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ABSTRACT 


Spurred by the finance-growth literature establishing that development of the financial 
 system  promotes  growth  in  the  economy,  some  African  countries  introduced  financial 
 sector  development  policies  to  accelerate  economic  growth.  Introducing  these  policies 
 (examples  include  removal  of  sectoral  allocation  of  credit,  interest  rate  deregulation, 
 privatisation  of  state-owned  banks,  relaxation  of  foreign  participation  in  investment 
 activities  in  the  domestic  stock  exchange,  cross-listing  of  shares  across  different  stock 
 exchanges  etc.),  besides  enhancing  economic  growth  also  facilitates  firms’  access  to 
 financial markets for external capital. This is particularly important for firms in Africa 
 because access to external finance is one of the obstacles facing firms in the region. A 
 comparison of financial market development indicators between countries in Africa and 
 other  developing  regions  by  earlier  studies  showed  that  African  financial  markets  lag 
 behind  in  some  indicators,  which  may  be  attributed  to  some  of  the  issues  that  besiege 
 financial markets in Africa. These issues include difficulty in accessing external funds by 
 firms, information asymmetry, high transaction costs, and illiquidity of the market. With 
 the  introduction  of  market  development  measures  meant  to  enhance  firms’  access  to 
 finance, earlier studies on capital and debt maturity structure decisions of firms in African 
 countries  largely overlooked the effect  of the development  measures on these two key 
 financial decisions. Thus, supply-side factors affecting firms’ re-balancing of capital and 
 debt  maturity  structure  are  yet  to  be  researched.  Given  this  scenario,  this  thesis 
 investigates  the  effect  of  financial  market  development  on  corporate  capital  and  debt 
 maturity  structure  within  a  framework  that  allows  for  the  determination  of  adjustment 
 costs and speed of adjustment. The annual financial and accounting data of publicly-listed 
 non-financial firms and country level data in nine African countries over the period 2003-
 2012  are  compiled  and  analysed.  These  countries  are  classified  either  as  emerging  or 
 frontier  markets.  The  countries  in  the  study  are  Botswana,  Egypt,  Ghana,  Kenya, 
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Mauritius, Morocco, Nigeria, South Africa and Tunisia. The two-step system generalized 
 methods  of  moments  technique  is  used  in  analysing  the  data.  Results  of  the  analysis 
 indicate that the financial intermediation theory of an increase in debt financing following 
 banking sector development is not supported for the banking sector. However, a decline 
 in debt finance supports the hypothesis that development in the stock market leads to a 
 substitution  effect  with  equity  being  substituted  for  debt.  Furthermore,  firm-level  data 
 (used  as  control  variables)  supports  dynamic  trade-off  theory  of  capital  structure, 
 contracting and signalling theory of debt maturity structure for firms in the study. This 
 reflects the dynamism in capital and debt maturity decisions and indicates that transaction 
 costs  due  to  market  imperfections  may  hinder  firms  from  reaching  optimal  capital 
 structure.  In  summary,  the  results  suggest  that  while  stock  market  development  to  an 
 extent has been successful in promoting the use of equity, financial system policy makers 
 need to put more effort into developing the banking sector to improve debt usage. This 
 may be achieved by introducing and implementing banking sector development measures 
 that lowers the cost of debt finance making it readily accessible.   
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ABSTRAK 


Atas  ransangan  kajian-kajian  lepas  berkenaan  perkembangan  kewangan,  yang 
 menunjukkan perkembangan sistem kewangan menggalakkan perkembangan  ekonomi, 
 sesetengah negara-negara Afrika memperkenalkan polisi perkembangan sektor kewangan 
 untuk  mempercepatkan  perkembangan  ekonomi.  Polisi-polisi  (contohnya  penyingkiran 
 peruntukan  kredit  untuk  sektor,  penyahkawalseliaan  kadar  faedah,  penswastaan  bank 
 milik kerajaan, pelonggaran penyertaan luar negara dalam aktiviti pelaburan dalam bursa 
 saham  dalam  negeri  dan  sebagainya),  selain  dapat  meningkatkan  perkembangan 
 ekonomi,  juga  membantu  syarikat  untuk  menceburi  pasaran  kewangan  modal  luar.  Ini 
 adalah penting terutamanya untuk syarikat-syarikat di Afrika kerana menceburi pasaran 
 kewangan modal luar adalah salah satu halangan yang mereka hadapi di rantau tersebut. 


Satu petunjuk perkembangan pasaran kewangan yang membandingkan negara-negara di 
 Afrika dan  rantau membangun  yang lain, menurut kajian lepas, menunjukkan bahawa 
 pasaran  kewangan  Afrika  ketinggalan  dalam  sesetengah  petunjuk-petunjuk,  yang 
 menyumbang  kepada  isu-  isu  yang  mengancam  pasaran  kewangan  di  Afrika.  Isu-  isu 
 tersebut termasuk kesulitan syarikat- syarikat dalam menceburi dana luar, maklumat yang 
 tidak simetri, kos transaksi yang tinggi, dan kecairan pasaran. Dengan memperkenalkan 
 kaedah-kaedah perkembangan pasaran untuk eningkatkan penceburan syarikat- syarikat 
 dalam kewangan, kajian lepas terhadap keputusan modal dan hutang jatuh tempo dalam 
 syarikat-syarikat di negara- negara Afrika telah menunjukkan pengabaian kajian terhadap 
 kesan  kaedah  perkembangan  terhadap  kedua-kedua  keputusan  kewangan  penting  ini. 


Dengan itu, faktor pihak pembekal yang menjejaskan imbang semula struktur modal dan 
 hutang jatuh tempo syarikat- syarikat masih belum dikaji. Diberikan senario ini, tesis ini 
 menyiasat kesan perkembangan pasaran kewangan terhadap struktur modal dan hutang 
 jatuh  tempo  korporat  dalam  rangka  kerja  yang  membenarkan  keputusan  pelarasan  kos 
 dan  kelajuan  keputusan.  Data  kewangan  dan  akaun  tahunan  yang  disenarakan  kepada 
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awam untuk syarikat-syarikat bukan kewangan dan peringkat negara di sembilan negara-
 negara Afrika dalam jangka tahun 2003-2012 telah disusunatur dan dianalisis. 


Negara-negara ini dikelaskan sebagai pasaran-pasaran baru atau peneraju. Negara-negara 
 dalam  kajian  adalah  Botswana,  Mesir,  Ghana,  Kenya,  Mauritus,  Morocco,  Nigeria, 
 Afrika  selatan  dan  Tunisia.  Teknik  kaedah  detik  umum  sistem  dua  langkah  telah 
 digunakan  untuk  menganalisis  data.  Keputusan  analisis  menunjukkan  bahawa  teori 
 kewangan  pengantaraan  untuk  peningkatan  hutang  kewangan  selepas  perkembangan 
 sektor  perbankan,  tidak  menggalak  sektor  perbankan.  Tetapi,  penurunan  dalam  hutang 
 kewangan  meyokong  hipotesis  bahawa  perkembangan  dalam  pasaran  saham 
 menyebabkan kesan penggantian hutang dengan ekuiti. Tambahan pula, data peringkat 
 syarikat (yang diguna sebagai pembolehubah kawalan) menyokong teori tarik ulur bagi 
 struktur modal, teori kontrak dan isyarat bagi struktur hutang jatuh tempo untuk syarikat-
 syarikat dalam kajian tersebut. Ini menunjukkan ciri- ciri dinamik dalam keputusan modal 
 dan hutang jatuh tempo  dan menunjukkan bahawa kos transaksi  yang disebabkan oleh 
 ketidaksempurnaan  pasaran  mungkin  menghalang  syarikat-syarikat  daripada  mencapai 
 struktur modal yang optimum. Kesimpulannya, keputusan-keputusan ini mencadangkan 
 bahawa  apabila  pasaran  saham  telah  berkembang  ke  tahap  tertentu  dan  berjaya  dalam 
 menggalakkan  penggunaan  ekuiti,  pembuat  polisi  sistem  kewangan  perlu  memberikan 
 lebih  banyak  usaha  dalam  perkembangan  sektor  perbankan  untuk  meningkatkan 
 penggunaan  hutang.  Ini  mungkin  dapat  dicapai  dengan  memperkenalkan  dan 
 melaksanakan  kaedah  perkembangan  sektor  perbankan  yang  menurunkan  kos  hutang 
 kewangan, membolehkan ia sedia diceburi.  
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CHAPTER 1 : INTRODUCTION 


1.0  Chapter Overview

This chapter consists of ten sections. Sections 1 and 2 present the thesis background and 
 a brief review of African financial markets. Section 3 highlights the problem statement 
 from where the research objectives and questions given in Sections 4 and 5 are derived. 


Section 6 briefly describes the methodology used in the investigations, while Sections 7, 
 8  and  9  detail  the  scope  of  the  study,  contribution  of  the  thesis  and  the  operational 
 definition given to some terms used in the thesis. The last section of the chapter, Section 
 10, outlines the structure of the thesis on a chapter-by-chapter basis.  


1.1  Background of the Thesis 


The seminal study of Modigliani and Miller (1958) on capital stucture irrelevancy laid 
 the  foundation  of  capital  and  debt  maturity  structure  studies  in  corporate  finance.  The 
 study stated that under perfect market conditions, the capital structure adopted by a firm 
 will not have any effect  on firm value. Nonethelesss, subsequent  research in corporate 
 finance abounds with theoretical and empirical literature that gives evidence contradicting 
 the irrelevancy theory.  


By  relaxing  the  assumptions  of  the  irrelevancy  theory,  some  of  these  studies 
 (Baker & Wurgler, 2002; Barclay & Smith, 1995; Jensen & Meckling, 1976; Myers & 


Majluf, 1984; Myers, 1977) came up with theories that explain the effect of certain factors 
 on  firm  value  necessitating  that  firms  take  them  into  consideration  in  capital  and  debt 
 maturity  structure  decisions.  For example, Jensen and  Meckling  (1976)  considered  the 
 effect of agency cost of capital on firm value while Myers and Majluf (1984) focused on 
 how information asymmetry between firm managers and outside investors affected firm 
 value. In terms of debt maturity, Barclay and Smith (1995) argued that firms may use the 
 maturity structure of debt to signal firm quality while Myers (1977) argued that shorter 
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debt  maturity  period  may  be  used  to  reduce  problems  arising  from  underinvestement. 


Nevertheless and in spite of the multitude of research that abounds in the field of capital 
 and  debt  maturity  structure  decisions,  corporate  finance  still  lacks  an  all-inclusive 
 theoretical  framework  for  capital  and  debt  maturity  structure  because  there  is  still  no 
 single  accepted  theory  to  explain  the  two  important  firm-level  financial  decisions 
 (Barclay & Smith, 2005; Fosu, 2013).  


Nonetheless, studies carried out after Modigliani and Miller (1958) provide useful 
 insights in explaining the rationale behind capital and debt maturity structure decisions 
 of corporate entities. These studies identify that factors influencing the financial structure 
 of firms may be divided into firm-specific and non-firm-specific factors. Firm-specific 
 factors include age of the firm, size of the firm, profitability, growth opportunity available 
 to the firm among others that are directly within the control of the firm (Abor & Biekpe, 
 2009; Akinlo, 2011; Barclay & Smith, 1995; Frank & Goyal, 2009; Dang, 2011; Rajan & 


Zingales, 1995). Non-firm-specific factors such as the macroeconomic condition of the 
 economy, the level of development of a country’s financial market and the type of legal 
 system operating in the country among others factors, originate from outside the firm and 
 influence  the  financial  structure  (Ağca,  De  Nicolò,  &  Detragiache,  2013;  Antoniou, 
 Guney, & Paudyal, 2008; Booth, Aivazian, Demirgüç‐Kunt, & Maksimovic, 2001; Cho, 
 El Ghoul, Guedhami, & Suh, 2014; De Jong, Kabir, & Nguyen, 2008; Fan, Titman, & 


Twite, 2012; Kirch & Terra, 2012).  


One of the important non-firm-specific factors is suppliers of external capital in 
 the form of financial markets. Attesting to their importance on firm leverage, Faulkender 
 and Petersen (2006) showed that it is important that firms consider supply-side variables 
 that reduces firms constraint to capital and increase leverage ratio when making capital 
 and debt maturity decisions. In relation to this, previous studies that incorporated supply-
 side  determinants  of  capital  and  debt  maturity  structure  argued  that  development  of 
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financial markets usually leads to reduction in costs associated with the use of external 
 finance.  Some  of  these  costs  are  transaction  costs,  financial  distress  costs,  bankruptcy 
 costs and agency costs in  addition  to  reduction  in information  asymmetry  (Agarwal  & 


Mohtadi, 2004; Demirgüç-Kunt & Maksimovic, 1996).  


Financial  markets  are  able  to  reduce  external  cost  of  financing  because  of  the 
 intermediary  role  they  play  in  the  financial  system.  In  particular,  banks  and  the  stock 
 market, through their intermediation role, are able to reduce transaction and agency costs, 
 provide  ample  liquidity  to  the  financial  system  and  alleviate  information  asymmetry 
 issues such as moral hazard and adverse selection (Murinde, 2012). By alleviating these 
 constraints,  firms  needing  external  financing  for  investment  projects  find  it  easier  to 
 approach  the  markets  to  seek  either  debt  or  equity  finance.  However,  the  state  of 
 development and condition of financial markets  may impede firms’ access to external 
 finance, especially if the markets are not well developed (Fan, Wei, & Xu, 2011).   


In  developed  financial  markets,  market  imperfections  such  as  information 
 asymmetry,  illiquidity  of  the  market  and  high  transactions  costs  are  neither  likely  to 
 influence  financing  decisions  nor  impede  access  to  finance  by  firms’  resident  in  such 
 markets. This is due to the markets high liquidity that encourage trading and have well-
 organized  mechanisms  for  efficient  risk  management  and  capital  allocation  (Chami, 
 Fullenkamp, & Sharma, 2010; Levine, 2002). In contrast to developed financial markets, 
 developing  financial  markets  are  characterised  by  illiquidity,  high  transaction  costs, 
 information asymmetry issues, limited sourcse of external finance etc. (Murinde, 2012). 


These  issues  in  addition  to  a  risky  macroeconomic  environment  limit  firms’  access  to 
 external finance.     


The  differences  in  financial  markets  of  developed  and  developing  countries 
 therefore suggest that firms in both countries encounter different scenarios when faced 
 with capital and debt maturity decisions. In particular, firms in developing countries will 
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have  more  challenges  in  terms  of  severity  of  agency  costs,  information  asymmetry, 
 transactions costs among others that may affect access to external capital when compared 
 with  firms  in  more  developed  markets.  Highlighting  a  consequential  effect  of  the 
 difference in financial market development as it relates to average share of bank loans for 
 the period 2005 to 2012, the World Bank global development report of 2015 shows that 
 in developing countries, banks account for an average of 50% of loans that fall due in less 
 than a year. This is in contrast to developed markets whose banks have an average of 40% 


of loans falling due within the same period. This suggests that bank loans are of a longer-
 term  maturity  in  developed  markets  (60%)  and  thus  firms  domiciled  therein  will  have 
 more access to loans to finance long-term investments that promote firm growth. The next 
 section  gives  a  brief  overview  of  African  financial  markets  with  a  more  detailed 
 discussion in Chapter 3. 


1.2  Financial Markets in Africa

The  finance-growth  literature  with  supporting  empirical  evidence,  posits  that 
 development  of  the  financial system  leads to  growth in  the economy  (Beck  &  Levine, 
 2004; Levine, 2005; Murinde, 2012; Narayan & Narayan, 2013; Saci & Holden, 2008; 


Zhang, Wang & Wang, 2012). This position is one of the reasons why several African 
 countries introduced financial development policies and measures in the financial system. 


Some of these policies include removal of sectoral allocation of credit, liberalization of 
 interest rates, privatization of state-owned banks, introduction of corporate governance 
 policies,  shoring  up  of  banks’  deposit  capital,  automation  of  manual  trading  platforms 
 and  establishment  of  new  stock  exchanges  including  regional  exchanges  among  other 
 reforms. These measures were designed to develop the markets to encourage participation 
 in  market  activities  by  firms,  investors  and  other  stakeholders,  which  will  ultimately 
 induce  growth  in  the  economy.  Supporting  this  view,  Beck,  Maimbo,  Faye  and  Triki 
 (2011) noted that a channel through which finance transformed African economies into a 
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growing economy was through the provision of credit and capital to new business, support 
 for established firms in increasing their productive capacity and provision of a reliable 
 source of long-term funds through liquid capital markets. They showed that development 
 of  the  markets  provided  a  conducive  environment  for  firms  (borrowers)  and  investors 
 (creditors) to interact.     


Some  previous  studies  on  financial  markets  in  Africa  (Adjasi  &  Biekpe,  2006; 


Allen, Otchere & Senbet, 2011; Ojah & Kondongo, 2014) have shown that the objective 
 of introducing these developmental policies was achieved to an extent. The achievement 
 suggests  that  firms’  access  to  external  capital  (debt  or  equity)  was  enhanced  with  the 
 removal  of  impediments  through  market  development.  However,  despite  the  positive 
 achievement,  financial  markets  in  Africa  still  lag  behind  when  compared  to  other 
 developing countries. As observed in Table 1.1, which shows the mean values of financial 
 market  indices  of  selected  developing  countries  over  the  period  2003  –  2012,  the 
 indicators for most African countries in the referenced table with the exception of South 
 Africa lagged behind developing countries in Latin America (*) and Asia (*). 


Table 1.1: Mean Values of Selected Financial Market Indices (2003 – 2012)

Country  Listed 
 domestic 
 companies, 
 total 


Market 
 capitalization 
 of listed 
 companies  
 (% of GDP) 


Market 
 capitalization 
 of listed 
 companies 
 (current 


$’Billion) 


Stocks 
 traded, 
 turnover 
 ratio 
 (%) 


Domestic 
 credit to 
 private 
 sector 
  (% of 
 GDP) 


Domestic 
 credit 
 provided 
 by 
 financial 
 sector (% 


of GDP) 


Domestic 
 credit to 
 private 
 sector by 
 banks  
 (% of 
 GDP) 


Egypt  490  54.48  74  40.91  42.61  85.90  42.61 


Kenya  53  32.15  10  9.13  26.08  37.78  26.13 


Mauritius  69  53.60  5  6.26  81.59  103.94  81.53 


Morocco  68  62.65  50  21.74  58.00  90.52  57.89 


Nigeria  207  20.13  39  14.93  19.05  19.10  18.95 


South 
 Africa 


385  197.14  80  52.14  141.90  177.84  69.87 


*Brazil  384  59.57  888  55.61  46.34  89.75  44.75 


*India  4999  75.59  958  91.29  44.19  65.52  44.19 


*Malaysia  970  141.02  283  33.41  109.07  123.99  108.89 


Source: Calculations from data obtained from World Bank Development Indicators. 
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A  similar  comparison  of  selected  African  countries  with  emerging  and  developed 
 countries  in  Ojah  and  Kodongo  (2014)  also  reported  low  values  in  terms  of  financial 
 market  indices  for  African  countries.  The  low  values  point  to  the  relative 
 underdevelopment of financial markets for most countries in the region suggesting that 
 firms may encounter impediments in the process of seeking external funds for investment. 


The higher indices for Latin America and Asian countries, on the other hand, suggest a 
 more enabling financial environment for corporate entities and investors to interact.    


1.3  Problem Statement

One  of  the  important  non-firm  related  factors  that  affect  capital  and  debt  maturity 
 structure decisions of firms in Africa is the level of development of the financial market. 


This  is  because  information  asymmetry,  high  transaction  costs,  low  level  of  financial 
 intermediation, illiquid markets and agency costs, issues common to developing financial 
 markets, are identified to be some of the constraints firms encounter in accessing external 
 capital  in  the continent’s markets  (Murinde, 2012;  Ojah  &  Kodongo, 2014). Added to 
 these issues is the near absence of bond markets that promote private sector activities in 
 the provision of an alternative debt market.  


The  low  level  of  private  sector  participation  in  bond  market  activities  suggests 
 that firms rely primarily on the private debt market (commercial bank debt) for external 
 debt requirements. Activities of the private sector in bond markets are low because bond 
 markets in Africa are still in the infancy stage and most transactions conducted in them 
 are  government  transactions  (Mu, Phelps & Stotsky, 2013;  Ncude, 2007, World Bank, 
 2015). This situation as noted by Ncube (2007) and the World Bank development report 
 (2015), leads to a crowding out effect of corporate debt by government debt with firms 
 competing  with  each other in  the  private debt  market.  Furthermore, and in the case of 
 debt  finance,  the  presence  of  the  aforementioned  issues  may  prevent  firms  from 


University


of  Malaya



(23)7 


frequently  adjusting  to  the  desired  leverage  ratio  due  to  costly  adjustment  costs.  This 
 limitation suggests that such firms operate at below target leverage and are not operating 
 optimally (Öztekin & Flannery, 2012).  


Another  important  non-firm  factor  that  affects  the  capital  and  debt  maturity 
 structure that firms adopt is the country’s institutional feature such as the type of legal 
 system  (English  common  law  or  French  civil  law),  the  regulatory  quality  and 
 government’s effectiveness at implementing financial sector policies. These institutional 
 features  have  an  indirect  effect  on  the  developmental  level  of  financial  markets.  For 
 instance,  in  countries  where  the  regulatory  quality  is  high  or  where  the  government  is 
 highly  committed  to  ensuring  that  financial  sector  policies  are  implemented,  financial 
 market participants gain some level of confidence in the system. Thus, market activities 
 take place in a financial environment where participants feel safe to undertake financial 
 contracts  because  they  know  the  system  will  protect  them.  The  confidence  and  safety 
 derived from the markets encourage market activities and help it to develop and grow. 


However, these institutional qualities are noted to be poor or low in developing countries 
 with  negative  consequential  effect  of  limiting  firms’  access  to  external  capital  and 
 reduced debt maturity structure (Fan et al., 2012).       


The occurrence of the above-mentioned problems, which may be attributed to the 
 developing status of African financial markets, limits firms’ access to external funding 
 and ultimately inhibits firms’ growth where internally sourced capital is inadequate. This 
 is because firms’ growth is partly a function of their access to capital to fund investments 
 that enhance firms’ development (Fan et al, 2011). Corroborating this problem, the World 
 Bank global development report for 2015/2016 notes that financial market development 
 in  developing economies (African economies inclusive), are imperfect; a situation that 
 causes shortage of long-term finance for firms and limits their growth. Added to this are 
 weak  institutional  features,  weak  contract  enforcements  and  instability  in  the 
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macroeconomic environment, which lead to a short maturity period for the few existing 
 financial  instruments.  It  is  in  the  light  of  the  limitations  attributed  to  the  low  level  of 
 development  of  African  financial  markets  that  this  thesis  seeks  to  investigate  to  what 
 extent existing developmental measures over the period 2003-2012 in financial markets 
 (bond and equity market) in Africa have affected the capital and debt maturity structure 
 decisions of firms.  


Some of the measures include privatization of state-owned banks, introduction of 
 corporate governance policies, relaxation of foreign participation in the domestic stock 
 market,  automation  of  trading  platforms,  establishment  of  regional  stock  exchanges, 
 removal of credit control policies, etc. The expectation at the introduction of these policy 
 measures is that the process will ameliorate some of problems identified in the market. 


These include  injection  of liquidity into the system,  reduction in  costs  associated with 
 debt  and  equity  financing,  provision  of  alternative  finance  outlets  (debt  or  equity), 
 promotion  of  efficient  capital  allocation  to  productive  investments  and  efficiency  in 
 market risk management (Agyei-Ampomah, 2011; Dahou, Omar, & Pfister, 2009).   


In evaluating the success or otherwise of these policies for the period of study, 
 Figure  1.1  shows  a  rising  and  falling  trend  in  selected  financial  market  development 
 indicators for selected countries over the period 2003 – 2012 although there is a general 
 average rising trend in  the three indicators. These indicators are domestic credit to  the 
 private  sector  by  commercial  banks  (DBCR),  stock  market  capitalization  (MCR)  and 
 stock market turnover ratio (STR). The figure shows that over the period 2003 - 2012, 
 there was an increase in  DBCR from 40% to 48% , MCR from 39% to  44% and STR 
 from 12% to 15%. Despite the rise and fall in the values, it is noted that values for 2012 
 are higher than values at the beginning of the period, 2003. Therefore, it can be deduced 
 that there are positive changes in the selected indicators over the period of the study. The 
 drop in stock market indicators (MCR and STR) in the post -2007 period is attributed by 
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previous studies to the contagion effect of the 2007/2008 global financial crisis (Allen & 


Giovannetti, 2011; Boorman & Christensen, 2010).  


Note: DBCR, MCR and STR denote domestic credit to the private sector by commercial banks, 
 stock market capitalization and stock market turnover ratio respectively.   


Figure 1.1: Average values of selected financial market indicators in selected 
 countries (2003 - 2012)

Source: World Bank Development Indicators (2013) 


Also  related  to  stock  market  development  is  the  upward  rise  in  the  number  of 
 exchanges  in  the  region.  In  terms  of  establishment  of  stock  exchanges,  the  number  of 
 stock exchanges in the continent has considerably risen from a modest 5 in 1960 to 27 as 
 at the end of 2012 (inclusive of two regional exchanges) where stock market activities for 
 38  countries  take  place.  The  rise  in  these  market  indicators  suggests  improvement  in 
 market activities and indicators, thus, the expectation is that there will be a consequential 
 effect on firms’ access to external finance in terms of availability and maturity structure. 
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This may in turn influence firms’ choice in the use of debt or equity. Chapter 3 of the 
 thesis discusses the various market developments in the selected countries.   


However, to the best of the researcher’s knowledge, there is a dearth in research 
 that  investigates  to  what  extent  these  developmental  measures  have  succeeded  in 
 promoting the use of either debt and it’s maturity structure or equity by firms in African 
 countries.  Most  of  the  theoretical  and  empirical  literature  on  these  two  key  corporate 
 financial  decisions  is  besieged  by  studies  in  developed  countries  where  the  financial 
 markets are well developed.1 The dearth of research therefore brings up the question of 
 the factors that would matter in corporate finance decisions relating to capital and debt 
 maturity structure given the lower level of development of the financial markets in Africa.  


The  investigation  of  the  effect  of  financial  market  development  on  capital  and 
 debt maturity structure becomes more pertinent taking into consideration the assertion of 
 Kearney (2012) that financial markets in developing countries are increasingly being used 
 to  investigate  and  re-examine  theories  derived  from  developed  markets.  This  suggests 
 that an investigation of capital and debt maturity structure in developing markets (African 
 markets  in  this  thesis)  might  give  deeper  insights  and  provide  empirical  evidence  for 
 prevailing theories in order to make new discoveries because of the different features in 
 both  markets.  This  is  of  particular  importance  in  this  study  given  the  developmental 
 measures put in place by African countries to make the markets more accessible and bring 
 it  on  a  par  with  developed  markets.  Furthermore,  the  availability  of  more  recent  data 
 (country and firm level) makes it germane to test the assertion of Kearney (2012).  


In  view  of  the  aforementioned  discussions  and  arguments,  this  thesis  hopes  to 
 provide new insights into capital and debt maturity structure decisions of firms in African 
 countries given the limitation in provision of external finance by financial markets. The 
        


1  Antoniou  et  al.  (2008);  (2006);  (2008),  Drobetz  and  Wanzenried  (2006),  Fama  and  French  (2002),  Frank  and  Goyal  (2009), 
 Hovakimian and Li (2011), Jensen (1986), Jensen and Meckling (1976), Myers and Majluf (1984), Myers (1977), Ozkan (2001) and 
 Rajan and Zingales (1995). 


University


of  Malaya



(27)11 


investigation  takes  into  consideration  efforts  made  at  developing  financial  markets  to 
 alleviate  problems  arising  from  agency  conflicts,  information  asymmetries  and  other 
 problems encountered by firms.  


1.4  Research Objectives

Consequent upon identifying the problem statement, this section sets out four objectives 
 to  determine  the  extent  to  which  developments  in  the  financial  markets  of  African 
 countries (specifically the banking sector and stock market) influence the capital and debt 
 maturity structure  decisions  of firms  that are listed on the  domestic  stock exchange  of 
 nine  African  countries.  The  first  three  objectives  focus  on  capital  structure  (debt  and 
 equity) while the fourth is on debt maturity.   


The four objectives are:   


Research Objective 1: To examine the influence of banking sector development on the 
 capital structure of firms in African countries. 


Research Objective 2: To determine the influence of stock market development on the 
 capital structure of firms in African countries. 


Research Objective 3: To investigate firms’ instantaneous adjustment to target leverage 
 in African countries.  


Research Objective 4: To examine the influence of banking sector development on the 
 debt maturity structure of firms in African countries. 


The above-mentioned objectives are used to address the problem statement and 
 depart from previous studies in two ways: first by focusing on market development factors 
 (supply-side)  unlike  previous  studies  from  African  countries  that  examined  only  the 
 demand-side  of  capital  structure  in  the  form  of  firm-specific  determinants;  second,  by 
 providing empirical evidence on debt maturity structure of African firms, an area largely 
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un-researched.  This  thesis  thus  investigates  both  capital  and  debt  maturity  structure 
 decisions from the supply-side view in the form of market development using firm-level 
 and macroeconomic determinants as control factors. The investigations of the objectives 
 in  this  thesis  enrich  existing  literature  by  providing  an  African-centred  study  that 
 considers  common  peculiarities  of  the  countries  in  the  study.  This  is  achieved  by 
 determining  the  extent  to  which  developments  in  the  banking  sector  and  stock  market 
 have influenced corporate capital and debt maturity structure given that one of the aims 
 of  introducing  developmental  measures  in  the  market  is  to  improve  firms’  access  to 
 capital.    


1.5  Research Questions

In order to achieve the objectives stated in the preceding section, the thesis draws upon 
 the following research questions: 


Research  Question  1:  To  what  extent  does  banking  sector  development  influence  the 
 capital structure of firms in African countries?   


Research Question 2: To what extent does stock market development influence the capital 
 structure of firms in African countries?   


Research  Question  3:  Do  firms  in  African  countries  instantaneously  adjust  to  target 
 leverage? 


Research Question 4: To what extent does banking sector development influence the debt 
 maturity structure of firms in African countries?   


The answers to the research questions above fill the identified gap in literature pertaining 
 to  capital  and  debt  maturity  structure  decisions  for  firms  in  African  countries.  This  is 
 against the backdrop of deficiencies identified in the financial markets and efforts made 
 to reduce the adverse effect of the deficiencies.  
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1.6  Methodology of the Thesis

The  methodology  employed  in  the  thesis  consists  of  both  descriptive  and  econometric 
 analysis.2 The descriptive statistics precede the econometric technique used for panel data 
 obtained from publicly-listed non-financial firms and macro level data of nine selected 
 African countries from 2003 to 2012. In terms of the econometric technique, Dang, Kim, 
 and Shin (2015) identified certain issues with corporate finance data such as the one in 
 this  study.  These  include  unobserved  heterogeneity,  endogeneity  and  autocorrelation, 
 which the use of pooled ordinary least squares and generalized linear squares methods 
 are unable to tackle.   


Nevertheless,  research  has  come  up  with  methods  such  as  the  instrumental 
 variable  technique  that  takes  care  of  these  issues.  Accordingly,  a  dynamic  panel 
 estimation  technique  based  on  the  generalized  methods  of  moments  (GMM)  approach 
 developed by Hansen (1982) is employed. The technique appropriately handles panel data 
 that has issues with serial correlation, heteroskedasticity and non-normality. Arellano and 
 Bond (1991) further developed the method in the light of its identified weakness and is 
 known  as  the  difference  GMM.  The  difference  GMM  estimation  technique  performs 
 better than other methods such as the ordinary least squares (OLS) and the generalized 
 least squares (GLS) method especially where the model has a lagged dependent variable 
 in addition to unobserved fixed effects.  


However,  due  to  the  observed  weakness  of  the  difference  GMM,  Arellano  and 
 Bover  (1995)  and  Blundell  and  Bond  (1998)  introduced  the  system  GMM  which  is 
 considered more efficient than the difference GMM. In addition, Flannery and Hankins 
 (2013)  noted  that  unbalanced  panel  datasets  with  small  time  period  and  large  sample 
 (small T and large N); are best estimated with the GMM estimation technique. Noting that 


       


2 Detailed discussion of the methodology employed in the thesis is given in Chapter 4 
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the panel data in this study is unbalanced with a small time period (t) and large sample 
 (n), the thesis employs the estimation method that bests suit the data set in order to obtain 
 parameter  estimates  that  are  unbiased  and  consistent.  The  discussion  of  the  GMM 
 technique is extensively covered in Chapter 4. 


1.7  Scope of the Thesis

There are 27 stock exchanges in Africa however; the scope of the thesis is limited to non-
 financial  firms  that  are  listed  in  nine  countries  (Botswana,  Egypt,  Ghana,  Kenya, 
 Mauritius,  Morocco,  Nigeria,  South  Africa  and  Tunisia).  These  countries  are  selected 
 because  they  have  the  most  active  stock  markets  and  banking  sector  in  the  region. 


Furthermore,  the  classification  of  the  financial  markets  of  these  countries  as  emerging 
 and  frontier  markets  by  Morgan  Stanley  Capital  International  (MSCI)  and  Dow  Jones 
 Indexes country classification signifies their potential of becoming investment havens for 
 international investors seeking to diversify their investment opportunities to earn higher 
 returns on investment. The classification is based on the increase recorded in their growth 
 rates and other indicators of financial system development.  


Further buttressing the economic importance of these countries, the International 
 Monetary Fund (IMF) economic outlook report for 2013 reported that emerging markets 
 and developing economies grew  at a faster rate than advanced economies.  The growth 
 rate for emerging markets and developing economies was 5.1% while that of advanced 
 economies was 1.2%. 
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Table 1.2: Regional and Country Growth Rate (2012)

A.  Region   Growth rate (%) 


Developing Asia  6.6 


Latin America and the Caribbean  3.0 
 Middle East and North Africa  4.7 


Sub-Saharan Africa  4.8 


B.  Country  


Botswana  3.8 


Egypt  2.2 


Ghana  7.0 


Kenya  4.7 


Morocco  3.5 


Nigeria  6.5 


South Africa  2.5 


Tunisia  3.6 


*Brazil  0.9 


*India  4.0 


*Malaysia  5.6 


   Source: World Economic Outlook (IMF, 2013) 


A breakdown of emerging and developing economies in terms of regional growth in Table 
 1.2 shows that developing Asian countries in Panel A had the highest growth rate at 6.6%  


followed  by  Sub-Saharan  African  countries  at  4.8%.  Following  Sub-Saharan  countries 
 are Middle East and North Africa at 4.7% while Latin America and the Caribbean had the 
 lowest growth rate of 3.0%. Individually, African countries in Panel B grew faster than 
 Brazil while Ghana, Kenya and Nigeria had rates higher than India suggesting favourable 
 economic  conditions.  The  World  Bank  Global  Economic  Prospects  for  2013  reported 
 similar statistics with the IMF 2013 report in terms of growth rate for these regions and 
 countries. In a related study, Chuhan-Pole et al. (2012) added that one-third of African 
 countries  had  an  average  growth  rate  of  6%  as  at  2012.  These  growth  rates  suggest  a 
 favourable and booming economy that may attract international investors to the domestic 
 economy. The attraction of these investors signifies positive development in the markets 
 such  as  injection  of  liquidity  and  more  avenues  for  risk  diversification  among  other 
 benefits of market development.      
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In  an  earlier  study,  Senbet  and  Otchere  (2008)  had  noted  that  despite  the  low 
 capitalization and thinness  of trading that  constitute challenges  in  financial  markets  of 
 African countries (particularly, the stock market), the markets continue to perform well 
 with the returns being comparable to markets in Asia and Latin America. The mean return 
 of stock exchange for 12 African countries inclusive of the nine countries in this study 
 for the period 1990 – 2006 was given as 21.8% while that of Malaysia and Mexico were 
 given as 22.97% and 24.85% respectively.3 These figures indicate that African economies 
 may  provide  alternative  diversification  opportunities  for  international  investors. 


However, for the purpose of this thesis, the countries used in for the investigations are 
 those that have markets that are classified as emerging and frontier markets.4   


Furthermore, the credit market is limited to the private debt market (commercial 
 banks)  and  excludes  the  public  debt  market  (bond  market).  This  is  due  to  the  relative 
 underdevelopment  of the bond market  in  Africa.  Confirming the underdevelopment  of 
 the bond market,  Mu  et  al.  (2013) posited  that the  bond market  in  Africa is  still  in  its 
 infancy stage and that most of the activities in the market are mostly government-based 
 activities.  This  situation  tends  to  lead  to  a  crowding  out  effect  of  corporate  debts  by 
 government securities. Thus, investigating bond market development concerning access 
 to debt finance, will mostly investigate government debt and not private sector debt.  


1.8.  Contribution of the Study

The contribution of the thesis is two-folds namely: enrichment of empirical knowledge 
 and a practical contribution in terms of financial sector development policies. 


       


3  The  African  countries  are  Botswana,  Egypt,  Ghana,  Ivory  Coast,  Kenya,  Mauritius,  Morocco,  Namibia,  Nigeria,  South  Africa, 
 Tunisia and Zimbabwe. 


4 Ivory Coast, Namibia and Zimbabwe are excluded in the thesis. 
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a)  Enrichment of Empirical Knowledge

Given the limited literature on corporate capital structure and debt maturity structure from 
 an African perspective, this thesis enriches the empirical literature in a number of ways. 


Firstly, it provides evidence that shows how development in the banking sector and stock 
 markets  of  selected  African  countries  have  influenced  the  capital  structure  and  debt 
 maturity  structure  choice  of  non-financial  firms  that  are  listed  in  the  domestic  capital 
 market. This is a departure from prior studies in that most of the existing studies on capital 
 structure  emanating  from  the  region  focus  on  internal  factors  i.e.  firm-specific 
 determinants (Abor & Biekpe, 2009; Akinlo, 2011; Gwatidzo & Ojah, 2009; Ramjee & 


Gwatidzo, 2012). This thesis goes beyond the firm-level factors to include country-level 
 determinants  that  are not  within the control  of the firm  but  are put  in  place  mostly  by 
 regulatory or economic policy makers. Firm-level determinants in this thesis are treated 
 as control factors with the main emphasis on market development. In addition, and to my 
 knowledge,  there  is  dearth  of  empirical  evidence  supporting  debt  maturity  structure 
 theories for African firms. Hence, the empirical findings of the study provide a framework 
 for  investigating  non-financial  firms  in  Africa  given  the  peculiarities  in  the  financial 
 markets and efforts made to develop them.  


The  second contribution in  the area of enriching empirical  knowledge is  in  the 
 number of countries used for the study. In this thesis, capital and debt maturity structure 
 dynamics of non-financial firms in nine African countries are examined unlike previous 
 studies  that  investigated  single  countries  for  capital  structure  studies  (Abor  &  Biekpe, 
 2009;  Akinlo,  2011;  Ghazouani,  2013;  Gwatidzo  &  Ojah,  2009;  Kyereboah-Coleman, 
 2007;  Ramjee  &  Gwatidzo,  2012;  Salawu  &  Agboola,  2008).  This  suggests  that  to  a 
 certain  extent  the  findings  of  this  thesis  may  be  generalized  to  non-financial  firms  in 
 countries  with  the  same  institutional  features.  Thirdly,  the  literature  on  debt  maturity 
 structure  of  non-financial  firms  in  Africa  is  sparse.  Most  of  the  studies  are  on  capital 
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structure and neglect the investigation of debt maturity structure decision, an important 
 component of capital structure. This is unlike the studies for firms in developed and other 
 developing  countries  outside  Africa  where  empirical  evidence  abounds.5  Empirical 
 findings from the thesis therefore provide evidence that can be used in literature by future 
 researchers and academics on the debt maturity structure of non-financial firms in Africa.     


Thirdly is with the use of a variable that directly captures private sector credits (credit 
 granted to the corporate sector). Since the unit of analysis is corporate firms, the variable 
 used to determine the level of credit granted to the sector should exclude other sectors 
 and  focus  only  on  corporate  debts.  Fourth  is  the  study  of  capital  structure  within  a 
 dynamic framework as against a static framework that earlier studies employed (Abor & 


Biekpe, 2009; Akinlo, 2011; Gwatidzo & Ojah, 2009; Kyreboah-Coleman, 2007, Salawu 


& Agboola, 2008). A dynamic framework implies that capital structure decisions in the 
 current period are likely to be influenced by previous period decisions. It also provides a 
 framework for the determination of adjustment costs and speed of adjustment that might 
 occur because of imperfections in the financial market. These imperfections may result 
 in costly adjustment costs that may prevent the firm from attaining the desired target debt 
 ratio. These two aspects of capital structure (lagged debt ratio and adjustment costs) have 
 largely been ignored in the previous studies noted earlier.  


The  fifth  empirical  contribution  is  with  the  use  of  the  GMM  technique  for  the 
 econometric analysis. This method is considered suitable for the nature of the dataset in 
 the  thesis  i.e.  an  unbalanced  dynamic  panel  data  with  issues  like  unobserved 
 heterogeneity, endogeneity and serial correlation common to capital structure studies. In 
 addition,  GMM  is  more  robust  and  less  biased  when  compared  to  other  estimation 
 methods such as the ordinary least squares and generalized least squares that comprises 
 of the random and fixed effects estimation techniques (Flannery and Hankins, 2013). The 
        


5  Some  of  these  studies  include  Antoniou,  Guney,  &  Paudyal  (2006);  Barclay  and  Smith  (1995);  Dang  (2011);  Fan  et  al.  (2012); 


González and González (2014); Kirch and Terra (2012), Mateus and Terra (2013).   
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GMM as noted by Roodman (2009) also gives better coefficient estimates when the data 
 has a small time period but large sample such as the period and sample in this study (599 
 firms  and  nine  years of  annual  data).  The present  study  improves on the  methodology 
 adopted by previous research on African studies such as Abor and Biekpe (2009), Akinlo 
 (2011), Gwatidzo and Ojah (2009) and Kyreboah-Coleman (2007).  


b)  Policy / Economic Contribution

With  regards  to  their  practical  contribution  in  terms  of  financial  sector  development 
 policies, the findings of this thesis provide a feedback to financial market regulators and 
 policy makers about the effectiveness or otherwise of the various policy measures put in 
 place  to  remove  imperfections  and  develop  the  banking  sector  and  stock  markets.  It 
 provides a template to enable them to review effective and non-effective policies so that 
 the aim of developing the markets is achieved. Furthermore, a review of existing policies 
 will enable decision makers to come up with tailor-made or specific policies that will suit 
 the particular requirements of the corporate sector and not just blanket made policies.   


1.9  Operational Definition of Terms 


The following are definitions given to some key terms for the purpose of this study: 


a)  Financial  market  development:  this  is  adapted  from  the  definition  given  to 
 financial development by the World Bank in the global financial development report of 
 2015/2016. The report defines financial development as the “process of reducing the costs 
 of  acquiring  information,  enforcing  contracts  and  making  transactions”  (World  Bank, 
 2015, p.xvii). Relating this definition to the present thesis, financial market development 
 is defined as improvements made in African financial markets to ease firms’ access to 
 external  finance  (debt  and  equity)  and  improve  the  capital  allocation  process.  These 
 improvements  include  lowering  of  costs  associated  with  transaction  and  information 
 acquisition,  reduction  in  information  asymmetry  and  other  improvements  in  financial 
 markets  that  increase  firms’  capacity  to  obtain  external  capital  by  making  it  readily 
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available. However, as discussed in the scope of the study, financial markets in this thesis 
 are  limited  to  the  banking  sector  and  stock  market.  Banking  sector  development  is 
 measured in terms of domestic credit granted to the private sector by commercial banks 
 while  stock  market  development  is  measured  in  terms  of  stock  market  liquidity  and 
 trading activities. Although there are several indicators that evaluate banking sector and 
 stock market development, the thesis uses only those that effectively relate to the unit of 
 analysis of the thesis and aptly capture the research objectives.  


b)  Emerging markets:  In determining the countries  that  are classified as emerging 
 markets, this thesis draws upon the definition and classification given by the Dow Jones 
 Index  and  Morgan  Stanley  Capital  International  country  classification  system.  The 
 system defines emerging markets as markets that are less accessible to foreign investors 
 in comparison to developed markets but show some level of openness. 


c)  Frontier markets: Similar to the classification and definition of emerging markets, 
 frontier  markets  are  also  selected  based  on  the  Dow  Jones  Index  and  Morgan  Stanley 
 Capital  International  country  classification  system.  According  to  the  classification 
 system,  these markets  have a lower level  of  accessibility than emerging  markets,  have 
 notable  limitations  in  the  regulatory  and  operational  environments  and  have  smaller 
 investment landscape.  


d)  Capital  structure:  Capital  structure  generally  refers  to  how  a  firm  finances  its 
 investments in terms of debt or equity or a combination of both debt and equity. For the 
 purpose of this thesis, capital structure is defined and measured in terms of debt ratio.  


e)  English common law countries: These countries follow the English common law 
 code.  Under  this  system,  laws  are  formulated  and  interpreted  using  judicial 
 pronouncement examples.     
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f)  French civil law countries: These countries follow the French code law. Unlike 
 English common law, laws here are formed and interpreted by legal experts with the use 
 of statutes and codes and not by judicial pronouncements.6   


g)  Adjustment costs: For the purpose of this thesis, adjustment costs consist of direct 
 cost of accessing debt or equity markets and extent of information asymmetry between 
 relevant  stakeholders in firm  management. The components  of the adjustment cost  are 
 adapted from Öztekin & Flannery (2012). 


1.10  Organization of the Thesis

The thesis is organized into six chapters in order to address the research questions and 
 achieve the stated objectives. The chapters in the thesis are structured as follows: 


Chapter  1,  the  introductory  chapter,  presents  the  research  background  in  relation  to 
 capital and debt maturity structure decisions. The chapter gives a brief examination of the 
 current  state  of  financial  markets  in  Africa  and  compares  it  with  markets  in  other 
 developing  countries  laying  the  foundation  for  the  motivation  of  the  study.  This  is 
 followed  by  presentation  of  the  problem  statement,  research  objectives  and  research 
 questions. In addition, the scope and contribution of the thesis is given. It concludes by 
 providing the structure of the thesis where the contents of each chapter are presented.   


Chapter  2,  the  literature  review  chapter,  discusses  theoretical  and  empirical  literature 
 pertaining to  financial market  development,  capital  and debt  maturity structure.  It  also 
 provides the theoretical framework from which the research hypotheses are derived.  


Chapter  3  describes  the  selection  criteria  in  terms  of  market  development  for  the 
 countries investigated in this thesis in addition to giving an overview of development in 
 the  banking  sector  and  stock  market  collectively  and  individually.  Furthermore,  it 


       


6 The definitions given to English common law and French civil law countries are retrieved from www.worldbank.org/pppirc
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compares development indicators of debt and equity markets of African countries with 
 other developing regions and sheds light on challenges encountered by African firms in 
 accessing external capital.    


Chapter 4 describes the research design, approach and methodology of the study. The 
 chapt
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