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ABSTRACT

The financing pattern based on the sources and uses of funds, for 50 firms
quoted on the Nigerian stock exchange listing was examined. Overal internal financeis
far less important than external finance as a source of finance for the Nigerian firms
studied. The order of financing being external debt followed by external equity and
internal finance a distant third. This finding negates the financing hierarchy hypothesis
that the firm's preference for sources of finance run from interna finance to externa

debt to external equity.

Externa borrowing consist mainly of term-loans from financia institutions and
working capita loans from commercia banks; with debentures contributing far less as
a source of funds for a large percentage of the firms.

The financing of capital expenditures appears to be done primarily through
internal finance; and external finance plays a limited role with regards to capital
expenditure. Thisis in agreement with the managerid theory of investment which state
that the fundamental determinant of investment is the availability of internal finance;
which is the most accessible part of the capital market and most amenable to
manageria control. As such mgority of the firms restrict their capital expenditure to
within the internally generated funds.

The positive relationship between cash flow (interna finance) and capita
investment is evidence by the high percentage of firms with positive financial dack.
The financia pattern and capital investment behavior seem not to vary sgnificantly

over the year range for which this study was conducted.
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CHAPTER ONE

1.0 INTRODUCTION

In a market economy, the stock market performs three basic functions:

(1) a source for financing investment;

(i)  a signaling mechanism to managers regarding investment decisions; and

(11)  a market for corporate control in reallocating existing resources and promoting
managerial and organizational efficiency.

Stock market activity also has other implications for firms like; the role of
shareholder and managerial horizons with regard to investment decisions of firms;and
the consequences of the steady increase in institutional ownership of equity for
corporate governance; firm’s choices with regard to tangible and intangible
investments etc.

There are a number of interesting issues that can be posed in a study of sources
and uses of funds. For instance, what is the relationship between the different
components of the sources and uses of finance, especially the role of the stock market
as a source of finance? What about the mix between internal and external sources of
finance and the mix between capital expenditures and other uses of funds?

The central issue regarding finance for the firm is its composition between
internal and external sources. While retained earnings and depreciation are the main
components of internal finance, debt and equity are the two components of external
finance. Cash flows are defined as the sum of retained earnings and depreciation.
Throughout this project, the term cash flow and internal finance are used

interchangeably.
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1.1  Stock market contribution

The stock market serves as a channel for the provision of long term capital and
transferability of assets (shares) that enable enormous amounts of capital-to flow
through interconnected network of financial institutions and savers to industry,
commerce and other users of capital. Financial resources of the capital market include:
(i) Bank loans and overdrafis
(i)  Equity issues and
(i)  Debentures and other fixed interest securities.

As pointed out by Mayer (1988), there are two sources of information for
studying aggregate corporate financing patterns in different countries. The first is
national flow-of~funds statements that record flows between different sectors of an
economy and between domestic and overseas residents. The second source is
company accounts that are constructed on an individual firm basis but are ofien
aggregated or extrapolated to industry or economy levels.

Both sources have their advantages and disadvantages. In theory, flow-of-
funds statistics provide comprehensive coverage of transactions between sectors.
Company accounts are only available for a sample, ofien quite small, of a country’s
corporate sector. However, the data that are employed in company accounts are
usually more reliable than flow-of-funds. In particular, flow-of-funds are constructed
from a variety of different sources that are rarely consistent. As a result, statistical

adjustments are required to reconcile entries.
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Table 1. Sources and Uses of Funds.

Sources of funds | Uses of funds
Internal Gross fixed assets
Retained earnings Inventories
Depreciation Other current assets
External Total
Paid-up capital
Debentures l
Long-term borrowing

| Unsecured loan & advances |
| Creditors
Other current liabilities

Total 1

This project is based on company accounts. The analysis of sources and uses
of funds has been done by looking at changes in the balance sheet items over time; a
summary of this approach is shown in Table 1. The principal reason for adopting the
balance sheet-based approach to the study of source and uses of funds is the
availability of statement of accounts of firms. The basic idea behind the balance sheet
approach is that the firm’s sources of funds come from decreases in assets and
increases in liabilities while the uses of funds take place through increases in assets and
decreases in liabilities.

As noted earlier, the measure of internal finance used in this project is reserves
and surplus (retained earnings) plus depreciation (Table 1). The measure of stock
market contribution or external equity used here is based on changes in the firm’s paid-
up capital emanating from changes in the number of shares as well as the price of

shares.



However, it should be noted that there is another approach in the literature,
following Prais (1976), that measures internal finance as retained earnings net of
depreciation and compares it to net capital expenditures. This approach is useful if the
focus is on studying the financing of the growth of the firm in terms of net capital
expenditures. This project however has a different focus and examines the broader
issue of total sources and uses of funds for the firm and therefore considers
depreciation as a source of funds for the firm and compares it to the firm’s gross
capital expenditures. In other words, replacement investment is considered as another
use of funds by the firm. One important consequence of this differential treatment of
depreciation is that internal finance would be much more important if depreciation is
counted as a source of finance, since depreciation is such a large item on both sides of
the account (Prais 1976).

As a starting point, it is useful to note the results of Mayer (1988, 1990), who
investigated the corporate financing patterns for the U.S., UK., Japan, Germany,
France, Italy, Canada, and Finland for the 1970 to 1985 period based on the flow of
funds accounts of these countries. The main findings of the study are that:

(i) retention is the dominant source of finance in all countries;

(i)  corporations do not raise a substantial amount of finance from the stock market
in any one country; and

(i)  banks are the dominant source of external debt in all countries, especially in

France, Italy, and Japan.

These results can also be compared with that of Samuel (1995b), based on the
cash flow statements of 533 U.S. manufacturing firms for the 1972-1987 period. The

main findings of Samuel (1995a) are:



(1) the financing hierarchy hypothesis is broadly supported when the sources and
uses of funds analysis is conducted on a gross as well as net basis;

(i) on a net basis, the contribution of equity to the total sources of funds is
negative;

(iii)  firms issue debt and equity to retire existing commitments rather than to finance
capital expenditures, which appears to be done primarily through internal
finance; and

(iv)  external finance plays a limited role with regard to capital expenditures.

1.2 The Nigerian Capital Market

It is often difficult to determine a precise point at which the money market ends
and the capital market begins in the spectrum of financial market. An obvious
distinction that can be made is that the money market deals with short-term
instruments while the c¢apital market deals with the issuance and trading in long-term
securities and claims such as bonds, debentures and equity stocks.

The capital market plays a crucial.role in the mobilization and channeling of
long-term capital within an economy. The placement of new issues on the capital
market contributes directly towards increasing funds available for loans and allocating
these between economic units. The two types of market make it possible for the
surplus and deficit units within the economy to choose (in one or both markets) the
financial instruments and type of financing to suit their preferences for long: medium
and short-term instruments.

It is often assumed that the capital market is limited to the stock exchange, but

this is not so. The capital market comprises institutions through which savings and



surplus funds of the nation are made available on a long-term basis to finance
industrial, commercial and agricultural expansion and development.

The capital market operation in Nigeria (Areago 1990) has progressed
gradually: from the ‘rural capital market’ to the modern market with active
participation of such institution like the stock exchange, central bank and development
and merchant banks. Prior to the adveni of the British administration, institutions ke
cooperative societies had pools of funds to which members contributed money
periodically and from which money was lent to members on request for financing
‘projects’ such as marriages and festivities, With the .advent of colonization, the
colonial masters largely dominated commercial activities and the‘funds needed by these
foreign interests were obtained from local banks that are predominantly foreign. Very
little attention was therefore paid to the possibility of a local market to deal in long
term financing,

However, the modern market institutions have grown in response to the needs
of the economy for additional facilities for long and medium term finance for the
promotion and development of local industries. Under this scenario, it becomes a
normal expectation that the capital market’s major role in mobilizing long-term funds
and channeling them to productive and optimal uses via the allocation machinery in-
built in the system, should be the more significant in the bid to build a resilient and self-
reliant economy.

As noted earlier, the stock exchange provides two main functions. Its provides
a means whereby interest in capital (stock and shares) can be bought and sold (a
irading market) and secondly it provides a mechanism for rising capital by means of
issues of securities (a new issue market). A number of mechanisms have been

developed for matching the requirements of the users and suppliers of capital. While



instruments can be designed which satisfy many requirements, they cannot overcome
the fundamental difference between the two groups (Areago, 1990).

The users of capital (government or public companies), all seek funds of a long
—term nature in order to plan their capital investments in a realistic manner. They seek
a large part of their funds through the new issues market. On the other hand, the
suppliers of capital (who ultimately are the individual savers) need to invest their
money whether directly or indirectly in instruments that are readily realizable. This
problem is overcome by means of a trading or secondary market wherein stockbrokers
on behalf of both individual and institutional investors trade securities that are already
quoted.

Without this ability to realize their investments the suppliers of funds would
demand a substantial premium for the inconvenience of tying up their capital. Thus, a
stock exchange provides an efficient market place where the supply and demand of
funds can be met and where investors can be encouraged to subscribe for new capital,
because they can judge their investment by readily relating 1t to other comparable

shares in the market.

1.3  The Nigerian Stock Exchange

The Nigerian stock exchange (formerly the Lagos stock exchange) was
incorporated on 15" September 1960 through the inspiration of the business
community, the central bank of Nigeria and the federal government, as a non-profit
organization (Areago 1990, Qdife 1993). It was further strengthened by the Lagos
stock exchange Act of 1961, which gave recognition to the exisience of the stock

exchange by granting exclusive protection to maintain its own lists, to license its



members and to maintain a market in listed securities. The provisions of the Act
prohibit non-members from dealing in the stocks and shares quoted on the exchange.

The establishment of the Lagos stock exchange was supported extensively by
the Central Bank of Nigeria and the Nigerian Industrial Development Bank Limited
(NIDB). NIDB was the new company into which the Investment Company of Nigeria
Limited was transformed in 1964 as a joint venture between the Federal Government
and the International Finance Corporation (IFC), a member of the World Bank Group.
It was the hope of IFC that the widespread ownership of securities and the growth of
the local capital market would complement the efforts of the Federal Government and
the banking system in financing productive investment (Nwackwo 1987).

The formation of a development finance company, the NIDB, would promote
new investments and when the companies mature, the NIDB would sell its
shareholdings therein to the public at large in a process that would enhance not only
the stock market but also the growth of a healthy private sector. The NIDB has no
doubt made very significant contributions to the capital market through its
stockbroking subsidiary and affiliated merchant banking company, established nearly
ten years later, but hardly in the manner and to the extent envisaged at its inception. As
it turned out, the NIDB found that it depend greatly on the income from its successful
investments to cushion the impact of the losses from its less successful investments and
hence has not pursued the policy of selling off its holdings in successful companies.

The exchange started business on 5™ June 1961 with four securities, the
number of quoted securities rose to thirteen in 1970 and to twenty two in 1972. The
number of quoted securities remained low partly because of the NIDB problems stated
above and partly because of the reluctance of both indigenous and foreign businesses in

Nigeria to use the stock market for raising capital. Following the Okigbo Commission



report and the government’s white paper thereon (Okigbo, 1981), the shareholders of
the Lagos stock exchange passed the appropriate resolutions to transform it into the
Nigerian stock exc;hange ‘with branches in Lagos, Port I-iarcourt and Kaduna. These
branches operates primarily as trading floors, while the national council of the
exchange retains overall responsibility for quotations and the enforcement of
regulations. The compulsory domestic incorporation of branches of foreign companies
as stipulated in the companies Act of 1968, catalyzed capital market growth in Nigeria.
Apparently because of the important function and the relative underdevelopment of the
Nigerian capital market, the federal government has continued to adopt measures to
enhance its contribution to the national economy.

The stock exchange has grown from 22 securities in 1972; 23 in 1974 to 168 in
1981 made up of 56 federal government development stocks, 1 state bond, 18
industrial loan stocks and 93 company equities. The rapid increase is because,
government took the bold step at getting Nigerians involved in the economy, by
promulgating the Nigerian enterprise promotion Act of 1972 and 1977. The Act
reserved a list of 22 enterprises totally for Nigerian ownership, while 33 other
enterprise were expected to have at least 40 percent Nigerian equity in their ownership
(Odife 1993).

The market capitalization of N5 million in 1961 increased to N4.6 billion as at
August 1982. The market value of the equities and industrial stock in the hands of
Nigerian individual organizations was about N600 million. The security é.nd exchange
commission (SEC) was formed in 1978 to determine the price, mode and timing of
tssues of shares by all public companies. As at 1982 there were about 700,000
shareholders of quoted securities. These shareholders represent varied economic levels

and citizens widely spread around the couniry. They were able to share in the nation’s
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economic benefits as they received aggregate dividends of N221 million and substantial

bonus issues of N60 million as a result of quoted company’s dividend payoffs in 1981

(Areago 1990).

By 1982, 93 corporate securities were listed on the stock exchange but it was

realized that,

(a)

(b)

(c)

(d)

(e)

very few of the companies had listed voluntarily since most did so in
compliance with the iwo indigenization Acts;

very few of the companies whose shares were listed were indigenous
Nigerian companies;

Nigerian entrepreneurs appeared reluctant to list their securities on the
stock market;

Apart from the Nigerian Sugar Company Limited and the Broadcasting
Corporation of Northern Nigeria, which made debenture offers in 1961,
no parastatal came forward to raise capital through the stock market.
Even though the Federal Government made an issue of its own stock
every year, the subscription rate hardly exceeded 10 percent. Only one
state government had approached the stock market in1978 with a bond

issue that achieved 34 percent success.

During that same year (Odife 1993), experts in the capital market met and

agreed on the following points on the performance of the stock market:

(a) that indeed, indigenous companies were frightened of seeking funds on the

stock market,

(b) that companies which were scared apparently had very good reasons to be

scared. Even giants like UAC went into the stock market protesting the

high cost of raising funds on the stock market,



{(c) that the listing requirements seemed too onerous and complex for any but
the largest companies to comply with, and
(d) there seemed to be no room for the entrepreneur seeking avenues for

raising venture capital on the stock market.

Despite these unfavorable observations, the Nigerian economy continued to
grow. The banking system itself appeared to have funded the bulk of the development
for both the public and for the private sectors. By the end of 1983, the government
sector had over 56 percent of the total éredit of the banking system. If banks and
gavernmenis could raise as much money as they desired from the banking system, why
should they go through the complex ritual of raising capital through the stock market?.
Indeed, there is no need to, and this, in part, explained the dilemma of the Nigerian
economy. The indigenization decrees had reduced foreign participation; their
implementation seemed to suggest that foreign direct investment was no longer
wanted. In its place Nigeria sought and received [arge amounts of foreign loans, in the
process returning the economy to the state of excessive leverage that the formation of
the stock exchange was supposed to address. The economy is therefore battling to
reschedule its short-term debts while still laboring under the burden of high service
costs for medium-term debt.

Therefore, it is true that easy access to bank funding have encouraged
- governments to ignore the stock market. It is equally true that easy access to bank
loans enable local entreprencurs and foreign businessmen alike operating in Nigena to
fund themselves without dituting the control of their operations which they cherish so

much.

© 474629
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The Securities and Exchange Commission which was set up as the highest
regulatory agency for the Nigerian Capital Market, was concerned as the Council of
the Stock Exchange over the high cost of raising money by an issue of the stock
market, compared with direct loans from banks. SEC had to relax its admission
requirements without lowering standards and provide the smaller companies in Nigeria
with access to its facilities and therefore a wider source of funds.

Other measures taken to vitalize the capital market are the promulgation of the
1988 privatization and commercialization decree which culminated in the privatization
of many government owned enterprises; and the deregulation of the capital market in
1992. Despite this move, by 1997 about 55 percent of securities listed on the Nigerian
stock exchange are still controlled by foreign institutional investors.

By 1998 (Imoyo 1998), the total number of stocks and shares securities listed
by the Nigerian stock exchange is 264, comprising of 23 government stocks, 57
industrial loans/preferred stocks, 17 second-tier securities and 167 first-tier securities
of firms. The total market capitalization has rising to N258,536 million, comprising
N2,762 million for government stocks, N3,197 million for industrial loans/preferred
stocks, N701 mullion for second-tier securities and N251,876 million for first-tier
securities of firms. Despite this level of market capitalization, the Nigerian stock
market is still at its infancy stage because of paucity of securities and their low
liquidity.

Raising money of the stock exchange usually implies that there is a public
limited liability company that require new capital and makes an offer of this capital
generally to the public and, simultancously, an application is made to the stock

exchange for permission to deal in the shares. In order words, public quotation of



shares means that in addition to offering its shares to the members of the public for

subscription, a company is also interested in the future marketability of the shares.

1.4 The Nigerian investment scene

The envirqnment in which the Nigerian portfolio manager operates is’in many
respect.s similar to that in which the US or the UK portfolio manager has to operate.
The basic steps are to;

(a) Develop a set of objectives-selecting a framework which enable the fund to

put away its resources and earn the desired return,

(b) Select an investment programme-this consist of a set of actions which is to

be taken to result in the achievement of objectives,

(¢) Execute programme-the timing is of importance in portfolio development.

However, there are certain key differences between the investment environment
in Nigeria compared to the developed economies of the world (Odife 1993), and such
differences usually determine the pattern of investment. The major difference been the
ignorance of the portfolio manager about the Nigerian capital market, as a result of its
underdevelopment, and the other differences are:

(a) paucity of securnties-the mumber of securities available to the portfolic

manager are very smafl

(b) excessive demand-the demand for securities are relatively high that a

portfolio manager cannot be so sure of being able to buy back any
securities sold,

{c) restrictive regulations-the Trustee Act of 1962 which specifies the structure

of most portfolio is considered to be extremely restrictive, and



(d) performance evaluation-under the current investment rules in Nigeria there
is no requirement to measure performance and to evaluate results achieved
by the fund itself on the one hand and the portfolio manager on the other

hand.

1.5 RESEARCH OBJECTIVES

This project analyses the financing practices of Nigerian firms with regard to
sources and uses of funds, based on their statement of accounts. The primary objective
of the study is to determine the financing pattern and pinpoint the role of the stock
market in financing firm expenditures. The analysis in this project is based on data for
an aggregate of firms in the Nigerian stock market.

There are several reasons for undertaking an analysis of sources and uses of
funds for Nigerian firms. For one, Nigeria is one of the fastest-growing emerging
stock markets in the African continent. It is also interesting to explore corporate
finance issues in the context of a developing country like Nigeria from a theoretical
perspective, even as a pure cqmparative exercise in scholarship. There is extensive
research on corporate finance for other countries like the U.S, India, Canada (Singh
and Hamid 1992, Singh 1995 and citations therein).

This project further explores the importance of the availability of internally
generated funds for the fixed investment behavior of firms based on a constraint
criterion. Hence the relationship between cash flow (internal finance) and the capital

investment behavior of firms was determined.
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CHAPTER TWO

2.0  LITERATURE REVIEW

2.1 Investment theories and the role of finance

This section considers the predictions of the alternative theories of investment
regarding sources of finance. The neoclassical theory of investment is based in part on
the Modigliani and Miller (1958) theorems in finance. The neo‘classical view ‘assumes
that as long as the firm has profitable investments with returns above the cost of
capital, the firm can obtain sufficient funds to undertake investments. Consequently,
internal and external finance are viewed as substitute; firms could use external finance
to smooth investment when internal finance fluctuates. More generally, the
neoclassical view also implies a complete dichotomization of the real and financial
decisions faced by the firm.

On the other hand, cash flow theories of investment (information-theoretic and
managerial approaches)-emphasize financing hierarchy faced by the firm wherein the
firm’s preference for sources of finance is internal finance, debt, and equity, in that
order and therefore cash flows become critical in capital expenditure decisions. For
instance, the information-theoretic approach to investment explcitly considers capital
market imperfections that raise the cost of external finance, managerial discretion

considerations lead to a similar outcome in the managerial theory of investment.

| (a)  Managerial theory of investment

The managerial approach to corporate behavior directly challenges the
assumption of profit maximization by the firm and instead postulates other objectives

such as sales, staff, emoluments, market share etc., for managers. Given the separation
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of ownership and control (management), managerial behavior is discretionary and
constrained rather weakly by shareholder-owner interests on the one hand and by
competitive market conditions on the other.

The key result of the managerial approach is that firms aim for greater output
levels and faster growth than is consistent with maximizing the current stock market
value of the corporation, taken as a proxy for stockholder welfare. The extent of
managerial discretion to do this depends upon a minimum profit constraint imposed by
the capital market, or upon sustaining a market value high enough to forestall a
disciplinary takeover bid in the market for corporate control.

In the managerial theory of the firm, the fundamental determinant of investment
is the availability of internal finance. Managers are envisaged as pushing investment
programs 10 a point where their marginal rate of return is below the level that would
maximize stockholder welfare; in other words, managers indulge in over-investment.
For these purpose, internal finance is particularly favored since they are the most
accessible part of the capital market and most amenable to managerial desires for
growth. In other words, professional managers avoid relying on the external finance
because it would subject them to the discipline of the external capital market. In
contrast, the level of cash flow is irrelevant for the firm’s investment decisions in

neoclassical theory; what matters is the cost of capital.

—
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(b) Information-theoretic approach of investment W! M L,&A R‘Y“
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In asymmetric information models, firm managers or insiders are assumed to
posses private information about the characteristics of the firm’s return stream or
investment opportunities. Myers and Majluff (1984) showed that, if outside suppliers

of capital are less well informed that insiders about the value of the firm’s assets,
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equity may not be adequately priced by the market, In partihcular, the market may
assoclate new equity 1ssues with low-quality firms. If firms are required to finance new
projects by issuing equity, underpricing may be so severe that new investors capfure
more than the Nef Present Value (NPV) of the new project, resulting in a net loss 10
existing shareholders. In this case, the project will be rejected even if its NPV is
positive. This under-investment can be avoided if the firm can finance the new project
using a security that is not so severely undervalued by the market. For example,
internal funds and/or niskiess debt involve no undervaluation, and therefore, will be
preferred to equity.. Myers (1984) refers to this as a “pecking order” theory of
financing, 1.e., that capital structure will be driven by firms’ desire to finance new
investments, first internally, then with low-risk debt, and finally with equity only as a
last resort. |

Based on the considerations, the information-theoretic approach to the study of
investment also implies a positive relationship between cash flows and investment; in
fact, this positive relationship is also seen as evidence of liquidity constraints faced by
firms.

Given these considerations, external finance and internal finance are not perfect
substitutes for the firm, as predicted by the Modeifiliani and Miller (1958) theorems
and the neoclassical theory of investment. Therefore, in a world of heterogeneous
firms, financing constraints would clearly influence the investment decisions of firms.
In particular, investment may depend on financial factors, such as the availability of
internal finance, access to new debt or equity finance, or the functioning of particular

credit markets,
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22  Discussion on Models

(i) In cash flow models, internal finance is generally viewed as a constraint on the
volume of investment expenditures rather than as a determinant of the optimal
capital stock. Therefore, there is no role for capital-labor substitution in these
models, unlike the neoclassical model of investment.

(i) It is often difficult to distinguish between the role of cash flow, as a measure of the
expected profitability of investraent from its role, as a measure of the availability of
funds for investment. It is this latter aspect that is generally intended for
measurement, and through which the liquidity effect is thought to operate. In the
information-theoretic approach for instance, an increase in cash flow would
increase investment. However, since increase in cash flow are likely to be high
correlated with increased profitability, it is hard to tell if the increased investment is
primarily the result of increased profitability rather than increased cash flow. One
solution-proposed by Fazzari ef al. (1988)— is to use the ‘q’ ratio as a measure of
the expected profitability and cash flows as a measure of the availability of funds.

(iti) Even though the information - theoretic approach assumes the prevalence of capital
market constraints and financing hierarchy, it is cast in a neoclassical framework
with the usual assumption that managers act in the interests of shareholders and
maximize profits and shareholder value. On the other hand, managerial theory is
based on the premise that managers have objectives different from those of
shareholders. Managers do not maximize profits and shareholders wealth, but
instead maximize the growth rate/size of the firm and are probably more concerned
about managerial perquisites.

(iv) In the information-theoretic approach, it is assumed that funds are invested at rates

of return above sharehojder opportunity costs. This is an outcome of the



(v)

assumption that managers act in the interests of shareholders. In the managerial
model however, investment could take place at rates of returns below opportunity
cost. This is because managers have objectives that are different from those of
sharcholders. Therefore, the policy implications of the two approaches are
drastically different. In particular, over-investment by managers is not an issue in
the information-theoretic approach, while it is a matter of central concern in the
managerial theory. The considerations also have important implications for the
efficiency of the resource allocation process implied by the two theories.

In the information-theoretic view, a financing hierarchy exists because of
asymmetric information between managers and outside suppliers of finance. As
demonstrated by Myers and Majluff (1984), firms are faced with a skeptical capital
market that pays less for new equity than its true value, since the market cannot
fully learn the expected return on the firm’s investment. In the managerial view
however, financing hierarchy exists because managers can use internal funds at
their discretion and are hence exempt from the discipline of the external capital

market.

(vi) The central issue in the managerial theory of investment is the prevalence of

managerial discretion. Consequently, internal finance becomes important for
investment decisions. On the other hand, the information-theoretic approach to
investment emphasizes the role of information asymmetries and essentially views
managerial discretion as an aspect of asymmetric information. Therefore, internal
finance is importance for investment because of the prevalence of information
asymmetries. In other words, the firm’s reliance on internal finance is due to
information problems as well as agency costs. The common ground between the

two approaches lies in recognizing the fact that it is the separation of ownership
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and control that generates information asymmetries in the first instance, which in
turn leads to discretionary managerial behavior.

(vii) The consensus in the literature on the cash flow theory of investment appears to be
that the principal explanation for the observed positive relationship between
internal finance and investment is the presence of asymmetries of information
(Fazzan et al, 1988). In contract, this project takes exception to this view and
argues that the cash flow theory of investment is also driven by managernal
considerations. However, this project does not attempt to distinguish between the
information-theoretic and managenal approaches on the basisl of observed firm

charactenistics, since firm-fevel data are not entirely reliable in Nigeria.

23 External Vs Internal finance
In the context of the firm’s choice between internal and external finance, Koch

(1943), Donaldson (1961), and others have documented the existence of financing
hierarchy, wherein the firm’s preferred ordering of the sources of finance is:
(i) internal finance; - -
(1)  external debt; and
(i)  new equity. 4 / 45 2 3

& As discussed before, the firm’s reliance on internal finance could be rationalized
from at least two theoretical perspectives:
() managerial approach which emphasizes agency costs stemming from the

separation of ownership from controf and the importance of internal finance

since internal finance facilities managerial discretion; and
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(i)  information-theoretic approach which emphasizes asymmetries in information
between insiders (managers) and outsiders (suppliers of capital) and the
consequent credit rationing faced by firms.

Starting with Baumol ef af. (1970), there has been extensive literature on the
related issue of rates of returns to alternative sources of finance, for firms. The
emphasis in these studies has been in looking at the changes in rates of r-etum on
alternative sources of finance for a given firm over time; not really in terms of different
types of firms. One excepiion has been the life-cycie approach due to Grabowski and
Mueller (1975), where the focus in fact shifts to types of firms from the sources of
finance; based on life cycle and technology considerations, firms are classified as being
either mature or dynamic.

One interesting finding from these rates of return stadies has been the observed
hierarchy in returns, with the returns rising from internal finance to new debt and new
equity. Thereafter, one strand of the literature has gone on to compare the firm’s rate
of return to the cost of capital, for alternative sources of finance. In a substantial
segment of the U.S. corporate sector, investments have taken place at rates of return
below the cost of capital and that this reflects the prevalence of considerable
managerial discretion regarding capital expenditures.

An alternative interpretation of this finding is to recognize that hierarchy in
returns is precisely what one expects from the assumption of the firm facing a financing
hierarchy, wherein the cost of finance rises from internal finance to new debt to new
equity. After all, the cost of capital and the required rate of return are two sides of the
same coin. In fact, in a world of perfect capital markets, the rate of return shouid
always equal the cost of capital. Therefore, these findings of a hierarchy in returns

connote a clear rejection of the perfect capital markets paradigim wherein the rates of



s
S

returns are predicted to be the same cross alternative sources of finance. This
hierarchy in returns can also be viewed as consistent with the prediction of the cash
flow theories that firms that use external capital markets should attain higher returns
on investment than firms that do not use external capital markets.

As noted by Lyon (1992), firms with access to sufficient internal funds or
external funds without significant agency costs may be able to undertake all investment
opportunities with positive net present value. Other firms, however, may face a
divergence between the required return on internal funds and that required on external
funds due to asymmetric information. In this case, investment opportunities that
would be profitable to undertake with internal funds may not yield sufficient returns to
allow external financing. Investment is misallocated because projects with high
marginal returns may not receive financing, while projects with lower marginal returns
are undertaken. Further, the wrong amount of investment may be undertaken. In
other words, the presence of financing hierarchy leads to overall inefficiency in the
resource allocation process.

It is long been accepted that, for a variety of reasons, internal finance and
externally generally generated funds are not perfect substitutes in the financing of
firms™ investment programme. Earlier literature stressed the possible importance of
differing costs of internal and external finance (Minsky, 1975). Firms faced a rising
cost of external finance, creating a preference for internal financing, subjeét to the
limitations imposed by minimum dividend requirements. This originated the idea of a
hierarchy or “pecking order’ in the utilization of retained earnings, debt and equity,
dependent on these differential costs.

Myers (1984) and Myers and Majluf (1984) who stressed the role of

asymmetric information gave this idea a different interpréfation. Managers with
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information not held by the market about their firm’s investment prospects and with
inadequate internal finance to fund expansion may forego profitable investment
opportunities rather than resort to external finance on unfavorable terms. Additional
internal funds will such projects taken up.

Firms that, in a particular period, have earnings (afler interest, dividends and
tax payments) which are more than sufficient to undertake fixed investment and stock
building, have the discretion of reducing debt or adding to their holdings of financial
assets. This ‘slack” may principally be the result of either weak incentives for
investment and low investmeni demand, or a strong cash flow performance in the
period.

[n the context of the discussion of internal versus external finance, it is also
useful to consider the debt and equity elements of external finance separately. As
shown by Myers and Majluff (1984), the existence of information asymmetries between
suppliers of finance and managers could discourage firms from issuing equity and force
them to forgo positive NPV projects and therefore lead to under-investment. Similar
considerations may also apply with regard to risky securities such as debt. However,
at modest levels of borrowing, debt is comparatively low risk and there is less negative
information associated with issues of debt than equity. External debt finance is
therefore used in preference to external equity. New equity issues are restricted to the
funding of projects for which there are inadequate internal sources of retention finance
and external sources of low risk finance are unavailable. This also suggests a “pecking
order” of corporate finance in which internal finance s used in preference to external
equity 1ssues.

Greenwald er al. (1984) also postulate the existence of a tradeoff’ between

issuing risky debt and equity depending on the degree that the returns of the firm are
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dependent on managerial effort and the scope the firm has to undertake projects with
different degrees of risk. When the former is dominant, debt is the optimal instrument.
Where the latter is dominant, equity is the optimal instrument. In between, mixtures of

debt and equity may minimize the costs of asymmetric information.

2.4  Recent Trends in Investment

The role of institutional investors has become tremendously important in the
U.S. capital markets in recent years. From about 15 percent of total financial assets in
1970, the share of institutions has grown to 22 percent in 1992. Within the class of
institutional investors, the relative importance, based on their investments, is as
follows:
(a) pension funds,
(b) mutual funds, o

< im

(¢) insurance companies, W
(d) non-pension bank trust, and ¢
(e) foundations/endowments.

The consequences of this increased institutional equity ownership on both the
liquidity of the U.S. stock markets and the performance of U.S. corporations has been
a matter of intense debate among economists.

Critics like Lowenstein (1988), asset that the rapid institutionalization of the
stock markets has adversely aflected the stock market as well as corporations. A
common argument holds that money managers of institutional funds are obsessed with
their funds quarterly performance, which results in excessive and myopic trading. In
turn, these trading practices effectively raise the cost of equity financing. In addition,

Jacobs (1991) suggests that the growing importance of institutional investors in
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financial markets has led to the “commoditization” of corporate ownership and the
market for corporate control.

It has often been asserted that the growing importance of instituticnal investors
is responsible for the increased share turnover in the market. One piece of evidence
often cited to support this argument is that block trading (trades of 10,000 shares or
morg) as a percentage of total trading volume has become quite high. Block trading
accounted for 54.5 percent of all shares traded on the New York Stock Exchange in
1988. Lowenstein (1988) has argued that since these large block trades are almost
exclusively done by institutions, and since small block trades (as small as 1,000 shares)
are also made largely by institutions, institutions probably account for 75 percent of all

| trading-substantially more than the fraction of shares they own.

The high turnover of institutional portfolios is taken as suggestive that they are
more speculative than are individual investors, However, as noted by Shjlle; (1992},
the evidence is far from conclusive about the propeunsity of institutional investors to
engage in speculative behavior. There is a common perception that institutional
investors are subject to an incentive system that rewards short-term returns than are
individuals, many of whom have long invesiment horizons. However, there does not
appear to be any conclusive evidence that institutional investors ignore the long-term
profitability of the compames they invest in any more thar individual investors when
they dominated the trade in the stock market earher.

Part of the problem is that investment managers are evaluated on too short
term a basis and are not often not given adequate time to manage their portfolios well.
As noted by Shiller (1992), some corporate clients of portfolio managers reportedly
use the 12/24, rule, which is to fire any portfolio manager whose performance is 12

percent under the S & P 500 index for any 24-mpnth period.
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On the other hand, Jones ef al (1990) argue that the dramatic increase in
trading volume that has accompanied the growth in institutional ownership in U.S.
stock markets during the 1980s has in fact enhanced stock market liquidity. The stock
market liquidity has invariably lowered the required return on equity and therefore the
cost of capital. Also, institutions, with their large professional staffs, are likely to be
more efficient than individual investors at collecting, analyzing, and acting on
objective, firm-specific fundamental information. Therefore, the increased
institutionalization of the U.S. capital markets has actually served to improve the
efficiency with which corporations are valued and governed. Instead of retarding
aggregate long-term corporate investment, the growth in institutional equity ownership
simply may have redirected capital from firms with less promising investment projects
towards firms with more profitable investment projects.

Jones et al. (1990) tested these hypotheses for a sample of 586 U.S. firms for
1982 and 1988. They conclude that institutions have had a positive effect on liquidity;
stocks traded heavily by institutions experienced rising turnover, declining volatility
and narrowing bid-ask spreads. In other words, institutional investors helped in
lowering the required return on equity capital and therefore the cost of capital for the
sample firms. Also, the analysis of corporate R and D expenditures showed no strong
evidence that institutions induce short-term (myopic) behavior amongst corporate
management. In general, the study found no support for the criticisms often aimed at
institutional investors.

These findings are also consistent with those of Jarrel ef al. (1985). The study
found that, holding industry effects constant, institutional ownership had a positive

effect on the R and D behavior of companies, for a sample of 324 companies for the



1980-83 period. i.e. Institutional investors seem to favor firms with high R and D to
revenue ratios.

Likewise, using UK data, Nickell and Wadhwani (1987) found that while the
stock market attached too high a weight to current dividends - which is consistent with
the belief that the market is myopic-they found no evidence to link this myopic
behavior with increases in institutional ownership of equity. Also, Lakoshinok ez al.
(1992) find no solid evidence for the hypothesis that institutional investors destabilize
the prices of individual stocks.

As noted by Scholes (1991). some of the increase in share turnover from the
early 1980s and late 1970s is explained by the increase in the number of cash tender
offers and the growth of share repurchases and recapitalizations that started in the

early 1980s and grew dramatically after 1984,

2.5 Financial Slack

The firm’s choice between internal and external finance is also related to the
notion of financial slack (FS) defined as.

Financial Slack = Internal finance - Capital expenditures.

According to Stein (1989) financial slack is defined as “cash reserves or flows
that permit it (firm) to fund its investments without having to issue new stock™. This
definition is adopted for the current study. Building financial slack essentially allows
firms to fund capital expenditures without recourse to external finance and allows
managers to effectively insulate themselves from the constant scrutiny of capital
markets;, this is also known as the “capital market pressure® hypothesis in the
literature. In other words, the higher the level of financial slacks, the lower the level of

capital market pressure. Based on case studies, Donaldson (1961) found financial
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slack to be a major strategic goal of firms. One rationale for the existence of financial
slack is the lemons premium associated with new equity issues, as shown by Myers and
Majluff (1984). However, it should be noted that Myers and Majlufl’ (1984) define
financial slack slightly differently. They define financial slack as the sum of cash on
hand and marketable securities.

Financial slack could also be based on considerations of managerial discretion
in that it allows managers to be more reliant on internal finance where the scope for
managerial discretion is maximum. In other words, the higher the level of financial
slack, the greater the likely role of internal finance in firm expenditures. Positive
financial slack, as defined here, implies that internal finance exceeds capital

expenditures.
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reports for the 1985-1996 period of a panel of 50 companies quoted in the first tier of

CHAPTER THREE

METHODOLOGY
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The empirical analysis presented in this study is based on the annual financial

the Nigerian Stock Exchange. The sample includes industrial firms belonging to the

manufacturing and non-manufacturing sectors of the Nigerian economy. The sample

excludes the banking and insurance sectors mainly because the nature of their financial

reports does not fit into the format required for the current study.

The 50 companies were picked from 15 sectors of the subdivision of companies

as reflected by the Nigerian Stock Exchange listing. Within each sector, firms were

then selected at random from those that have financial reports for at least the 12 vears

period required for this study. The sectors and firms from whose financial reports the

data on sources and uses of funds have been derived are:

(a)

(b)

(c)

(d)

Agriculture - Livestock Feeds Plc
Automoebile - Dunlop Nigeria Plc

- Intra Motors Nigeria Plc

- Incar Nigeria Plc

- R. T. Briscoe Nigeria Plc
Breweries - Golden Guinea Breweries Plc

- Guinness Nigeria Plc
Building Materials - Nigerian Ropes Plc

- Nigerian Wire Industries Plc

- West African Portland Cement Company Plc



(e) Chemical and Paints - Berger Paints Nigeria Plc
| - Chemical and Allied Products Plc
- Nigerian-German Chemicals Plc
H Computer and Office Equipment
- NCR Niggria Plc

- Thomas Wyatt Nigeria Plc (Apex mill)

(g) Conglomerates A. G. Leventis Nigeria Plc
- CFAO Nigera Ple
- John Hoit Plc
- Lever Brothers Nigeria Plc
- P.Z. Industries Plc
- SCOA Nigenia Plc
- UAC Nigeria Plc
- UTC Nigeria Ple
(h) Constructiqn - Dumez Nigeria Plc
- Julius Berger Nigeria Plc
- Roads Nigena Plc
i) Food/Beverages and Tobacco
- Cadbury Nigeria Plc
- Nigenian Breweries Plc
- Nigerian Tobacco Company Plc
- Northern Nigeria Flour Mills Plc
o Footwears - Bata Nigeria Plc

- Lennards Nigeria Plc
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(k)  Healthcare - Boots Company Nigeria Plc
- Christlieb Plc
- Pharma Deko Plc
- Smithkline Beecham Nigeria Plc
- Sterling Products Nigeria Plc

{1 Industrial/Domestic Products

BOC Gases Nigeria Plc
- Vitafoam Nigeria Plc
- Vono Products Ple
{(m) Packaging - Studio Press (SPN Packaging) Nigeria Plc
- Van Leer Company Nigeria Plc
(n)  Petroleum (Marketing)
- African Petroleum Ple
- Agip Nigeria Plc
- Mobil Nigeria Ple
- Texaco Nigeria Plc
- Total Nigeria Ple
{0) Textiles - Afprmnt Plc

- Enpee Industries Plc

United Nigerian Textiles Plc

The size of the firms used for this study covers the whole range of the size
distribution based on paid-up capital and turnover. It includes large firms like Nigerian
Breweries Plc with an annual turnover of up to N12,200 million and Lever Brothers

Nigeria Plc with a paid-up share capital of N504 million; as well as small firms like
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Nigerian Ropes Plc with an annual turnover of up to N10 million and Lennards Nigeria
Plc with a paid-up capital of N2 million (Appendix ).

The data on the sources and uses of fund was constructed using the balance
sheet; profit and loss account; and the use and application of funds, accounts of the
selected firms (Appendix ). The approach employed for the construction is similar to
the balance sheet approach used by Samuel (1995a) for the study of the sources and
uses of funds for United State and Indian firms. The basic idea behind the balance sheet
approach being that the firm’s sources of funds come from decreases in assets and
increases in liabilities while the uses of funds take place through increases in assets and
decreases in liabilities.

Based on this approach, the sources of funds are further classified into internal
and external sources. The internal sources comprising of items that are most readily
accessible and amendable to managerial desires within the firm, whereas external
sources are those items that are subject to the discipline of the external capital market.
As such items listed as internal sources of funds are retained earnings and depreciation,
while those for external sources of funds are paid-up capital, debentures, long term
borrowings, unsecured loans and advances, creditors and other current habilities.

The financial statement of accounts items employed for the construction of the
uses of funds are gross fixed assets, inventories and other current assets.

From the raw data, the corresponding percentages of each item were calculated
as a fraction of the total sources or uses of funds for each firm. Sector averages were
then evaluated for the percentage contribution of internal finance, external debt and
external equity to the financing of firm’s investments.

The difference between internal finance and capital expenditure at the firm

level, defined as financial slack in line with Stein (1989) definition, was estimated. The



financial slack as a percentage of the total sources of funds over the 1985-1996 vear
range was then calculated. A positive value indicate that a firm have internally
generated funds which is more than sufficient to undertake capital investment; while a
negative value means that a firm has a cash flow problem and therefore capital
investment has to be financed through external debt and/or new equity.

A cash flow constraint criterion was adopted that allows each firm to be sorted
on a year-by year basis, according to whether profits net of tax, interest payments and
dividends v cre sufficient io {inance its desired (necessary) invesiment expenditures.
Firms that, in a particular period, have earnings, which are more than sufficient to
undertake fixed investment, are classified as ‘unconstraint’ (positive financial slack).
The vear-by-year classification of firms into the constraint or unconstraint category
permits inter-temporal switching of firms between categories. In this way, a single firm
is not deemed to exhibit ‘constrained” or ‘unconstrained’ behavior for the entire period

of study.




CHAPTER FOUR

4.0  RESULTS AND DISCUSSION

Broadly speaking, economies can be characterized as being ecither stock
market-oriented or bank-oriented. Traditionally, the UK and U.S. economics have
been regarded as being stock market-oriented while Japanese, German and Indian
economics are regarded as being bank-oriented. Internal finance is known to be less
important in a bank-oriented system than in a stock market-oriented system.

In this framework, Nigeria can be considered a bank-oriented svstem. In
Nigeria, the development banks are similar to the lead bank system in India, universal
banks in Germany and the main bank system in Japan. As at 1985, Nigeria has five
federal government owned development banks- Nigerian Industrial Development Bank
(NIDB), Nigerian Agricultural and Cooperative Bank (NACB), Nigerian Bank for
Commerce and Industry (NBCI), Federal Mortgage Bank of Nigeria (FMBN) and
Urban Development Bank (UDB). The development banks were set up to raise the
rate of financial savings, allocate financial resources to the most productive uses, and
improve the investment and productive efficiency of assisted enterprises. These
institutions not only contributed to the equity of a number of companies, but they also
provide technical advice and can appraise proposals for long term loans. In practice
however, the development banks in Nigeria has not fully accomplished its goals of
promoting efficient import substitution and export promotion.

For the Nigerian firms, the period 1985-1996 suggest that on an average,
internal finance contributes about 10 percent of total sources of funds and external
finance the remaining 90 percent. Compared to a similar study, the ratio for Indian

firms are 38 percent for internal finance and 62 percent for external finance; and 37
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percent for internal finance and 63 percent for external finance for U.S. firms (Table
4.1). It is clear that Nigerian firms are far less dependent on internal finance as a source
of funds than Indian and U.S. firms, and are more dependent on external finance. The
level of retained earnings and the amount that accrued from depreciation contributes
very little to the source of funds for the overall financing activities of Nigerian firms.
To summarize, these patterns in the sources and uses of funds do suggest that Nigerian
firms are dependent on internal finance to a far smaller degree than their U.S. and

Indian counterparts.

Table 4.1 Summary of financing patterns (%)
Sources and uses of funds

Nigeria India* |US*
Internal finance 10.3 40.1 51.0
External equity 18.6 4.9 4.0
External debt 19.0 31.1 0.8
Time period 1985-96 | 1972-93 1972-92
Number of firms 50 778 504

*Source: Samuel. C. 1995b

In terms of external finance, external equity makes up about 19 percent
compared with 5 percent and 4 percent for Indian and U.S. firms respectively (Table
4.1). In other words, the role of the stock market as a source of finance i1s broadly
similar for Indian and U.S. firms, it is about four times more important for Nigerian
firms. Financing through external debt accounts for about 19 percent of the external
sources of funds compared to 10 percent for U.S. firms and 31 percent for Indian firms
(Table 4.1). The availability of low interest credit facilities for industrial development
through the development banks in Nigeria and the lead banks in India may account for
the large contribution of external debt to the source of funds when compared to the

U.S. value. Nigerian firms depend to a larger extent on external equity (paid-up



capital) to finance their activities than Indian and American firms. This is not

surprising, since Indian and American economies are more developed than the Nigerian

economy, altermative sources of finance are therefore available to Indian and American

firms.

Table 4.2 Sector Financing Patterns (%)

SECTOR INTERNAL | EXTERNAL | EXTERNAL | EXTERNAL
EQUITY DEBT

Agriculture 8.9 91.1 210 267
Automobile & Tyre 9.1 90.9 24.4 18.2
Brewernies 10.9 89.1 23.7 17.2
Building Materials 102 39.8 152 179
Chemical & Paints 8.2 91.9 21.1 19.9
Computers & Office Equipment | 9.0 91.0 18 4 14.0
Conglomerates 83 Q1.7 11.6 26.9
Construction 5.1 04 5 148 7.5
Food/Beverages & Tobacco 15.2 848 15.0 14.8
Footwear 81 91.9 253 291
Healthcare 8.0 92.0 18.0 27.6
Industrial & Domestic Products | 11.9 88.1 277 8.6
Packaging 13.1 86.9 20.5 16.4
Petroleum (Marketing) 7.8 92.2 12.0 9.0
Textiles 9.4 90.6 9.7 31.8
Total 10,3 89.7 18.6 19.0

At the sector level (Table 4.2), firms listed under Breweries, Food/Beverages

and Tobacco, Industrial and Domestic products, and Packaging has internal finance

averages above the total firm’s average. It is worth noting that all the firms within

these sectors produce or market consumer food items and their essential facilitators.

Firms listed under Construction, Petroleum {Marketing), Healthcare, Footwear,

Chemical and Paints, and Conglomerates has internal finance averages way below the

total firm’s average The reason for their low internal finance averages may be

comnected with the fact that firm’s within these sectors are largely owned by foreign
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company and therefore, repatriate most of their earnings back to their headquarters
than sink it back into the economy of a foreign country. —

Across the 1985-96 year range, for most of the firms within the sectors,
internal finaace falls below the 13 percent level (Figure 4.1). It is interesting to note
that the evidence in figure 4.1 suggest that internal finance has become more important
in the 1990s compared to the 1980s. This is not surprising, as firms are now
increasingly more aware of the need to sink back a larger proportion of internally
generated revenue into the financing of the firm’s developmaent objectives, if they are
to remain in business.

There has been a gradual decrease in the importance of external equity over the
year range for most of the sectors. Figure 4.2 tend to suggest that from 1990 the slide
in the contribution of external to the overall financing pattern has been significant. This
may be a good development as even in the stock-market oriented economy like U.S.,
external equity as a source of funds only contributes about 4 percent to the overall
financing pattern of firms. Similarly in India, which has one of the fastest-growing
emerging stock markets, the contribution of external equity as a source of funds is only
5 percent.

Depending heavily on the stock market equity as a source of funds may be too
risky a proposition for most firms. Where alternative and less risky source of funds,
like internal finance and external debt, are available to the firm most fund managers
will prefer this alternative to the uncertainty of the stock market. Singh (1995) found
that, compared to firms in advanced countries, firms in developing countries financed
the growth of net fixed assets from internal sources to a far smaller degree. For
instance, in the case of the top 100 Indian manufacturing firms for the 1980-90 period,

external equity contributed to about 20 percent of the growth of the average firm. This
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is in line with the trend observed for Nigerian firms, which depend more heavily on
external equity and debt, and to a small extent on internal tinance, to finance growth in
net fixed assets,

The fundamental difference between Nigerian and Indian firms on the O;Ie hand,
and U.S. firms on the other, stems from the role that external debt plays as a source of
finance; it is much more important for Nigerian and Indian firms than U.S. frms. While
there is only a 9.8 percent contribution of external debt for the U.S, firms, the
contributions from Nigerian and Indian firms are 19.0 and 31.1 percent respectively
(Table 4.1). This may rot be unconnected to the fact stated earlier that the Easy access
to bank loans enable Jocal entrepreneurs and foreign businessmen alike operating in
Nigeria to fund themselves without diluting the control of their operations by going to
the capital market for funds. It is in this sense that the Nigerian and Indian financial
systern can be tertned as a bank-oriented ones.

The dependent of Nigerian firms on external debt to finance mvestment
objectives has been on the increase, with it growing gradually through the 1980s and
rapidly increasing in the 1990s (Figure 4.3), despite the management significance of
reducing external debt to the minimum. However, the fears by indigenous companies
and industrial investors, prevalent since the inception of the Nigerian capital market,

about raising additional funds from the stock market is yet to be completely allayed,
hence the high and increasing levels of external debt among Nigerian firm compared to
U, S. firms.
Itis .worth noting that information and agency cost for raising funds, about 10-

13 percent, through the Nigerian stock market is still high. The rates payable on
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agricultural and industrial investment loans and debentures obtainable from
development banks and government agencies, are less or comparable to the
information and agency cost. So there is really no incentive for firms to seek funds
from the stock market, with its ‘pressures’ and the dilution of corporate control.

Another factor militating against seeking external equity by firms is the bad
trend in the Nigerian Society, in which indigenous firms receive agricultural and
manufacturing loans from development banks and then default in payment. Such ‘soft’
loans are considered, despite it been an illegal practice, easier source of funds than the
other sources of funds.

Total borrowings of Nigerian firms (Appendix) have three components: (i)
Term-loans from development banks, (ii) Debentures and (iii) Working capital loans
(bank borrowing) from commercial banks. However for most firms borrowings consist
mainly of the term-loans from financial institutions and working capital loans from
commercial banks. The two forms of borrowings constitute the largest external debt
source, with debentures a less contributor to the sources of funds. It is interesting to
note that over 50% of most firms” sources of funds emanate from creditors and other
current liabilities.

With regard to the uses of funds, for most firms the bulk of it is utilized on
inventory and other current asset. The gross fixed asset on the average account for
about 30% of most sector uses of funds (Appendix). However, the percentage of the
funds utilize for capital expenditure in relation to the total uses of funds, is the primary
area of interest for this study

In the managerial theory of firm, the fundamental determinant of investment is
the availability of internal finance that is external finance plays a limited role with

regard to capital expenditure. Firms issue debt and equity to retire existing



commitments rather than to finance capital expenditures, which is done primarily
through internal finance. Hence a positive financial slack (unconstraint) is indicative of
firms restricting their capital expenditure within the available resources generated
internally, whereas a negative financial slack (constraint} means the firms capital
expenditure exceed its internally generated revenue and has to be finance through
additional funds generated externally (Table 4.3).

The classification of firms based on the constraint criterion on year-by-year
basis indicated that only 30-35 percent of the firms is constraint over the entire study
year range (Figure 4. 4). This indicate that majority of the firms can finance their capital
expenditures with internal finance or are unwilling to embark on capital projects whose
financial outlay requires seeking funds from external sources. This observation is in line
with the managerial theory of investment which is of the view that professional
managers avoid relying on the external finance because it would subject them to the
discipline of the external capital market. This finding can also be compared with that of
Samuel (1995a), who concluded that external finance plays a limited role with regard
to capital expenditures.

The result of the constraint criterion on firms within the various sectors of the
economy shows similar pattern in which most firms do not exhibit cash flow constraint.
However there is an interesting deviation, about 50 percent of firms within the
Breweries, Construction, Cunglomerates, Footwear and Textile sectors; and about 60
percent of firms in the petroleum marketing scctor (Figure 4.5), had cash flow
problems over the 1985-96 year range. Apart from the Footwear sector, the other
sectors consist of firms with high turnover and heavy capital outlay for their products.

A raise in the number of constrained firms is evident towards the 1995 and 1996
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period, this is at the peak of the political and economic instability in the country, which
lassification of Firm

culminated into stagnation of entire economy of the nation.

Table 4.3
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CHAPTER FIVE
50 CONCLUSION

There are many ways to characterize the decisions that firms make regarding
the sources and uses of funds. The results of this project suggest that on the sources of
funds side, the firm’s fundamental choice is between internal and external finance.
Likewise, on the uses of funds side, the choice is between physical and financial
investments. Overall the evidence in this study suggest that Nigerian firms are less
dependent on internal finance and more dependent on external finance in the financing
of firms’ investment programme. On a comparative basis, the fundamental difference
between firm financing choices in Nigeria, India and the U.S. relate to the smaller role
of internal finance and the bigger role of external debt in Nigerian and Indian firms
compared to U.S. firms.

External equity and external debt as components of external finance have
almost equal contribution to Nigerian firms® sources of funds. This findings indicate
that Nigerian firms financing pattern does not follow the “pecking order” theory of
financing. The contribution of external equity to external finance as a source of funds
has not shown appreciable increase over the years. In other words, the role of the
stock market as a source of finance is still grossly underdeveloped and underutilized by
Nigerian firms. The interesting puzzle this finding then poses is that given the limited
role the stock market plays in firm’s financing, why do managers worry so much about
share prices?. The result is consistent with the prediction of internal finance being less
important and external finance being more important for firms in developing economy;
since their financial system is predominantly a bank-oriented one.

On the basis of the constraint criterion, a very high percentage of Nigerian

firms seem to restrict their capital expenditure to within internally generated revenue.
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However, as stated earlier the contribution of internal finance, as a source of funds is
significantly low, hence revenue committed to financing capital projects will be grossly
inadequate. It is not surprising therefore the deplorable state in which most of Nigerian
manufacturing and non-manufacturing industries are currently. Although there are
other factors that could contribute to their problems but not reinvesting adequate funds
into development programs surely plays a significant role. More finance should be
generated internally and expansion in equity base for capital investment to resuscitate
the Nigerian ailing industries and the economy.

5.1 RECOMMENDATIONS

What do these findings imply for the issue of stock market development in
developing countries? The capital market is very important to the industrial growth and
development of the nation’s economy. But for the market to play its expected role,
there is need for the creation of enabling environment for it to operate. The capital
market operators should be able to create awareness about their operations, companies
should be made to realize that currently the capital market offers a cheaper source of
raising funds compared even to the money market. A general public enlightenment on
the benefits of investment in the capital market is essential.

Also the government should help to activate the other sectors of the market
such as bonds and debentures which are currently dormant; and create incentives, in
terms of taxes and listing fees, for indigenous promoted companies to access the
market. The cost of raising funds from the market should be reviewed to encourage
more companies to seek quotation. One important caveat to the discussion of the
Nigerian stock market relates to the limited role of foreign investors in the slow-paced
privatization of state-owned enterprises. Foreign institutional investors should be

encouraged to play a more active role in the Nigerian stock market.
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