interview14
were reluctant to tie question asked

+

1.8 SIGNIFICANCE OF Tiik PROJmCT

This project ttempts a modest contribution to
the understanding cof the concept of valuation of common
sha~es and pain-poin-: t;e lapses of the N.S.E.C's guide
lin:s. Tnis work al;o provide a yard stick to the un-
derstanding of the mceaning of common shares and their

valiatione.

1.9 JBFINITION OF CONCKPTS AND THERMS

\ccounting rate o' return:

Accounting ra.e of return is a project's average
income after-taxes d .vided by the project's original cost.
Som:times, average income after-taxes is divided by the

ave "age investment
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) a
that s original cost c¢ivided by two. This isfcapital
budge :ing method and ir also called the average rate of

retur method. »

Book Value

The value of an usset as shown in the accounting
boocks. ''he beook value is of a common share is equel to
the net worth (paid - u> capital plus reserves and surplug)

dividei by the numwber ¢® common chares outstnding.

Capital

The term capital in financisl monazement means total

funds invested in the business.

Capital cains

Galns con the salzs of assets that are not held for

reaals as inventory.

Capital Structure

The inter=relat onship between long-teram sources of
financing represented by long-term debt, preference
shar: capital and net worth (oriinary sharr cspital plus
rese rves and surplus). Sometimes a distinctions is made
betw)en capital struc ure and financial structure; the

late * term includes cirrent lidbilities alsc.

Capiltsl.sation Jlate:

A rate of disco:nt used to find out the present

valu: of a series of ™uture cash receipts,
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Cartainty siquivaleits

- Tae amount of cash (or rate of return) that somelonel
woul i required with cortainty. to make him aindifferent
betwzen this certain sum (or ratve of return) and a parti-
culacly uncertain, riiky sum of cash (or rate of return)
and 31 particularly un:ertain, risky, sum of cash (or rate

of raturn).
Dzbt Ratio

Dzbt divided by tosal assets or total capital.

Digree Of lLeverage

Tne percentage inc-ease in py¥ofits resulting from -see
a givan percentage in sales, The degree of leverage may
be calculated for finacral leverage, operating levervage

opereting ieverage, or both combined.

#

-

Liscount Rate;

Tne rate used in the discounting process. Some bime

callel capitalisation ~ate.

Eiscountigg

Tae process of fiwling the present value a series of
futdy2 cash flows. Al:o called present value analysis.

Digcounting is reverse of compunding.,

Dividend Yield

The ratiose of curra:nt dividend divided by the current

market price of a shar:,
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Bquity
}
“he net worth of & business, consisting of share

capital, shgre premiuwn and reserves and surplus. Common

equivy is that part of the tovel nel worth that belongs

to common shareholder:s. Total equity will also include - -

pref.rence share capital., !owever, the terms "Net
Worth*, “"Common Stock*, #Common Egpity" and “Equity"

are :requently used i:iterchangably.

Yinancial beverage

he magnification of return§ to common sharehotders
through the use of dett. The process of mugnifying
the shareholders' earring by the use of debt it also

call:d trading on equ ty. ;

¥inancial Managem:nt

anaging the fund:: of the firm most wisely with

a viw to meximise the wealth of shareholder.

dinancial Objecti—e

The Financial Ubjective refers to the aim at which
the 'Jinancial decisiois should be directed. The most
comm>nly advocated financisl objective 1s to maximise

the wealth of shareho ders,

financial Risk

fhe common shareholders' risk resulting from ftuoc
use of debt, Debt caises financial risk by increasing

the variability of th: shareholders' return and
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thre;:tening the solvescy of the firm.

Floatation Cost

The costs of marketing new securities,

Going Concern .

»

The value of the firm derived from the earning

power of its assets,

Internal Financing:

4
Fundsg made available for investment in fixed assets
or cvrrent assets through the normal operations of the
firm, internsl financing is approximately equal to re-

tainel earaing plus deprqsiation.

Net Book V¥elue

The unexplre cos: of an asset carried in the
accounting records, it is original cost of the assets

less lepreciation charised to date.

Net Present Valus Method

A capital budget ng techniqﬁa in which an inve:st-
ment 2roject is accept-d only if the net present value
is equgl or the differcence between the present value of
futur: cash flow, discounted at the marginal cost of
caplt:l, minus the pre:ent value of the cash outlay of

the irwestment pregject.
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Net Worth:

This is the wealth of the sharcholders at book
| value. It is the diiference betwenr total assets (ex-
clud. ng intangible ascets and accumulated losses and
expenditures) and totcl liasbilities.

i

Owner's Bquity i

Owner's equity consists of the contributed capital
(paic up an premuym) :¢nd retained earnings, Owners'

equity is generally or. book value basis, .

Par Value

The nominal or face value of a share or debenture,.

Reinvestment Rete:

The rate of retirn at which cash flows from an ine

vestrent are reinvestod.

Weighted Averapre Cost of Capital:

The average cost components of capital, weighted by

thei;* relative proporiion in the capital structure. Also

callcd the cowposite cost of capnitala
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CHAPTER TWO

2.1 BROUAD CONC 'PPS OF VALUATIun UF FIRMS

It is gene elly agreed that the financial ob-
jective of a fi-m should be to maximise the market
value per share. This calls for an acceptable model
for share valus:.ion sec that the growth or decline of
of company shar:s can be monitored by interested
parties « The saluatiou model should not only take
into condiderat.on the expected returns but should
also consider tie uncertainty inherent in such
future returns. The model therefore, should be ex-~
pressed 1n term: of the influences of the financial

decisions on th: market price of the shares.,

Such a val wation model which interelates the
investment, finincing and divide.d decisions may be

, g
expressed as fcillows.

V= £ (ri"-‘-)
= g (1,¢8,D)

Where V resresents the market vnalue per zhare,

L]

r andxy‘repectirely are the firm's investment,
financing and dividend decisione. 'The second equa=-
tion explicitly shows that value of a share is a

function of the firm's risk-return character, which
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in turn, is a function of its investment, financing and
dividen! decisions. The advantage of value model, such
as the >ne shown above i; that it adequately considers those

factors which influence 'he market price of a firm's shares.

¢

.2 JONCEPT OF ¥ALUE

‘he term value is usually used to connofgdifferent
meaning. The different neanings of value are important for

differe 't purposes.

'ne value of an agsset to a firm is the revenue gene-
ting aility of that as:et, Value is a functiecn of
cash inflow and their t ming and risk., When the cash
inflows are discounted a' an approprieste or required rate
cf retun to account for their timing and rick, we get the
value o' more appropriat:ly the present value of the
c8set. This present valie may also be referred to as fair

cor intr nsic vaelue oy trie value,.

he market vslue (£ an ssset or security is the
curcrent price at which i1 can be sold. The firm will be
having “~wo market velues - a lfquidating value and a
going concern value. Only the higher of the two is gone~

rally rcferred te as the market value.

(enerally, the markc) value of shares should de-
pend uion the firm's returns, that is cash inflows and

taeir t’aing and risk. Jf the market correctly forecasts
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the firm's future cash inflows and other information,
there should not be any difference between the markel
value’ per share and the intrinsic value per shars. The
shares would be stated -o be over valued when the intrin-
sic velue is greater thin the ma;ket value, and one may
purchcse the shares in .he hope that market would soon

recognise the true valu: of the shares,

on the pther hand, if the market value is greater
than che intrinsic val e, the particular shares would not

be pucchased by the insestors 2s5 i% is undervalued.

JALUATION OF COMM)N BHARES

"he value o comm:n shares is more difficult than
valuation of preference shareés ard valuation of bonds or
debentares. This diffi:ulty is attributed to two factors:

e The estimaies of the amount and timing cof

the cash flow exp:cted by inves.ors are more uncer-

tain. In the cas: of debentures and preference

shares, the rate »f interest and dividend is known
4ith relative certainty, Therefore, it is easy to

nake forecasts of cash flows associated with them.

. The earninis and dividends on common shares
ire generally exp:cted to grow, unlike the interest
o debentures and preference share dividend. This
‘uture of common hares makes the calculation of

thare values aiff ,cult..g
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2o FORMS OF SECUR TISS

There are principally two forms of securitjes
used for the purpose of raising funds through the
stock exchange ., These«are debt and equity securie
ties. This clissificetion is however very broazd.
Therefore we b eak it into esnother sub-clussifica-
tion 1n each ¢ .ass, In fthe debt class we have
Bonds &nd Debe itures; In the equity class we have
common stocks, Preference share ere a hybrid
form of securi:y with both debt and equity churuc-
teries. There ‘ore, it will be wrong to group it

under debt or cqupty in sale work.

8. COMMON STCCKS OR EVUITY SHARSS

The term :ommon stocas refers to ordinary
shares issued "'y a company. It is some times re-
ferred to as e uity shares of the firm. There are
various types f equity shurass or ordinury shares:
issued by comp: ny which includes catepgory A.and B.
lowever for th: purpose of this study, we take all
ot thecse colle«tiwely we do uot distinguish one

from the other.

vommon st: cks or ordinary shares represent
ownership in t'e firm., Common steck holders of a

firm ore its rosidual owners.



32

]
Toge -her, they own th firm and assume both rights
and bligations assoc ated with ownership. These se-

curi:y eatitled its h lders to claims on earnings and

asse s after the claicqg of debt horders and preferanc:

stoc.is are satistied.

It is worth moti: g that ccummon stock does not
have 2 maturity date !unds invested then are to be repuid
but «xist as long as ‘he firm itself exist. They do not
either have an upper lond on its devidend payment, which

they receive 8s returr for their investment,

Common stock holcers assume the ultimate risk,
and liability associa‘ad with ownership. Their lisbilities
howeer is rectiricted to the amount of their investments,
Thus, they c¢an not locs more than the valuc of shares
they ncld., In the eveat of liquidation, these stock
holdr rs receiv2 their investmenis when and only if claims
of tte debtnoliers and preference stock hollers have Leen

satisled.

RIGHTS OF COMMON ITOCKS HCLDERS

3ince common stoc<¢s represents ownership in the
firm nolders o! this type of securities have sever=zl
rights attached to thea, these includes.
]
Le Right to income: olders of common stocks have

che right to shor: in the eosrings of the firm which
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are distributed s dividends, However, this right
can only be exer:ised when and if dividends are

declared by the '.osrd of directors of the company.

ii. Voting righ:: The common stock holders as
owners of the fi m, are entitled to elect board of
of directors of .heir firm. Although there are ex-
ceptions, esch s.agre of common stock i1s enticled
to one vcte and his is the only security that
carried the righ. to vote. TLeir voting right is
not restricted t voting in board of directors but
zlso includes thi: approvel of any changes in th=
corporsle chater. A typicel chater change migi:t
involve the authorisation Lo issue new stocks or
increusse the cap tal base of the firm or perhaps

a Manager's prop sale
»

iii. Rigat to appoint Proxies: A common stockhols.
der has the righ: to appoint a proxy to exercise

his voting right for him.

BONDS AND DERENT! RES

Essentially a bond 15 a long term promisocy note
issued by a firm or Governaent. It is simply an
"1 ows You", B(nds represenf a formzl legsl evi-
dence of debt anc are senior securities of the iss-
wer, Mach bond is a part of a group of bonds issued

under one indenti re; which have the same ripghts
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and protection, DBonls pay a stated rate of interest
usu i11ly semi--annuzll 7 and Lre retured at their matur-
ity. It is therefre a form of fixed interest investment
to the invesior. |

»

Bond are furthe » sub-divided into several forms
whi:h includiés: Mor .gage bonds, Income Bonis, Conver-
tit e Bonds ctc. Hoiever with respect to the invecting
setsing of Nigeria, -hese sub classification is not iupor-
tanv as they are noriwmlly not divided into classes &y
afc e sead it should be noted that bonds dirffers

according to their t:'rms, Concerning repayment security

pleiged, interest re:urn and other technical tiesc,

wach bond issue has a lot of features attached to
it. These features .ncludes;

(a) Coupon rat:; This refers to the interest rate
pay ble on the bond. 4t indicate wiigt percentage of the
per value of the boid that will be paid oul annually
as nterest. Thus wiatever heppend to the issuing firvm,

thi ; percentnge is p:id to the investor.

(h) ° Maturitys: Hvery boni states in clear terms
th: datve of amaturit - of the instrument. This therelore
iq.icatc the length of time that the nond will last
be "ore At ir veture - by the insuver.
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(¢) Par Value: Tae par value of a nond is the luces
value appearing on the nond that is returned to the hol-
der at maturity. Most ponis have a per value ot Ni00,00
in Nizeria with only & few with par value of mure t.an
N400. 0. Thes? includrs seven-up Bottling Company Plc
1995/ 1997 Redeemable Drbenture stock (RDS) with a par
value of N1000.00, bBr tish - American lnsurance Coys

mottg:ge debenture sto:k 199472005 with also Ni000.00

(1) A Trustee; A tructee is a third party with whom
a boul contract is madr. ‘l'he tgustee usually a banker
ensur s that the issuiig firm neeps to its promises cou=
taine. in the bond ind: ture. 'the trustee acts tor the
iuves ‘or to guide and ;rotect him of this rights, even though
he is chousen by the irsuer of the security in question,

.
(¢) Security: This states the asset of the firm

that secures the bond .ssues, This could be either on

a jus: or second charge which may or mey not rank pari-

passu with other debt (bligations of the icsuer.

() Call Provisior: This may or may not be included
in the¢ indenture., Thir provision allows the debtors to
redeer: or call the boncs a a specified amount(usually

above par) before the raturity date.
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Investment in binds is an attractive investment

part: cularly becsuse « £ following reasons:

i. Certsinty «f yields and return: The investor
is certain as to when and how much be will receive as
retu'ns on his investient. He is also certain as to the

fina. date when his micney invested in the security, shall

»
be roturned.
2.4 DIVIDSND CAPITALISATION - THE BAGIC VALUATION

MODELS

The valuation of share 8lso falls within the general
principles of valuaticn, The value of a share today is
a function of the cast inflows expected by the investarg
and ‘he risk éssocisted with the cash inflcws. For common
shar«s, the expected cush inflows will consist of the
stre:m of dividends expected to be received by the holder
and “he share price he cepect to obtain when he sells it,
The price which the hclder expectes to get when he sealls
will include the original investment and a capital gain
or a loss. It has been observed that holders of common
sharcs after receiving a stream of dividends sell off
thei: holdingto tiuke cdvantage of capital gains on the
shar: s. When he sells the share, the buyer is slso
purci.asing a stream of future dividends and a terminal

price when he sells the share.
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From this behaviour, .t has been concluded that for
share holder in genera'!, the expected ¢»sh inflows con~
sist only of future di-idends and therefore, the value
of a common is determiied by capitalising the future
Aividant stream at an .ppropriste rate of discount.
Thus Gthe value of a share is the present value of tts

futur: stream of dividonds.

his can be demonstrated as follows:  Supposing
an insestor buys a shae to hold it for one year and
then ;ell. The value .0 him is the present value of
divid:nd at the end of onc ycar plus the discount
value of the price he :xpects to receive on selling the
shegre thus:-

o - Di

. (T+k i

‘‘bere Po Price per shgre today

Dy = Piv:dend per share at the end of first
yeas

Pi s Price of share at the end of firct prar

Ke = 'The regquijed.
£ the investor wi’purchases the share for Py at the
end o' first year, will hold it for three yeuars and than
sell. The value of the slare to him tody will be the
disco mmted stream of fiture devildends and the discounted

termi..sl price. Thus;



P4 ¢ Bs ” by Dy Py

(1+ke) (1+k€-')d (hke}; ('Hrkc)a ('1+]'!l"}:‘l

e determination of the price at the end of fourth
year &nd all future pri‘:es are carried out the dame way.
The geaeral formula for determinztion of the value of the

share 31t the prosent tiie can pbe exoressed as followss-

Po = D1 + Dd + Dj +-—~tpn
doaryar = 1 _—
(1+ke) & c)d , (1+kc)5 (1+he}n
AF
t =1 —_—

(1 -ke)

From the equation abovek, it is quite abvicus that the
present value of the shire is equal to the capitalised
value >f an infinite stream of dividemis, In the equotion
Dt is she expected divicend which the investore estiwuted
are lizely to be paid i1, furture years. These cstimate
are ba'ed on their respective prebability distribution.
thus, :be Dt are the exjected values of these probability

distriutionsg.

ZE10 _GROWTH

In the real world, c¢ividends may remain steady from
one period to another, frow or decline depending on the
econom’ ¢ and genersl comaercial environment of the periof
and the esgrning capacity of the enterprise. Where the

dividerds do not grow but rather remain constant that is
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D_] = D‘d = L’ sets e n Dn. A constant

stre:m of diviiends wculld be capitalised at an approoriate
rate. Thus, the equation will beconme;

p D

ke

GROWTH DIVIDLNDS =~ NORMAL GROWTH

As observed abov:, the assumption that dividends
remain constant is unrzalistic. The earning and dividends
of mcst firms grew over time, at least, due to their
retention policies. A:coeding to Randy, historical evie
dences indicute that wmorst firm have been retaining a
subsisntial portion of their earning fnr reinvestms "n

the business.

This policy will increase shareholler's equity as
well :5 the firms esrn ng and if the nusber of shares
emzi 1 constent, this policy tend to incregse ecarnings
per ihare and consequ ntly, an expanding stream of di-

vide «d per shire.

) This can be demo: strated snd reduced to an equation:
" If we assume that tle firm retains a constant propor-
tion of its anpusl euri igs, B, every year sad reinvests
it at the interaal rat¢ of return r, then the fira's equity
and . ividends will grcw at a constant rate, br, = g.

To i.lustrate, suppose that the totsl assets of the firm,
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A ) ere fininced by eq:ity finis alone and that toe
fiw earns = rate o returns r, on its assets. The
eanings of the fir: in the ‘nitial year will be

E, = 1, . If the retenti n ratie is,b, the cur-

reat dividend would be, D (1" =b ) BE = (1-b)

0
FA - The firm's sarning in the following year will
cocasist of (1) the :arning o1 the original investiment,
rAd, plus (ii) the :ernings on the reinvested amount rb
Ec = rbrAo. Thus che total earning in the following
year will bz k, = 2Ab_ = 1% (7+br) or B (1+br).

or (1+br). The grovth in dividenlqis

1 Yo = (1-b) B, (Mebr) - (1-b) E,

6= :
Do (1-b) £,
g= (w—h)Eo (14 01r=1)

Lr.
( 1-—1:)&'0

Having ostublished the ;-owth dividend, it can be
ircorporatci into the gener:l formula for determing
tte value of the stare. Paidy worked this in the fol-
liwing way. Assuring thal lividends of u firm ave
e: pected to grow at a consunt rate, g Lf the firm

piys D, dividend i: the fir: t yeur, the dividend at

t'ie end of the secind year i1l ve; D, = D (1+g) or

o

D, {(Y+g) and dividend at the third year will be Hﬁ =

D, ( 1+ g or Dy (Mg).

L]
This c¢:n be ca culated “or any number of years
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required by the sna’ yst, Therefore, the present
valic of the share w:ll be the capitulisated value ol

all furture dividendr;

e
"
o
_—
L
o

2 D; o erai il

\I+ke) g 5 (ke ) >

Gince U, = D (1+ke), 2., = Do {4+g)q.........+

we can substitute D, b, Di""""" in the above equaltion

. V) ; ‘ P 8
Po = 00 (b)) 4 Do (I+g)l v Uo(l+g)¢...+
(1+ke’ (+ke ) 1+ ke)
This can be revritten in the following way:
P, do b, (1+5)1"|
£ (1 4+ ke )t

Solving for the above equation, we have

N D P
PD - Do( "‘.g/ Doka‘g) DO ('1+|_';}doo.1.-"’(fl)
(1+ke) (1+ke) (1+ke)

by multiplying this equationh by (4+g)/(Wg), we

obiain;
P, = (lvg) = D, ('I=Ls)2+‘13u('ns)‘ﬁ ' D0(1*G)5
(1ike) (lak2je (1 + ke)” (1+ke)
.---..(b)

subtraciing egiation b, Ifrom a we huve;
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Lrke) (‘1eke) T+ K€

(Since (1+5)0+ 1 g
)

£

)
Fo (1= (1g) g
(14ke) )
( )
P, (1- (ke =1-z) Do
(14 ce h) THKe
P = Do (1 « ke )
9 ( Take ) X ’
( ke - g )
P 2

=
0 ke - 3

This mezns that ~he present value of a shure iz
to tie initieal dividc «i, Do,dividend by the d&ifferci e
of tie capitulisation c~ate and the growth rate, ke =g,
This is, a8 stated abc.c, a perpetunl growth molel jand

is b:sed on the follov.ng assumptions.

i The capitrlisation rate wmust be greater than
tha growt! rate, ke g, if they sare zaual,
G 3 a s . % = A .

this will yield in infinite price, and, 1f ke

g it will yicld a nagative pricé,

ii. The initiel dividewi, Do, mist be greater
than zero (D® o0 ) id not, zerc price will

will be ol taincd.
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nor r¢tenticn of earninzs . for reinvestment,

?
Thus, if the retention, b = o, the growth rate g=o

too, (tecause g= br) and D, = E e Under these conditiuns,
the mar ket value of the shure will be equal to the exprc-
ted ea:ning per share divided by the equity capitalisa-

b’

tion r: te. This is shown a5 tollows; Since DCl = Fo
( 1=b ) and g = cb, the 2quation ror deriving the value

of the share will be ¥, = K ( 1-b )

ke - rb
Since F = rdo, and b = 5, then g = o and

Do = fo‘ the equation bzcones;

o
+
» b
o}
e
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CHAP R THREE.

SHARE VALUATLUL AND CAPITAL STRUCTURE

CAPITAL S1xUCTU W THECRLLS

Before nov in the last chapter we have been

discussing the ‘:ommon share valuation methods and
medels of a firn. We shall now talk about the

effect of capit:l sfructure of & firm on its value,
The capital stricthre or leverage decision will be
studied as to i:s effect on the firm's value, and
if there is any effect, the firm should be able to
employ such cap.tal structure to meximise its

market vaslue,

reviousl; we noted that the value of a firm
depands upon its expected eqrning stream and the
rate used to discount this stream. The rate used
to discount eariing stresm is the firm's required
rate of return >r cost of capital. It is observed
that the capitas. structure decision can elfect the
the value of th: firm either by changing the cxpected
earning or cost of capital or both, Lecerage can-
not change the :otal expecced 2arning of the firm,
but it can affe:t the shurcholders'® earnings. The
effect of leverge on cost of capital is not clear
and this has ge.erated so much controversy that
it has become ti1e most discussed issue in financial

management,
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Whether leverage affects the cost of capital and the
valie of the firm ha: called for the optimum capital
striacture which woulc be obtained at the combination of
deb” and equity that maximiscs the total value of the

firm, or minimises thc¢ weightedi average cost of capital,.

This question of optimum use of leverase has lead

szZre Solomon t¢ ask tie following?

' Given that a firm has @ certain structure of
asse.s, which offers ret operation earning of given size
and vuality, cna giver a certain structure of rates in the
capi‘al markets, is tlere sowe specific degree ot finan-
cial leverage at whict the value of the firm's securities
will be higher (orcost of capitzl will be lower) than

at tie other degrees cf leveraze,?

The existence cf an optimum capital structure is
not eccepted by all, The twe extreme view as indentified
be Lavid Durand are
(i) The net iacome and

(ii) Net operating incone approuch2

[]
NET INCUMS APPROACH (N )

Under this approyach, the cost of equity and the
of ded>t are assumed to be independent of the capital
structure. The weight:d wmverapc cost of capital declines
and tae total value of ghe firm rises with increased

use o leverage.
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Ni T OPERATIwG INCOMI APPROACH (NOI)

Urder this approach, the cost of equity is assumed to
increcse linearly with leverage. As a result, the weighed
cost lof capital remains aonstant and the total of the firm

also remains constant as leverage is changed.3

Ir the two appreoagch:s, leverage as a sighnificant
variable and finsncing d2cisions have an important effact
on the value of the firm in the (NI) approach; while in the

NOI approach, the finan:ing; decision should not be of
great concern to the finincial manager, as it does not
metter in the valuation »>f the firm. Beiween these two
extremes we have the midlle position version advocated by
the traiitional writers. This view argues that the cost
of capital declenes with leverage up to a point and after
reachifiy & minimum start: rising. Thus, there exists an
optimum captial structur:® at which cost of capital is
minimiez:, Modiglisni ant Milier éeny the existence of
an opti.um capital struc . ure. “'his view is in support of the

NOI approach.

Thz M and M approac’. is based on some ussumption.

AS JUMPTIV.S ANC uwF NITIONS

i. We assume that tner2 ore no income taxes. This

assumption is removed juter,.



45

-3« The ratio of debt to equity for a firm is
chang(d by issuing debi to repurchase stock of issuing
stock to pay off debt. In oeder words, a change in canital
structure is effected jmmedistely in this regard, we
assumc no trancaction costs,

2ii, The firm has a policy of pnying 100 peircent of
its e:rnings in dividerds. Thus we abstract from the

dividend decision.

3V The expected values of the subjective probability
distributions of expecicd future eperating earning for

each company are the scme for all investors in the market,
»
Ve The operating earning of the firm a2re not expected
to growe The following definitions would be used in sub-

sequent analysis:-

& = Magrket value of comnon chares

I = Market value of debts

\ = Total market value the rimm
NO3 = X = gxpeciad nel operating income

E = Interest caarges (Kd4dD)

Nl=Y = Net income or shareholders' earning
Debt Cost of debt = kd = R/D

Value of dabt = D = [I/Kd

wguity cost of equity = ke

s-du

T B

( & e DBE, 23 =0

sliz e
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dhere D is divideid per share,

shara, P is market price per

iy

£ is earnings pur

share and g is growth r: te,

The cost of eguity cﬂn,_uﬁternntivcly, be calculated 1ike

this;
= X~-Kd
F o

i

value of ejuity =

D

2

X-Kd
e

Weigated Average costi of capitul is

K

o Ke

(

* KEL

[

S J Kd
od )

3

(D)
(+0°)

e %B E%; + Xa L_g_l

This can also be defiied as follows:-

Ko = ke 8} + kd ED%
= ke 1)) + kd 1)
%_f% §v§

«xe -k D + Kd& D = ke ~(ke - kd)

v v "

The total valuc of the firm is therefore;

= C\,:IN

NOT
-

Q

=

£ - R

-0

(t i3 sald that tie sbove gquations are valid under

any ol the capital stricture
centr:s around the beh vicus

with leverape,

thciries. The controversy

of the wvariable ko, ke v etc.
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T TNCOMe APPROACGH (NI )

According to .he nel income approccu thée Jirm can
increagse its valu: and lower its cost of capitsl, ko
18 1t increase th- degree of leveruaze. As a result

the markel price ser shure increases.

The central assumptions of this approach are that:-

i The use ct de)t does nto change the risk perception
on 1nvestore; as a result, the equity - capitali-
sution rate, e, snd the debt-copitaliszticn rate,
kd remzin con:tant with changes in leverage,

2. Thne debt-capi salisation rate is less than the

equity =capit:lisation that is(Rd xe)

>e The corporote income tases do not exist. To
illustrate th: NI approach, assume that a firm
has N 5,000.C) in debt a 9% interest, that ‘the
expected vslu: of annual net eperating earning
is N 1,500.00, a%d that the eguity-capitalisation
rate, ke, is 10 percent, The value of the firm

according to :he NI approach is:-
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{ Net operving rarning g N 1,500.,00
X2 Interest $ 250,00
{ Shareloiders' esarning 2 1,250.00
‘
{e Bquity Capits isantion 10.00
rule :
3 Market value > stock : 1¢,500.00
) Market value »f debt g 5,500.00
»
N 17,500,00

'he overall cost »f capital, ko is asBuming that
the :ost lbof equity, k», and the cost of debt, ad, are

cons tant.

o ESE = E 1500 = 845
v 174,500
r ko = xd (D + xe (8)
W )
0.05 (S000) (12500)

¢177500) +0.10(717,500)

= 0.01428 + 0.071%¢ = 00,0857 or 8.57%%

[f the company em)lnys 2 debt or N7,000 instead

of k>,000,tne value o~ the firm wili be 85 IuLiuws}
(: Net operating : N1,500.00
{d2 Cost ul debt 550,00

LA

{ = 3hareholder's 1,150.C0
0, 10.00

¢ =vost of equity $

3 = larket Vulue f sStock : 17, 500.00

) = vlarket Value o1 debt : ?,LQU.OU
N18, 500.00

EESs=Z==SSua===
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The cverall cost will ney

ko = NOL = 1,500 = 0.0811 pr 8.11%
e 1800

Or ke = Kd(b) + ke (3)
V) V)

n

0.5(7,0) & 0.10 (11,500
(' - 0 1)-’0.}

= 0,0189 + 0.0622 = 0,0811 or 8.11%
Taus, by increasin; the debt proportion in its
I-'w.. - o.,{.,{;_to wa DY Letee
capit.l structure, the value of the firm and lower

avere ze cost of capita..

Tais can be graphi:»lly represented ccst of

capital

0elC | ke

0405 | 3 S
° 20 40 . 30 * 80 A0

De ;ree of leverase

‘
As the proportion »f debb i5 increased in the
capital structuwre, beiig less costly, It cosuses
wight2d average cost ol cupital to decresse and approach
the cost lof debt. The C@&imum capital structure would

occur at the point whe~e the vinlue of the firm is
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maX .mum ard the over-1ll cost of capital is minimum.
Und :r the N1 2pproac:, this will be when the firm is -

all debt finsnced or hus as much debt as poussible.

NT OPERATING INCOM® APPROAGH (NID)

This approach st t2s thal the market value ofr the
fira 18 nol wlfected by the cupital struclure charges.
The mark~ t value of the firm is

v = (04 8) = ko; = S
Ko ko

The assumptions of NOI approach are us follows:-
1% The market sapitalices the valve of the firm
as a whole. Thus, the split between debt :nd

equity i. not im..ortuant,

ii. “he market wses and overall capitulisation
rate, ¥Xo to cupi a2lise the net operating income.
Ko depenis on bu iness risk. If the business cisk

chenges, Ko chanjcs.

iii. The use of _.eus costly dcbt funcis increases

the risk to sharcholders. This causes the cquity
capitalisation rate to increzse, Thus the udvantaoge
of debt ias offse. exsctly by the increace in the

equity-cupitalisation rote, kee

iv The debt-cup.tilisation rate, kd,1s a constant

Ve 'Mhe corporst: income tases do not exist,
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Ihe market valye ofi:quity, 8, can be detemmingg
by Substracting murkst value of debt,D. from the tat:]
murket value, (Vyo(is =y~ D). ‘The cost of equity, ke ig
thevefure;
k¢ T NOI - NI = X - Ked

————— i ——
V=01 S 3

alternatively this can pe determined asn follows

ke = k> 4 (ko-kc:i) é}_

For illustrution, lets assume the same figures
a5 the same for N1, »ut the overall ecapitalisation

rate, ke, is 10%

X nNev operating income 3 N 1,500.00
ko ovaerall caritalisation

rate : 0, 10.00
v total valus or firm : 15,000,00
9 market val e of debs : 2,0004,00
3 market val e of equity . 10,000.00
Le = NOI - R = NI

V « 0D 5

= 1500 - 25) . 1250 = 0.125 op 123%

15000- 505 10000,

Altcrnntively

e = ko + (ko - K4 ) g
= 0.10 + (0.10-0,.5) 00
U, 000

= 0.125 or 123
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.f the dedbt is in:recased to N 7,000 the equity
capicalisation rate k: is ke NOT =R « Il
m —

= 1500- 350 = 1150
15000 7000 8000

= 0,14575 or 14,5%
Wlternutively;
ke = ko - (ko -Kd) (gr
= 0.10 + (0,10 - 05) 000
= 0.14375 or 14.38
’hus ,we hzve prov..d that t;e weighted cozt of

capital is constant a;d the cost of equity increase

as

dent is substituted for equity capitel. The NOI is

illustrated graphical y as chowabplgw.

sost of capital p rcent:

Leverage

‘his shows that ko and Kd are constant and ke increa-
ses continously with leverage. Since the Ko,is constant,
it me:ans that with NOI there is no optimum capital

stru:ture.
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Fe4t TRADITIONAL V. LEW

The view is also ?now as the intermediate
approach, +t covers all the ground between NOI
and NI, This ap;roach to valuation and leverage
assumes thst there 1s an optimal capital struc-
ture and the firr con increase total value of the
firm through Jjudicious use of leverage. The cost
of capital within reascnable or acceptable limik
of debt. The statement that debt funds are chenuzr
then equity funds carries the clear implication that
cost od debt, plus the increased cost of equity,
together on a weihter busis, will be less than the
sost of equity wh.ch existed on equity before debt

. y i
Cinanecing.

Accovding to the traditional position, the
aanner in which tle oversll cost of capital rescts
.0 chapges in cop: tul structure can be divided

nto threce stages.s

First Stapge:

In the first stage, the rute at which net in-
tome is capitialised by the shareholders, thut is
the cost eof eqmity, ke, remains constant or riccs
tlightly with debt. dut when it increases, it

docs not increuse fust enough to off set the benefit
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of using cheuper dett funds. At this stage the value
of rd remains constart or rises slightly or negligibly.
Ad : result, total veluation and share price incresse,

and cost of capital decrcases,

With theis assumyption that ke remains constant
within the accepteble limit of debt, the value of the

firt will bej

l
~

vy =48 + D ( ~kd 0 + ki D

——————

ke k4

t~=kd D 4 J

ke

= £ -+ (ke -"K.d n
'S ke

L]

Jhus, so long us e and kd are constant, the vaiwe
of tie firm V increas.s «t a coenstant rote, (ke-kd)
as tie amount of debt increascs

Inen: »

< | =
= | =

fecond Stage:

in the second stag2, the firm hags reached & certain
degree of leverage where the increase in leverage has

anegligible effect on the value of the firm because the
increise in the cost o equity due to the added financial

risk »ffsets the advan:age of lew cost of debt.
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Within that range, tie valae of the firm will be

maxiaum or the cost o capitsl will be minimum,

Third Stage:

¥
it this stapge the value of the firm decrease with

any .ncrease in lever:ge or the cost of capital increase
with leversge. Thas s because the investors perceive

a high degree of fina:cial rdsk and increace equity-
capi-alisation rate mcre than off-set the advantage of

low-c0ost debt.

The overall effect of this is that cost of capital
is a function of leverage. Initially the cost of capital
declines with the introduction of leverage. After a

point, it begins to rise, The relation between cost of

4

capitsl can be graphically rcpc;iented a5 Delow;

. - %<0?*4
Cost of capital (W I
( percent) (lu‘qnﬁ | 2veriy®

"y

ke

The co::t of capjtal behaviour
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Yor illusfration, rtet's ascume thal a firp is
expecting & met operating income of M 1,500 from an
invers tment of N ﬂ0,00C.OO. The equity capitalisation
rate ié 10 percent, if the firm has no debt, it will
increase to 11 percent when the firm introduces ¥ 3,000
~debt, and to 12.5 percant when debt rises to the tune
of ¥ 16,000.00. Alse assume that the debt can be
- raised at 6 per cent for ¥ 3,000.00 and 7 percent WG ,Q00

The following table will c¢learly show bthe effect.

5% 7%
o Debt ¥5,000 N 6,000
N N i
X Net operating Incom: 1,500 1,500 1,500
R = KiD= tolal cost of debt *0 150 420
X = F= Net Income 1,500 1,550 1,080
ke = Cost of =quity ' 10 14 125
Y - X - R = Market valie of |
ke ke Share 15,000 44,850
L}
D parket value of o] 5,000 6,000
v = 34D = Total valu:r of
-
£ Lrm 19,000
ko = Aversge cost of :apitsl
)

eD. THE MODIGHANT AN MILLMR HYPOTHRSIS

Modighani gnd Miiler in their approach identified
with the net opersting income approach. They argued that
in th: absence of taxel, n fiem's murket value und the
cost of capitnl remain ipvarient to the capital structure

cha.nges.6
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“hey msde a strong attach on the traditional position

by eifering behaviour:l justification for having the

cost or capitel, ko, remnin constant throughout all degree

of liverage. Their arguement is based on the following

gssur ptions;

.

ide

3ii.

Capital murket are perfect. Informution is
costless and reudily available to all investors,
there are nc transsction costsy and ull secur-
rities are infiaitely divisible. Investors
assumed to te rational, and te behave aceor-

dingly.

The everage expected futdre operating iuc&mes

of a firm are gcprescntad by @ subjective random
varizble. Jt is assumed that expected values

of the probebility distribution of all inves-
tors mre the some. <+t is implics in the MM
illustrutior that the expected value of the
probubility distributions of expected operc=
ting earnings for all future periods are the

same as pres2nt operating incomes.

Firms can be categorised into "equivalent
return" clusses, All firms within a class

have the gane degrace of business risk,

The absence of corporzte income taxes 13 wooumed,

(MM removed this assumption later)
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PROPOGITION 1

iiven the sbove w .sumptions, M and M argue thyt,
for irmm's in the same risk cless, the total maket
valu: is independent ¢f the debt equity combination, and
is g ven by capitalis ni; the expected net operating income
by tie rate appropria‘e to that pisk 01395.7 This nropo-

tion cun be expresscd as follows:

T = (8 + D+ =X NOT

'Thi:: can ulso be stuted in terms of cost of capital,
ko.
ko = X = X

————

(8+D) -V
- f kd is expressec s the return on debt and ko as
the ;ceturn on equity then;

X = KoV = ke (3) + kd (D)

" = ko = ke SS% + kd (D)
. . (S4D) (5 + D)

-n the above equa!inn ko is expressed as the weighted
aver: ge rate of returr on equity and debt capital of the
firm. And since the cost of capitul is defined as the
expe« ted net cpercting income divided but the total
markct value of the firm, a?d M1 have also concluded
that market value of tiae firm is unaffected by finuncing
mix,it follows that tte cost of capital structure is equel
to tle cepitalisation rite of a pure equity stream of its

clast. This is shown Troyhically below;
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Cg~t of Captial
i

Leverage

AR ITRAGE PROGESS

I & M argue that the total risk for all security
holdart of a firm is not ultered by chunges in its capital
structire. Thereforc, the total value of the firm must
be the same regardless ¢f its finuncing mix. The impui-
tant support for this hypothescs is the presence of ar-
bitrage in the capital market. Arbitrage here means
perfect substitutes froo nMlong at different prices in
the sane markt. <n their cuse, the perfect substitutes are
two or more firms in the come homogenous risk class that
deffer only with respect to capitol structure. M & M
contend that the total value of these firms has to be the
samej therwise, arbitrag:rs will enter and drive the value
of the two firms togethec. The presence of their arguement
is that arbitragers are itle to substitute persenal

8
leveras;2 for corporate 1l veruge.

For illustration, le''s consider two firms th.t
comprices of a single risk class. These firms ure idon.
ticzl in every rospect eccept that firm A 15 not leverad

and firn 2 has K 30,000 »f %% deb! outstanding.
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Accorcing to tradition:1l view, firm °

may have a higher
total value and a lower averapge cost of capital than
firm A. The valuation c¢f the two firms igs assumed to

be the following;

Firm A \ Firm B
X = lhet opefating inccme ¥10,000 N10,000
R = Interest on debt 0 1,500
Y = let Income « 10,000 8,500
Ke = kquity capitalisation
rate 0, 10 De 11
S = [arket value of stock | 100,000 7%7.272
D = larket vylue of debt - 30,000
’ [
:}:‘399"::9::5_—‘:_ :*.—.292!2?2 =
ko = Ilmplied overall
capitalisation rat2 10% 9. %%
D/S = Lebt to equity ratin- 0 28.8%
{ A

¥ & M maintein thgt this cannot continue, for arbi-
trage vill drive the toal valucs of the two firms together.
Firm I cannot command & higher total value simply
because it has a giffereat financing mix than firm A,
M & M ergue that investces in firm B are able to obtain
the saﬁe dollar return with no increase in financial
risk by investment outlay.9 Because investors would be
better off with the investment requiring the lesser outlay,
they wculd sell their shares in firm B gnd buy shares in firm

Ao Trese arbitrage treaisactions would continue until

firm BEs shares declined in price and firm ABs shares
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increase in price enough so thot the toal value of the

two firms was identicel. )

10 illustrate, gupposc Lhgt a rational investor
owne¢ I percent of firm B, the levered form, worth

R ?777.72 (market value)given this situation, he should

ie Sell his stcck in firm B for N 772.72

ide Borrow N 30C at S interest. This persconual
debt is equel to 1 perceht of firm B.

ijii. Buy 1 percent of the shares of firm A,the

unlevered firm, for N 1,000.

Irior to this serizs of transaction, the investor's
expected return on invastment in firm B was 11% on a
772.72 investment of B 85. His expected return on invess
ment in firm A is 10% >r N 100 on an investment of N1,000.
From this return, he mrust deduct the interest charge

on his personal borrowings. T hus his Ngira return is

Feturn on investment in {irm A = N100.00
Iess interast (30C x 0.05) = 15,00
Fet return = N 85,00

Even though his Naira ceturn in both cases are, he would
prefer investing in firm A becguse of the lower outllay

of W,00 instead of the K772.72 in firm B.
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The action of rat.onal investors will tend to drive
up the price of firm ..'s shgres and lower its cost of
equity, ke on the oth:r hand, the opposite will happen
to firm B until there are more opportunity for such

transaction.

~f for some reasons the value of firm A becomes
high:r than that of firm B, the whole process will gou
in osposite direction. OSupposing that firm A in the
abov: example had an ¢ quity capitalisation rate of 8%,
giving it a tcal market value of N125,000. #ere, the
investor owning 1 percent of A's shares would sell his
hold .ngs for ¥1,250. e then would buy 1% of the
share in firm B, for i772.72 as well as 1% of the debt
of tuat dirm for N30(. His totsl expected Naira
incone in firm B woulc be.

Peturn on investment in firm B shares H85.00

Teturn on investment in firm A debt 15.00

Net retirn N 100.00

iiis return in fim B is the same as that of firm
A bu* he has to invest only H¥1,072.72 in firm B inctesd of
N1,2°0 in firm A, Tiis will trigger off the arbil. o
beha iour until there is no more nced for such trensac-
tions because the valve of both firm would become the
same.

’
CRITICISM OF THZ M & M HYPOTH3ES
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The arbitrage p:rocess of the behavioural foundation
for the M & M thesis, Thg following are the shortcomings

of the asgsumption,

A Market Yerfection:

Since the arbitrage process is expected to
»
work under perfeet market condition,the market
imperfection th-t exist tcday will render the hypo-

thesis unworkabic,

ii, The assumjtion that firms and individuals can
borrow 2ud lend at bthe same rabte of interest does

not hold good ir practice.

iii. 1t is inccrrect to assume thgt'personal
leverage' is a perfect substitute for 'corporate
leverage ' BYecsuse, for a limited liability firm,
in an event of tae firm going bankrupt the investors
will not lose mcre than their investment in the
firm. But for the individual, he would lose his
capital and any other of his property to the extent

of the total delt.

iv. The existend of transaction cost also inter-
feres with the working of arbitrage as. it would
become nzcessary to invest a greater amount in the
snares of an unl:vered firm than in the shares of

a levered firm ia order t5 earn same return. As
a result, the leser2d firm will have higher value,



A
1

2

5. S0l0

6.

Solo

Dur

Mod

o1, Bara

n,Dagid

am, Eguene F.

5, Alexander;

on, op.Cit, p.94

ghiani, B And
.on H.M.

10T NOTES

Theory of Finuncial Management
New York Ccolumbia University
precs, 1965 p. 92

Coct of Debt and Equity finds

for business; Trede and problems
of management; New York, the

free press, 1959 pp.91-116

Issues in management finonce

Hincdale dryden press,

The cfféct of Capital structure
on the cosL of capital, Engle-
wood Cliff N.J. prentice Hall
Inc. 1963 p.11

ope Cit, p.9%

The cost of capital, corporation
finance and theory of *nvest-
ment, American Bconomic review

48 (1958) p.061 - 297,



7. Modighiani And Miller,

8. Ibid

9. Modigainni And [liller

Ibil, p.ofio

P.270 ~ 277
Culled from Y n Jlorne,
Reply to leius And

aopraw, KLE Ancriean

&1

COnOmic roviow

Sk

-

969 pr.S0P-505



67

CHAP 'ERy FOUR
DIVIDEND SHAI'ES & VALUE OF TFIRM

4.1.  DLVIDEND THRI'ORIES AND VALUATION

In the lest chap.er, the broad concept of valuation
of Tirm's shures wer: surveyed. The basic valuation
mod :1s were examined and all the varibles thut affect
the value of the fir: were established. The capital
stricture of the firmi and how this affect the firm’'s
val ie were also exam ned and snalysed, and &nd basic
ass mption underlining them and their weaknesses were

dis:ussed.

In this chapter, the dividend theiries, und the
pla :e of dividends i:. the valuation of the firm's shafes
will be examined, D:vidend as we understand it to be
is ‘he declarztion a:d distribution of the legally dis-
trisutatle earning of a firm to the firms investors

&5 . return on their investment.

Dividend decision of the firm is the third most
imﬁartant decision i:. financiol management, The
imporrtant aspect of cividend is to determine the amount
L0 se distributed to the sharcholders and the amount to
bo -etained in the business. The retained earnings
forn the most import: nt source of internal financiug

for the growth of th¢ firm,



8

The retention e business earning in the fiem to
be able to tzke advintege of good investment opportu-
nities is very desi-able for the growth of the firm,.
Or the other hand, ilivident is very desirable from the
standpoint of the ciareholders as it immediately
increases their weulth, Thus, the divident policy,
which is, the distribution of dividend to sharehclders
arl the retention ¢ earnings in the fiem for growth,
ars both very desir:ble but conflicting. The manage-
meat must find the H»ptimum policy as regards the
distrinution and or retenticn of eurnings of the firm
since their affects the value of the firm, and as a

result, the cost of sapital of the firm,

On the relution:hip between the dividend and the
velue of the fiprm different Thecries have becn edvanced.
The theories can be group into two categories ;

i. Theoriecs tha' considered dividend policies

an import nty variable influencing “he value

of the fi-m,and

il The theories which consider dividend deciasion

totally i-relavant,

4,2 DIVIDEND RIELE TANCE APPROACH

This school o? thoupght belicves: that choice of
dividend policiee almost alwny afiects the vilue of the
firm.1 They develslped some theoretiecal moldels Lo
stow clearly the imrorntnte of dividend policy to the

ve lue of the firm, ™:0 of Lhe most important onecg






