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Abstract

This study sets out to examine the effects of financial leverage on the profit growth in Nigeria
using the total debt to capital ratio, debt to equity ratio, cost of debt, debt to asset ratio and long
term debt to capital ratios as proxies for financial leverage for a sample of 80 non-financial firms
quoted on the Nigerian Stock Exchange over the period of 2000 to 2015. Data were analysed
using the panel data regression analysis model which includes the pooled regression model, fixed
effect model and the random effect model. The choice of the appropriate model between Fixed
Effect and Random Effect is made using the Hausman Test. In accordance with the research
findings, we conclude that financial leverage has significant effect on the profit growth of firms
in Nigeria and also that there exist a significant relationship between the inflation rate and
profit growth but the relationship with the interest and exchange rates on financial leverage of
quoted companies in Nigeria. The nature of the relationship differs from one another, a positive
relationship was reported for the total debt to capital ratio, debt to asset ratio and long term debt
to capital ratios and a negative relationship for the debt to equity ratio and the cost of debt. We
therefore recommend that every company quoted in Nigeria find the mix of debt to equity capital
that best suits them which can become their optimal capital structure to be able to maximize

profit at minimal cost.
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Introduction

As firms experience growth, their requirement for capital
tends to also increase, the capacity of the firm to finance its
increasing demand through only internal financing may hinder
continuous growth or make them shun growth opportunities.
If the company decides to source for fund externally through
debt or equity then leverage comes into play.

Profit is the essence of the existence of firms and it is essential
for its growth and survival. It is the difference between the
amount invested or spent and the amount earned from a
business in a given period. In the process of generating
more profit, companies use leverage (debt) for expansion
and innovation which in term increases cash flows thereby
increasing a firms return on equity [1].

Financial leverage is referred to the capacity of a firm to
utilize borrowed fund. It is also the ability of a business to use
fixed financial charges to magnify the effects of changes in
EBIT on the earning per share and profits. It involves the use
of funds obtained at a fixed cost in the hope of increasing the
return to the shareholders in future.

The use of debt finance is advantageous to the existing owners
since it represents the relationship between the earnings
before interest and tax (EBIT) and the earnings available to
shareholders. Equity holders keeps any extra profit generated
by debt capital after interest payment given the same amount
of equity investments, there is a higher return on equity from
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the additional profit provided by the debt capital through
tax savings thereby keeping profit within the company. It
also lowers the total financing costs since payments are
made periodically and the principal repayment is at maturity
making the risk lower as compared to equity capital. With
all the advantages, leverage can also affect profit growth
negatively through the payment of interest that reduces the
available profit overtime.

Despite collective efforts and mounting academic interests,
there is very little consensus on this particular matter.
This study has become important since financial leverage
increases fixed financial cost of firms and thus their financial
risk. Although the issue of financial leverage has received
substantial attention in developed countries, it is still an
on- going research study in the developing countries so, we
cannot generalize the results of the developed economies on
the developing economies without any research. It is against
this back drop that this study is geared towards examining the
effect of financial leverage on corporate growth in Nigeria by
using the Long term debt to capitalization ratio, Total debt to
capitalization ratio, Total debt to Asset ratio, Cost of debt and
Debt to equity ratio as financial leverage measures and also
the inclusion of the inflation rate, interest rate and exchange
rate variables in Nigeria using information obtained from
eighty non- financial companies registered under the Nigerian
stock exchange from 2000-2015 with data from audited
annual reports of the companies, the Nigerian stock exchange
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fact book, central bank of Nigeria statistical bulletin and the
IMF international financial statistics and data file.

The hypothesis to be tested will be the significance of the re-
lationship between the profit growth and the financial lever-
age measures in Nigeria.

Related Literature Review

A number of theories have been proposed to explain the
variations in debt ratios across firms but they are conflicting.
The important reference theory originated from the
pathbreaking contribution of Modigliani and Miller [2]. They
are of the opinion that in a perfect capital market, the valuation
of a firm is irrelevant to its capital structure, whether it is
highly levered or has a lower debt component in its financing
mix. Instead, leverage merely changes the allocation of cash
flows between debt and equity without altering the total cash
flows of the firm but in a real world, capital markets are not
perfect.

The tradeoff theory that assumes that firms choose how to
allocate their resources by comparing the tax benefits of debt
with the bankruptcy cost thereof. This makes them to target
an optimal debt ratio. It weighs the benefits of debt that result
from shielding cash flow from taxes against the costs of
financial distress associated with leverage.

The pecking order theory challenges the tradeoff theory
contending that firms prefers a sequential choice of financing
that varies from the internal funding to the external funding
that begins with debt and lastly equity.

The agency cost theory predicts that conflicts can arise
from the divergence of interest between the sharcholders,
debt holders and management. Managers may likely invest
in non-profitable projects with negative net present value
thereby creating the problem of overinvestment. Jensen and
Meckling [3,4] suggests the introduction of debt to mitigate
this conflict arguing that debt has the interest payment
obligations which helps in reducing the amount of free cash
available at the managers disposal for personal benefit than
for the shareholders. The pecking order theory on the other
hand due to asymmetric information assumes that insiders
(managers) have more information concerning the firm
value than the rest of the market. The theory shows that
growing firms place a higher demand on internal reserves,
and as Marsh (1982) posits, firms with high growth will have
relatively high debt ratios.

Empirical review of financial leverage on profit growth

Ibrahim and Akinlo [5] investigated the relationship between
firm size, growth and the profitability of quoted non- financial
firms in Nigeria using 115 companies that have ever been
listed on the Nigerian Stock Exchange for the period 1998-
2012. The generalized method of moment results suggests
that increase in profitability is the engine room of all-
encompassing growth. Transitively, profit has positive effect
on growth while growth has positive effect on size.

Abdul and Badmus [6] studied the relationship between
leverage and performance of Chemicals and Paints firms
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quoted on the floor of Nigerian Stock Exchange using a
sample of 3 firms from 2000-2009. Return on Assets (ROA)
was used as measure of performance while Equity (EQT) and
Debt Ratio (DR) as proxies for capital structure. The results
showed that EQT finance has a significant and positive impact
on ROA but DR has a negative and insignificant relationship
on the performance measure. It was therefore recommended
that firms in the sector should be more of equity financed
than debt by sourcing more of equity in their finance ratio
and avoiding too many debts. This finding of this study is
consistent with most of the empirical studies and provides
evidence in support of Agency Cost.

Nawaf [7] in investigating the impact of financial leverage,
company growth and size on profitability in Jordan using
a sample of 25 industrial companies listed on Amman
stock exchange from 1995-2005, discovered that there is a
significant effect of financial leverage, growth and size on
profitability.

Nawaz and Aamir [8], in an attempt to establish a
stochastic relationship between financial leverage and
Profitability of cement sector operating in Pakistan using
18 cement manufacturers from 2005 to 2010 consisting of
108 observations by applying the ordinary least square to
establish a causal relationship between the variables, found
that financial leverage has a statistically significant inverse
impact on profitability at 99% confidence interval.

Sarchah and Hajiha [9] examined the effect of company
growth indices on leverage ratios of the companies listed in
Tehran Stock Exchange in Iran from 2002-2011 by using
Chow and Hausman tests. The study revealed that sales
and profit growth had negatively significant effect and asset
growth had positively significant effect on leverage ratios, it
means that by improving the profit growth indices, leverage
ratios and company risk are reduced but the increase of asset
growth increased the leverage ratio.

Bokhari (2013) studied the relationship between finance
leverage and profitability using non- financial sector from
Pakistan obtained from Karachi stock exchange using
Ordinary Least Square (OLS) method from 2005 to 2011 and
they found a negative significant relationship between return
on average total assets (ROA) and return on average total
equity (ROE) with total debt to total assets (DR).

Methodology
Model specification

Because the study involves longitudinal/panel data, the study
will adopt a panel regression analysis model just like Sarchah
and Hajiha (Table 1) [9]. The three major panel regression
models that will be examined include:

Pooled regression model

The model involves pooling all the variables over time and
is given by:

Yit :ﬂ0+ﬂ1Xt +ﬁ2Xt +""+ﬂkXi té& (1)
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Table 1. Research variables and Measurement.

LTDCR (Long term debt to
capital ratio)

Financial leverage (FIN
LEV)

TDCR (Total debt to capital

3 Long Term Debt
Long Term Debt + Minority Interest + Equity

Current Liabilities + Long Term Debt

ratio)

DER (Debt to equity ratio).

COD (Cost of Debt)

Total debt to total asset ratio

" Current Liabilities + Long Term Debt + Minority Interest + Equity

_ Total Debt
Total Equity

_ Total Debt
Total Asset

_ Total Debt
Total Asset

_ Growth Rate of the Current Year — Rate of the Previous Year _ GR, - GR,_|

Growth (profit) PG (Asset growth)

Control variables INFR (Inflation rate)

INTR (Interest rate)
EXR (Exchange rate)
Source: Researcher

Fixed effect model

The explanatory variables are fixed and the intercept varies
from one company to another. It is given by:

Y, =Py + B X, + B X, +..+ B X, +¢ 2
Where the intercept could be represented thus:
Bu=a,+a,D, +a,D; +..+a,D, G)

Random effect model

This is also known as error correction model. Here the
dummy variables in Equation 3.10a are expressed through
error term or disturbance.

Y. =P, +BX, +5,X, +..+ X, +¢, 4)
Where,

B = P +u. (4a)
Therefore Equation 3 becomes:

Yo=B+BX, +b,X, +..+ B X, +u, +¢,

Y, =B +BX, + X, +..+ X, +w (4b)

i=1,2,..,k
t=1,2,...,T
Where,

X = Response Variables (Growth Variables for i company
on t" year)

X, = explanatory Variables (Financial Leverage and Control
Variables for i company and t™ year).

GR,

Rateof the Previous Year -

B = Regression coefficients for k™ variable.
k g
&, = error term.

Discussion and Results
Findings

From the regression table 3 above, the F-value of each of
the model was found to be significant with the value of
(P<0.05), while the coefficient of determination is highest
(63.5) in Fixed effect model and (46.1) in both the ordinary
least squares model and random effect model. The significant
F-value and R? indicates an overall adequacy of the regression
model. The relatively small R? value could be attributed to
repeated value due to several companies under investigation
which indicates that only about 46.1%, 63.5% and 46.1%
of the variation in the leverage ratios can be explained by
the long term earning growth in Nigeria as explained by
the Ordinary Least Squares model, Fixed effect model and
Random Effect Model respectively.

The Durbin-watson and F-stat are significant, hence the
estimated equation can be relied upon in making inference
about the influence of the explanatory variables on the
financial leverage of firms in Nigeria.

The empirical evidence from profit growth on financial
leverage suggests that inflation rate shows a significant
negative relationship, interest rate and exchange rate shows a
positive relationship that is not significant.

For ordinary least square, the value of the coefficient of long
term debt to capital ratio (0.0424) implies that an increase in
long term debt to capital ratio by 1 will lead to an increase
in long term earning growth by 0.0424 when every other
leverage variables in the model are held constant. Due to the
short coming in the performance of ordinary least squares in
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modeling panel/longitudinal data, the two competing model  the p-value of the test statistic is less than 0.05, we choose
that will be used to make inference to this work are the fixed  fixed effect model otherwise. Table 2 has the p-value of
effect model and random effect model. hausman test of 0.0372 indicating that the fixed effect model

was favoured above random effect model. This suggests that
The choice of the appropriate model between fixed effect  the data is adequately and appropriately fitted to fixed effect
and random effect is made using the hausman test. When  model. Specifically, therefore the regression model (fixed

Table 2. Mean and Standard Deviation of the Variables under study by Year.

Year Statistic Y1 Y2 Y3 Y4 Y5 Y6 Z1 z2 Z3 X

Mean 1.27 0.16 0.11 0.06 -0.15 -7.92 101.70 -10.3 35.23 -0.57

2000 S.D 2.55 0.68 1.14 0.32 0.21 56.92 0.00 0.00 0.00 2.40
2001 Mean 1.29 0.11 0.05 0.02 0.05 -0.63 111.23 23.84 -0.32 -0.15
S.D 11.07 0.45 0.26 0.28 0.15 12.59 0.00 0.00 0.00 7.33

2002 Mean 0.98 0.06 0.07 0.08 0.01 1.74 120.58 -10.8 39.90 -1.37
S.D 8.51 0.31 0.37 0.36 0.18 7.53 0.00 0.00 0.00 10.09

2003 Mean 0.25 0.05 0.10 -0.01 0.05 -0.62 129.22 8.61 11.14 -1.14
S.D 1.07 0.36 0.52 0.30 0.19 10.53 0.00 0.00 0.00 2.22

2004 Mean 0.12 0.08 0.15 0.05 0.01 -0.05 132.89 19.37 -0.16 -1.34
S.D 0.62 0.44 0.54 0.29 0.15 14.72 0.00 0.00 0.00 5.97

2005 Mean 0.21 0.12 0.07 0.01 0.04 0.45 131.27 -3.34 22.02 -0.51
S.D 0.71 0.48 0.36 0.26 0.16 5.88 0.00 0.00 0.00 2.02

2006 Mean 0.06 0.01 0.11 0.05 0.04 11.05 128.65 -0.37 17.34 -0.17
S.D 0.93 0.32 0.45 0.24 0.17 78.77 0.00 0.00 0.00 3.14

Mean 0.11 0.00 0.05 0.08 0.02 1.99 125.81 11.61 4.77 -0.78

2007 S.D 0.60 0.43 0.42 0.31 0.21 42.53 0.00 0.00 0.00 4.52
2008 Mean 0.17 0.15 -0.01 -0.01 0.03 1.35 118.55 4.19 10.84 1.74
S.D 0.76 0.42 0.36 0.28 0.16 13.18 0.00 0.00 0.00 19.19

2009 Mean 0.04 0.07 0.14 0.10 0.01 0.50 148.90 23.71 4.32 0.21
S.D 0.53 0.51 0.54 0.28 0.15 4.01 0.00 0.00 0.00 5.52

2010 Mean 0.39 0.12 -0.01 -0.04 0.05 -1.32 150.30 -42.3 103.82 -1.10
S.D 2.72 0.53 0.36 0.23 0.16 7.50 0.00 0.00 0.00 3.14

2011 Mean 0.77 0.00 0.16 0.04 0.00 0.22 153.86 5.94 9.52 -2.73
S.D 2.58 0.34 0.64 0.25 0.14 6.39 0.00 0.00 0.00 16.36

2012 Mean 0.15 0.09 0.14 0.03 0.01 -2.36 157.50 6.88 9.51 -1.38
S.D 0.78 0.48 0.52 0.26 0.15 36.76 0.00 0.00 0.00 16.19

2013 Mean 1.10 0.02 0.14 0.05 0.03 7.03 157.31 10.25 9.27 -1.53
S.D 7.09 0.28 0.52 0.25 0.14 49.64 0.00 0.00 0.00 11.96

Mean 0.09 0.05 0.04 0.14 0.03 -0.86 157.55 11.36 5.87 -0.69

2014 S.D 0.67 0.33 0.34 1.16 0.11 5.67 0.00 0.00 0.00 2.03
2015 Mean 0.18 -0.01 0.15 0.00 0.02 7.1 192.44 16.85 4.66 -0.76
S.D 0.61 0.28 0.57 0.20 0.09 45.41 0.00 0.00 0.00 4.68

Overall Mean 0.45 0.07 0.09 0.04 0.01 1.1 138.61 4.72 17.98 -0.77
S.D 4.12 0.43 0.53 0.39 0.17 33.63 21.97 15.82 24.80 9.16

S.D = Standard Deviation, Source: Research findings from Eviews version 8.
Where,

X, = Profit growth,
Y, = Long term Debt to capital ratio, Y, = Total debt to capitalization ratio, Y, = Debt to equity ratio, Y, = Cost of debt and Y, = Total debt to total asset.
Z, = Inflation rate, Z, = Interest rate and Z, = Exchange rate.

Table 3. Panel Data Regression of Growth Variable (Profit Growth) on Financial Leverages.

) Model Method
Variable

Pooled Regression Model Fixed Effect Model Random Effect Model
bl e E
Long term debt to capital ratio (X,) (%%i%‘:) 8)%‘:4898*) (%%‘tgl?*)
Total debt to capital ratio (X,) (%‘:)3118%*) ?0584?17;); (%%?883*)
Debt to equity ratio (X,) -(Odi)%i%* -(00..507235)* -((3)‘:)%282*;
Cost of Debt (X,) (gggfg) (ggggg) (8(?21062)
Debt to Total Asset (X,) 20982913;; 209082(?;; 209(?29152*;
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Inflation Rate (Z,) -(00-(2)1176(21r )

Interest Rate (Z,) (8825132)

Exchange Rate (Z,) (gg;;g)
R?-Adjusted 46.1
F-value 6.54*

Durbin-Watson (D.W) 2.1

() - P-value, * - significant at 10%
** - significant at 5% Hausman Test p-value = 0.0372
*** - significant at 1%

Source: Research findings from Strata version 11

effect model) for the profit growth on financial leverages and
control variable is given by:
¥, =114+ 0.05X, +0.50X, - 0.06.X, - 0.39, +1.98.X, —0.003X, —0.02Z, +0.03Z, + 0.01Z,

Conclusion and Recommendation

The regression of profit growth on the financial leverage
measures and the control variables shows that profit growth
has a significant relationship with all the financial leverage
measures. We therefore, reject the null hypothesis that profit
growth has no significant relationship with the financial
leverage measures and accept the alternate that profit growth
has a significant relationship with all the financial leverage
measures. This result agrees with Sarchah & Hajiha [9] that
found a significant relationship but contradicts Mutai [10-15].

The nature of the relationship differs from one measure to
another. A positive relationship exists with the long term
debt to capital, total debt to capital ratio and the debt to total
asset and a negative relationship with debt to equity ratio and
cost of debt. It also reported a highly significant negative
relationship with the inflation rate but a positive and not
significant relationship with the interest rate and exchange
rates [16-18].

Recommendation

In line with the findings of this study which revealed that
financial leverage has significant effect on the growth
measures and also the effect of the inflation, interest and
exchange rates on financial leverage of quoted companies in
Nigeria.

Therefore, the following recommendations are drawn from
the conclusions of this study.

1. It is important that every company quoted in Nigeria
find the mix of debt to equity capital that best suits
them which can become their optimal capital structure
to be able to maximize profit at minimal cost.

2. Financial decisions on profit growth for any firm
should be made in consonance with the prevailing
inflation rates at that time by the management of
quoted firms in Nigeria.
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