157

Determinants of Capital Structure: A Theoretical Meta-Analysis

Arisi-Nwugballa, Emmanuel A
emmanuel.nwugballa@ebsu.edu.ng

Agha, Nancy C.!
nanciagha@gmail.com

llo, Sylvester?
sylvester.ilo@unn.edu.ng

Mamah, Augustine 1.
mamahaik60@gmail.com

Nome, Ujebe!
nomeujebel@gmail.com

1. Department of Business Management, Ebonyi State University, Abakaliki
2. Department of Business Administration, University of Nigeria, Enugu Campus

ABSTRACT

This paper reports a database content review on
capital structure theories in the most impactful /| 13 |csye 4 (2023)

journal on finance and business in the world - 5N () 0189-5958

The Journal of Finance. Our focus was t0 |ssN (e) 2814-1091

comparatively assess the weight of theoretical Home page

adoption amongst the five major theories of

capital structure - Modigliani and Miller, Trade- htttps://www.ajol.info/index.php/jpds
off, Pecking Order, Market Timing and .
Stakeholders® Co-investment Theories. In so ARTICLE INFO:
doing, we performed a systematic search of Keywords

articles published between 1970 and 2018, using

generic and specific query terms synonymous Capital structure, determinants, theoretical
with these theories. Our results show that the 5doption, theoretical meta-analysis.
trade-off theory is the most adopted theory, . -

followed by the market timing theory. Article History
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1. Introduction

Capital structure is the mix of debt and equity which a firm uses for its operation. Managers in big
and small enterprises utilize substantial time in attempting to find the perfect capital structure in
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terms of risk/reward for the shareholders. Capital structure involves different sources of long term
capital though which an enterprise finances its assets (Adeneye et al., 2023; Al Amosh et al., 2022;
Surasmi et al., 2022). Capital structure influences both shareholders’ return and the ability of a
firm to survive economic depression (Pucheta-Martinez et al., 2023). Firms can use equity or debt
to finance their assets. However, where the interest was tax deductible, firms would maximize the
value accruable by using more debt. Equity capital refers to shareholders contribution, such as
common stock. The debt capital in a firm’s capital structure refers to borrowed monies, such as
bonds, loans, debenture, and commercial papers. Capital structure decision becomes relevant to
any business enterprise which has the need to maximize shareholders’ return and achieve
competitive advantage (Deangelo, 2022; Pucheta-Martinez et al., 2023; Shaik et al., 2022). The
mix/ratio of debt and equity in the company’s mode of financing refers to capital structure. Some
organizations prefer more debt while others prefer more equity in financing their assets.

Financial leverage refers to the use of debt to acquire additional assets. Financial leverage
means trading on equity which occurs when a firm uses bonds, other debts and preferred stock to
increase its earnings on common stock (Adeneye et al., 2023; Ali et al., 2022). A firm might use
long term debt to purchase assets that are expected to earn more than the interest on the debt. The
earnings in excess of the interest expense on the new debt will increase the earnings of the firm’s
common stock holders. The increase in earnings indicates that the firm was successful in trading
on equity. If the newly purchased assets earn less than the interest expense on the new debt, the
earnings of the common stock holders will decrease. Capital structure is the mix of various sources
of long —term funds used by or an enterprise to finance its capital assets (Brusov & Filatova, 2023;
Nor Khadijah et al., 2022). The long-term sources of financing are mortgage bonds, debentures,
preferred stocks, common stock and retained earnings (Ahmed et al., 2023; Ezenwakwelu, 2017).
Therefore, the objective of the study would be to determine the most impactful capital structure
theory as supported by research outcomes.

2. Theoretical Review

The theoretical framework for this study is constructed upon five basic theories of capital structure
optimality (Frank & Goyal, 2009). These theories are the Modigliani and Miller Theory, the Static
Trade-off Theory, the Pecking Order Theory, the Market Timing Theory and the Stakeholders Co-
investment Theory. The earliest of these, upon which the theoretical discourse of capital structure
have taken place is the Modigliani and Miller Theory. This theory was developed, as the name
implies by Franko Modigliani and Merton Miller in the year of 1958 (Modigliani & Miller, 1958),
but was further refined in 1963 (Miller & Modigliani, 1963). In two seminal papers titled “The
cost of capital, Corporation Finance and the Theory of Investment”, and “Corporate Income Taxes
and the Cost of Capital: A Correction”, they espoused various assumptions to the effect of stating
that the value of a firm is independent of the capital structure mix within the firm. In other words,
firm value is not a function of capital structure mix. It would be rife to restate that the structure of
a firm’s capital is the mix of the debt and equity financing tools available to the firm (Fattouh et
al., 2008; Frank & Goyal, 2003; Frydenberg, 2004; Khémiri & Noubbigh, 2018; Kraus &
Litzenberger, 1973). The major assumptions of the Modigliani and Miller theory are that, tax
subsidies do not accrue on payment of interests, individuals and corporations do not have different
interest rates, bankruptcy costs do not exist, information in the firms and corporations are not
asymmetric, transaction costs do not exist and markets are perfectly efficient (Miller & Modigliani,
1963; Modigliani & Miller, 1958).
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After the postulations of Modigliani and Miller in 1958, the next period was in 1973, when
the Static Trade-off theory was developed (Kraus & Litzenberger, 1973) . On the Static Trade-off
theory, developed by Alan Kraus and Robert Litzenberger in 1973 in a paper titled “A State-
preference model of optimal financial leverage”, they state that firms always try to optimize the
mix between debt and equity financing. The theory assumes that when the optimization of capital
mix is prime, as it always is the case, in a perfect, efficient and complete market, firms would
usually want to take advantage of debt and equity financing that requires a trade-off of one aspect
of financing, say debt, for the other-equity (Antoniou et al., 2008; Hutchinson, 2011; Koksal &
Orman, 2015; Li & Islam, 2019; Mahajan & Tartaroglu, 2008; Yildirim et al., 2018). The trade-
off theory actually holds that optimality is sought after by firms, but can only be done by tilting
the balance towards the form of financing that has more benefits, whilst also being ready to re-tilt
away when perceived costs become high.

The Pecking Order theory becomes the next. The pecking order theory, developed in 1984
was postulated in two papers titled “The Capital Structure Puzzle” and “Corporate Financing and
Investment Decisions when Firms have information that investors do not have” (Myers, 1984;
Myers & Majluf, 1984). Stewart Myers authored the first, and was joined by Nicholas Majluf to
co-author the second. The theory, therefore, is associated with the both authors. The theory was
conceived at a time when Stewart Myers was the erstwhile President of the American Finance
Association, and derived his hypothesis from the Fisher Black’s work on “the Dividend Puzzle”,
which questioned what firms should do about their dividend policy (Black, 1976; Myers, 1984;
Myers & Majluf, 1984). Here, Myers and Majluf asked “How do firms choose their capital
structures?”, and although the initial response at the a prioiri was “we don’t know”, at the end of
their investigation, they had come up with a conclusion, which was to the effect that, in cases of
information asymmetry, firms do not try to arrive at an optimal mix of debt and equity components
of the capital structure. They further explain that what firms do is to undertake a hierarchical
adoption of financing techniques starting from the internal financing through retained earnings
(Alti, 2006; Booth et al., 2001; Harris & Raviv, 1991; Hutchinson, 2011; Leary & Roberts, 2004;
Nejad & Wasiuzzaman, 2015; Proenca et al., 2014; Utrero-Gonzélez, 2007; Yu, 2012), then to
debt and equity financing. The pecking order is thus:

Figure 1: Pecking Order Theory

Retained Earnings

l

Debt Financing
l Adverse Selection Stage

Equity Financing
Source: Authors’ conceptualization
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The market timing theory was postulated by Malcolm Baker and Jeffrey Wurgler in 2002, in their
study titled “Market Timing and Capital Structure” (Baker & Wurgler, 2002). There are important
tenets of this theory. It is presumed to be a first order determinant regarding the adoption of either
the trade-off or pecking order theory (Alti, 2006; Nejad & Wasiuzzaman, 2015; Westgaard et al.,
2008). This implies that whether a firm decides to optimally mix debt and equity or choose to
adopt the pecking order postulation all depends on the market timing. Market timing in this context
refers to the level of cost or benefit attributable to either debt or equity financing. When debt
financing seems beneficial at a particular time, the market tilts debt-ward, on the other hand, when
equity seems beneficial, the market tilts equity-ward; these become the dynamics operational in
the debt-equity dilemma.

On the Stakeholders’ Co-investment Theory, propounded by Sheridan Titman in 1984, from
a thesis on “the Effect of Capital Structure on a Firm’s Liquidation Decision” (Titman, 1984;
Titman & Wessels, 1988), he opined that when a firm focuses on producing unique products such
as durable goods, it would invariably attract a specialized form of workforce with the firm, and if
this continues, both the employees and customers would take the clear of stakeholders, helping the
firm to manage financial distress understandably and even wanting to play a much more involved
role in determining whether a firm incurs debt as a part of its financing or not. Here, the firms’
choice of financing depends on the readiness of its staff, suppliers, consumers and potential
customers to “co-invest” in the firm while seeing the long-term prospects of the firm. It also
implies that when a firm is faced with issues such as liquidation or bankruptcy, it would most
likely scare “stakeholders” from them, and when these stakeholders “withdraw”, the firm would
be unable to keep up with an effective means of financing (Chang et al., 2009; Fattouh et al., 2008;
Harris & Raviv, 1991; Koksal & Orman, 2015; Li & Islam, 2019; Moosa et al., 2011; Proenca et
al., 2014).

3. Materials

This is a meta-analytic study. The study takes the form of a systematic review, combined with
basic statistical scoring of theoretical research points. The study, as systematic reviews queried
term related to the theories under discourse (Crossan & Apaydin, 2010; Kersten et al., 2017;
Mehrotra & Sahay, 2018). These queries were done in the Journal of Finance. The choice of the
Journal of Finance is informed by the fact that it is the journal with the highest impact score in the
business and finance category, of the Journal Citations Report (JCR) across the world. It actually
ranks 1/98; that is, first amongst ninety-eight journals in the business and finance category. Also,
the JCR impact score for the Journal of Finance is 5.397, while the H-index Scimago Journal Rank
(SJR) score is 249. The Journal of Finance is managed by the Wiley Online Library, and is
informally known as “The Journal of the American Finance Association”. The Journal of Finance
focuses on all major issues on finance, and it should be stated that the American Finance
Association is the foremost academic institution which primarily focuses on groundbreaking
insights and findings on finance and financial economics
(https://www.scimagojr.com/journalrank.php?category=2003 &
https://onlinelibrary.wiley.com/journal/15406261). Furthermore, we chose this journal as it best
suites the research objectives posed, which is, to ascertain the comparative weight of the major
capital structure theories amongst researchers. We conclude that the prime authority where which
this comparison would be said to be reliable is the most cited journal of finance across the world -
The Journal of Finance.
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4. Analytical Method

The method of analysis here would be the weighted average score. Here, we note the query
outcomes both on a generic and specific level, calculate the average (mean), and rank the group
on the basis of whether the raw score (x) is greater or less than the mean score (k). If the raw score
(x) is greater or equal to the mean score (), a positive weight (+) is assigned, but if the raw score
(x) is less than the mean score (), then a negative weight is assigned. This method is nearly typical
to the methodology of the non-parametric Krusal-Wallis test and the one tailed t-test, where mean
scores are the basis for inferential decision taking (Zhang & Zhang, 2009). Also, the number of
positive weights defines the theory of choice for researchers.

Generic Query Terms:

. Modigliani and Miller Theory

. Trade-off Theory

. Pecking Order Theory

. Market Timing Theory

. Stakeholders’ co-investment Theory

© O 0O T o

Specific Query Terms:

a. “Modigliani and Miller Theory”

b. “Trade-off Theory”

c. “Pecking Order Theory”

d. “Market Timing Theory”

e. “Stakeholders’ co-investment Theory”
+

x|
1

Criterion: X >

X

v
x|
1

Table 1: Query Resources
Generic Specific

Search Term URL Search Term URL

https://onlinelibrary.wiley.

com/action/doSearch?AllFi

https://onlinelibrary.wiley.com/action/d

Modigliani and - S . . S oSearch?AllField=%22Modigliani+and
Miller Theory eId-Modlgllan|+andtM|IIe M_odlgllam anjj +Miller+ Theory%22&PubType=journal
r+Theory&startPage=&Ser Miller Theory &startPace=&SeriesKev=15406261
iesKey=15406261 ge= y=
) - - https://onlinelibrary.wiley.com/action/d
:g:ﬁlséggg::?deglsir:rrgh\;v"iﬁ%i oSearch?AllField=%22Trade-
Trade off _ ' . ., 0ff%20Theory%22&SeriesKey=15406
Theor eI_d-Trade+off+Theory&Se Trade off Theory 261&sortBy=Earliest&startPage=0&pa
y riesKey=15406261&so0rtB oS
. geSize=20
y=Earliest

https://onlinelibrary.wiley.com/action/d
oSearch?AllField=%22Pecking%?20ord
er%20Theory%22&SeriesKey=154062
61&sortBy=Earliest&pageSize=20&sta
rtPage=1
https://onlinelibrary.wiley.com/action/d
oSearch?AllField=%22Market+timing+
Theory%22&SeriesKey=15406261

https://onlinelibrary.wiley.
Pecking Order  com/action/doSearch?AllFi  “Pecking Order
Theory eld=Pecking+order+theory Theory”
&SeriesKey=15406261

Market Timing  https://onlinelibrary.wiley. “Market Timing
Theory com/action/doSearch?AllFi Theory”
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eld=Market+timing+theory
&SeriesKey=15406261

https://onlinelibrary.wiley. https://onlinelibrary.wiley.com/action/d

Stakeholders com/action/doSearch?AllFi ~ “Stakeholders’ Co-  oSearch?AllField=%22Stakeholders%2
Co-investment  eld=Stakeholders%27+Co- investment 7+Co-

Theory investment+Theory&Series Theory” investment+Theory%22&SeriesKey=15
Key=15406261 406261

URL: Uniform Resource Locator

5. Results

Table 2: Generic Search Report
Last Last Last3 Last6 Last

Week Month months months Year Total Total X-X X-X
(x) (x)

M&M 0 0 0 2 3 5} 447 -43.4 -976
T.O 4 S) 16 31 52 108 2834 +59.6 +1411
P.O 0 0 0 1 1 2 81 -46.4 -1342
M. T 5} 6 18 34 o4 117 3670 +68.6 +2247
S.C 0 0 2 3 5 10 83 -38.4 -1340

Recency Total (x) = 48.4; Query Total (k) = 1423

Table 2 shows the search outcomes on a generic search basis. The columns show the period
when a paper was published. The periods synonymous to the columns show that column 1 has
papers published a week before 17" of February, 2019. Column 2 shows papers published a month
before the 17" of February, 2019, column 3-“last 3 months”, column 4 — “last six months”, column
5-“last year”. The rows contain the theories. The presentation show that Modigliani and Miller
Theory (M&M) had 447 outcomes, Trade-off Theory (T.0)-2834 outcomes, Pecking Order
Theory (P.O)- 81 outcomes, Market Timing (M.T)-3,670 outcomes and Stakeholders’ Co-
Investment Theory (S.C) having 83 outcomes. The mean outcome for this category is 1,423. For
‘within-a-year’ evaluation, the results show- Modigliani and Miller Theory (5), Trade-off Theory
(108), Pecking Order Theory (2), Market Timing Theory (117) and Stakeholders’ Co-investment
Theory (10), with a mean of 48.4. The evaluations are performed on columns 8 and 9.
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Table 3: Specific Search Report
Last Last Last 3 Last 6 Last

Recency  QUErY  pocency: Query:

Week  Month months months  Year Total Total X-X X-X
(x) (x)

M&M 0 0 0 0 0 0 1 -0.2 -12
T.O 0 0 0 0 1 1 23 +0.8 +10
P.O 0 0 0 0 0 0 34 -0.2 +21
M. T 0 0 0 0 0 0 7 -0.2 -6
S.C 0 0 0 0 0 0 0 -0.2 -13

Recency Total (x) = 0.2; Query Total (x) = 13

Table 3 shows results of the specific query terms. For the Modigliani and Miller, Trade-
off, Pecking Order, Market Timing and Stakeholders” Co-investment Theories, we have 0,1,0,0,0
and 1,23,34,7,0 outcomes respectively for recency and total query outcomes. The means are also
0.2 and 13 respectively for recency and query totals, while the evaluations can be seen at the last
columns.

Table 4: Weight Collation Table

Generic Specific

Recency Total Query Total Recency Total Query Total
M&M - - - -
T.O + + + +
P.O - - + -
M.T + + - -
S.C - - - -

On table 4, with the objective of using the weighted average score method, we assign a “+”
when the outcome (X) is not less than the mean (), that is “x > x = +”, and *“-” when the outcome
(x) is less than the mean (x), that is “x < X = -". On the whole, trade-off theory seems to weigh
highest with four (4) +,+,+,+, followed by Market Timing with two (2) +,+,-, -; Pecking Order
Theory with one (1) -,-,+,-; and Modigliani and Miller with Stakeholders’ Co-investment Theory
as having no point at all, that is -,-,-,-.

6. Conclusion and suggestion for further studies

In conclusion, we state that the trade-off theory is the most studied theory in the capital structure
hypothesis. We opine that since there is an intricate link between theory and practice, we would
be safe to state that the Trade-off theory is the theory of choice in deciding the manner in which
capital structure be determined. From both a generic and specifically pointed usage, the Trade-off
theory seemed to have gained more traction than other theories on capital structure. More, for the
level of work put into the other theories, we cannot wish them away as being less useful, but we
recommend that further much more elaborate systematic reviews be conducted on these theories
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to focus on their assumptions, availability of financial structures in study areas, ease of
applicability in real life and the currency of the assumptions irrespective of the age of the theory.
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