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ABSTRACT

The research examined the impact of capital structure on corporate financial distress in Nigerian publicly
traded companies. It looked precisely at how financial leverage, debt maturity, equity structure, and asset
structure effect company financial crisis. The longitudinal or panel research design was used in the study.
The sample comprised of 89 non-financial enterprises listed on the Nigerian Exchange Group (NXG)
between six financial years (2014-2019). The secondary data was derived from the selected firms’ published
annual reports and accounts. Descriptive statistics, correlation analyses, and panel regression analysis were
used to analyse the data. The research found that leverage and asset structure had a substantial impact on the
financial distress of business organisations. The equity structure, which is a mix of external and internal
equity, has a negative significant with a negative negligible influence on company financial hardship, while
debt maturity has an insignificant effect. The report suggests, among other things, that the management of
Nigerian listed corporations guarantee that the quantity of debt financing in the firm’s financial mix is at an
appropriate level in order to maintain proper asset utilisation. It was also suggested that enterprises in
Nigeria should not rely primarily on stock financing, and that management should seek other means of
funding, which may not be in the best interests of equity holders. As a result, managers should use the
financial debt asset ratio in a manner that increases value for their company’s owners, resulting in higher
returns to equity holders..

Keywords: Capital Structure, Corporate Financial Distress, Financial Leverage
INTRODUCTION

The capital structure is often defined as the total capital of the company you utilize for your business, which
is a combination of debt and equity. Financial leverage, also known as company leverage, is the sum of a
firm’s short and long term liabilities expressed as a proportion of its capital.

When businesses fail to satisfy their financial responsibilities when they own money, this is known as
corporate financial distress. Rajkumar (2014) argued that for a company to achieve the optimum capital
structure, company management must guarantee that increases in debt or equity do not degrade the firm’s
net worth.

However, Abu-Rub (2012) and Bei and Wijewardana (2012), on the other hand, concluded that increasing
debt could help a company’s financial distress. Studies have indicated that different incidences of failure
among world —renowned corporations have taken the world by surprises, according to Ikpesu and Eboiyehi
(2018), and this situation is of paramount relevance to stakeholders.

According to Altman (2000), company failure puts numerous employment, personal reputations,
organizational reputations, and basic livelihoods at danger.
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Recently, a large number of listed companies that have been the driving force of the Nigerian economy
have suffered a negative shock that has led some companies to liquidate (Uchenna & Okelue, 2012a).

The main objective of this study is to look at the impact of capital structure on the financial distress of listed
non-financial firms in Nigeria coupled with the specific objectives

LITERATURE REVIEW

Corporate Financial Distress and Financial Leverage

In looking at the above dependent and independent variable, the subsisting empirical literature will help give
a better clarity of whether there being a positive or negative relationship

Lee and Maual (2019) posited the influence of capital structure on financial distress for non-financial
enterprises listed on the Bursa Malaysian Stock Exchange (KLSE). The Altman Z rating is a financial
distress indicator. Quantitative data were combined with secondary data taken from 74 non-financial firms
financial statements report in the KLSE between 2013 and 2017. The hypotheses were answered using OLS
linear regression. Financial leverage has a negative and significant association with financial distress,
according to the study.

Ongera, Muturi, Oluoch, and Karanja (2017) investigate leverage as a potential financial antecedent of
financial trouble in Kenyan listed firms. The research was conducted using a descriptive research approach.

Ikpesu and Eboiyehi (2018) study the impact of capital structure on corporate financial distress in Nigerian
manufacturing enterprises. Using the panel corrected standard error (PCSE) techniques. The study used
annual data from 58 manufacturing enterprises that were listed on the Nigeria stock exchange from 2010 to
2016. The study’s finding show that capital structure has detrimental impact on business financial distress.

Abdioglu (2019) looks at the impact of a few firms —level variables on the relationship between financial
distress and capital structure decisions. The manufacturing companies that were listed on the Turkish stock
exchange between 2007 and 2017 are examined. In the analysis, fixed effect panel regressions are used.
According to the data, higher levels of leverage lead to higher levels of financial distress.

Corporate Financial Distress and Debt Maturity

Turaboglu, Erkol, and turaboglu (2017) investigates the link between capital structure decisions and
business financial distress. For the years 2010-2015, Turkish 100 companies traded on borsa Istanbul. The
findings show that financial distress and debt have a negative and significant association. The study’s
findings support the trade- off theory, which states that a high debt ratio increases the likelihood of a
company’s financial problems.

Abdioglu (2019) looks at the impact of a few firms —level variables on the relationship between financial
distress and capital structure decisions. The manufacturing companies that were listed on the Turkish stock
exchange between 2007 and 2017 are examined. In the analysis, fixed effect panel regressions are used. The
data demonstrate that higher debt levels lead to greater financial distress.

Corporate Financial Distress and Equity Structure

Sumaryati and Tristiarini (2017) argued that the cost of equity affects financial distress in Indonesia. The
study’s population is made up of public firms ranked in the corporate forum for governance’s corporate
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governance perception index in Indonesia between 2011 and 2015. The study used a purposeful sampling
strategy to collect sample from 144 companies. To test a hypothesis, the Structural Equation Modeling
(SEM) analytic tool was utilized with the Warp PLS version 3.00 programs. The findings revealed that the
cost of equity had a substantial impact on financial distress.

Turaboglu, Erkol, and Turaboglu (2017) investigate the association between capital structure decisions and
financial distress of 100 Turkish enterprises traded on Bursa Istanbul for the years 2010-2015. Financial
distress and equity ratios have a negative and significant link, according to the findings. The Pecking Order
Theory of Myers (1984) is supported by the negative link between the external equity ratio (new equity
issue) and the financial failure score.

Lee and Maual (2019) investigated the influence of capital structure on financial distress for non-financial
enterprises listed on the Bursa Malaysian Stock Exchange (KLSE). The Altman Z rating is a financial
distress indicator. Quantitative data were combined with secondary data taken from 74 non-financial firms
financial statements reported in the KLSE between 2013 and 2017. External equity has a negative and
substantial association with financial distress, but internal equity has a positive and significant relationship
with financial distress, according to the research.

Theoretical Review

The underpinning theory of this is the pecking order theory. Myers (1984) established the theory of
hierarchical order as an alternative to the capital structure theory. It predicts that organizations will adopt a
hierarchical set of finance preferences as a result of asymmetric knowledge and transaction costs, which is
why internal financing is favored over external funding. Companies seek debt finance first if they need
external funding. Only as a last resort is equity granted. This classification started with a reference to Myers
and Majluf’s (1984) problem of adverse selection, which occurs when managers have more information than
outsiders (investors). According to Myers and Majluf’s (1984), if the corporation funds its new initiative by
issuing new securities, those securities will lose value. This is because managers are unable to reliably
communicate the quality of their existing assets and investment prospects to potential investors. As a result,
foreigners may struggle to discriminate between good and terrible works, making it difficult to read the
company’s choice to issue new titles as a hint of impending negative news and then price new titles in this
manner (Myers & Majluf, 1984).

As Myers (1984) pointed out, the theory of compensation is quite similar to the theory of hierarchy if
bankruptcy costs and asymmetric knowledge are incorporated. The hierarchical hypothesis denotes a
progression of a company’s financial options, from internally generated capital to debt, and eventually,
external capital (Seifert & Gonenc, 2008). In the case of knowledge asymmetry and lower transaction costs,
hierarchical theory predicts that management would choose an equity financing capital structure over debt
financing. High- profit companies, according to this hypothesis, will choose to use internal financing,
whereas low-profit companies will prefer to use external financing.

Profitability and debt use have a negative association, according to the hypothesis. According to Tang and
Jang (2007), a company’s use of external financing implies that it is not profitable, and the price of its shares
may suffer as a result. This is connected to information asymmetry, in which insiders have more information
about the company than management has when external finance signals a concern that could affect the stock
price, information asymmetry occurs. As a result, further measures will be made to solve the issues.However,
the public may perceive this to mean that the company is not profitable and is merely looking for outside
funding. In such instances, rather than issuing new shares to meet the funding requirements, the debt will be
used first. This corporate strategy has resulted in large cash reserves and the capacity to remove financial
constraints (Seifert & Gonenc, 2008). Furthermore, in the situation of information asymmetry, internal capital
is preferred over debt funding since it is easier to acquire and has lower transactional costs (Chen, 2004).
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METHODOLOGY

A longitudinal or panel research design was used in the study. The study’s population consists of a total of
159 enterprises listed on the Nigerian Exchange Group (NXG) as of December 31, 2019 (NXG Fact Book,
2019). Nevertheless, organisations registered in the banking and insurance industries were omitted from the
research. This is due to the fact that these businesses are subject to a stringent regulatory framework
governing capital holding and liquidity activities. In this research, descriptive statistics and panel data
approaches were applied. The chosen variables were described using descriptive statistics such as mean,
median, maximum value, and lowest value. Since the data for this research includes a blend of time series
and cross-sectional data, the panel data approach is thought to be more suited. The panel data approach also
provides for the control of unobservable heterogeneity through the individual firm effect. The sample size is
arrived at by adopting Taro Yamane (1967) number estimation formulae. The formulae state that

N
1+N (e)?

Where:

n is the sample size;

N is the population of the study; and,

E is the error term.

114/1+ 114 (0.05)2 = 88.7 which is approximately 89 firms.

The justification for the use of 5% is to reduce the sample size to a reasonable and justifiable size since Taro
Yamane (1967) allows the use of error terms within the range of 1%-5% as it suits ones study. The study
used a stratified random sampling technique since the population is not homogeneous and can be subdivided
into groups or strata to obtain a representative sample.

To choose the best model to utilise, the regression model employs the Pooled Ordinary Least

The study used secondary data that will be extracted from audited financial statements and annual reports of
individual non-financial firms during the six years (2014 — 2019). The data obtained for all variables in each
firm is organized in panels. According to Baltagi, Bratberg, and Holmas (2005) panel data is suitable for
longitudinal analysis because it provides both the time and cross-sections dimensions.

Squares (POLS) Model, Fixed Effects Model (FEM), and Random Effects Model (REM). For each model,
the standard identification test and Hausmans chi-square statistics will be performed to determine whether
fixed effects or random effects are more suitable. In addition, the Breusch-Pagan Lagrange Multiplier Test
will be used to choose the best model among the Pooled Ordinary Least Squares and Random Effects
Models.

The study develops the following model to investigate the relationship between capital structures and
financial distress of publicly traded firms in Nigeria: where financial distress is denoted by FD and is
measured using Altman’s Z-score Model, and is expressed in functional and econometric form as:

Financial Distress = FD (Capital Structures)

FDit = 0 + pITDit + p2IEit + B3EEit + p4TANGit + pit  ------- (1)
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FDit = p0 + B1STDit + 2LTDit + p3IEit + B4EEit + BSTANGit + uit-----
Where:

Financial Distress (FD) = Altmans Z-score Model for the emerging market
Z-score = 3.25 + 6.56X1 + 3.26X2 + 6.72X3 + 1.05X4

Z = Financial distress index (emerging market score),

X1 = Net working capital/Total assets,

X2= Retained earnings/Total assets,

X3 = Earnings before Interest and Taxes/Total Assets,

X4= Book value of equity/Book value of total liabilities

Zone Discrimination:1.81 is in a zone” and treated as financially healthy firms. Conversely, companies that
score below 1.81 are in a distress zone and treated as financially distressed firms.

S0 = Constant
Plto p6Coefficients of the independent variables
TDit= Total debt of company i at time t
STDit= Short-term debt of company i at time t
LTDit= Long-term debt of company i at time t
IEit =Internal equity of company i at time t
EEit= External equity of company i at time t
TANGiIt= Tangibility of the company iat time t
Uit= error term.

Our apriori expectations are as follows: f1<0, f2>0, 3>0, p4>0 5> 0,andf6<0.
ANALYSIS AND RESULTS

Descriptive Statistics

FD TD STD LTD EE IE AS
Mean 4.526416 | 0.971453 | 0.599645 | 0.704021 | 0.891234 | 0.185045 | 0.441756
Median 5.136167 | 0.605469 | 0.396316 | 0.733565 | 0.573306 | 0.087504 | 0.440110
Maximum 12.81555| 36.69421 | 17.95173 | 5.655188 | 179.7787 | 36.09833 | 2.333712
Minimum  |-21.35099 |-1.522823 |-1.448089 |-0.986037 |-96.12912 |-53.80577 |-2.018775
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Std. Dev. 4.339828 | 2.840146 | 1.491537 | 0.512771| 10.36588 | 3.317060 | 0.316516
Skewness  |-1.804904| 9.470482 | 8.918428 | 4.636280 | 10.27905 |-4.797295(-0.896871
Kurtosis 8.996713| 100.9145 | 90.61989 | 46.91287 | 207.3883 | 182.0378 | 14.86776
Jarque-Bera | 1024.734 | 208037.4 | 167237.1 | 42132.87 | 882624.7 | 672399.2 | 3013.281
Probability | 0.000000 | 0.000000 | 0.000000 | 0.000000 | 0.000000 | 0.000000 | 0.000000
Observations| 502 502 502 502 502 502 502

Source: Authors’ compilation.

The time covered by the analysis of a non-financial sample of firms listed on the NXG is shown in the
above table, and the average Z-score of the sample data is 4.52, indicating that the majority of the observed
companies are in excellent financial health in respect to the Altman. Moreover, the data revealed that debt
contributed an average value of 0.971 (97%) to the capital structure of the chosen non-financial enterprises.

This indicates that the firm is more ready to fund its operations with debt despite the higher expenses and
risk to the company’s reputation, which is particularly true for small and medium-sized businesses.
Moreover, it demonstrates that long-term debt contributed more to total debt than short-term debt in the
capital structure of the examined non-financial firms, with the average value being 0.704 (70%) and 0.599
(60%). It demonstrates that among the observed non-financial enterprises, long-term debt was chosen above
short-term debt for funding their assets. This scenario may be explained by the fact that the longer the loan
maturity period, the more money the corporation has to invest. Moreover, the results suggest that the
majority of the organisations studied utilised external capital as opposed to internal capital, with 89% and
18%, respectively. It demonstrates that the majority of the chosen firms utilised more equity than new
income. The findings also revealed that all of the examined non-financial firms’ assets were occupied by
relatively non-current assets, resulting in an average tangible value of 44%, which was less than 50%.
Nevertheless, the minimal price of -2,018 suggests that certain firms do not have non-current assets in all of
their assets, which might signal that the company would be bankrupt or face financial troubles.

Hausman Test

There are two evaluation results in the panel regression model, which are the random result and the fixed
result, which will produce different results, as the assumption of each effect is different from each other.
Therefore, inappropriate results would lead to higher error terms (Gujarati & Porte, 2009). However, when
selecting between the two (2) tables, data models to be used in the two (2) models, the Hausman test was
performed for each model.

Hausman Test Results

Hausman Test
Test Summary
Cross-Section random

Prob.
0.4297

Chi-Sq. Statistic|Chi-Sqg. d.f.
1.689161 6

It shows that the p-value of the Chi-square statistic is 0.4297 which is greater than a 5% significant level
indicated that the study accepted the null hypothesis. Therefore, the random effect model is the appropriate
model for estimating the panel equations in model one.

Hausman Test Results

Hausman Test
Test Summary
Cross-Section random

Prob.
0.5596

Chi-Sq. Statistic|Chi-Sqg. d.f.
1.160995 6
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Furthermore, the Hausman test result stood at a chi-square statistic of 1.1609 and prob. value of 0.559 which
is also higher than a 5% significant standing revealing that the study equally accepted the null hypothesis.
Thus, a random effect model is also selected for estimating the panel equations in model two.

The Results of the Regression Analyses

Dependent Equation I|Equation I
Variable D ED
Coefficient
T-Stats
(P-Value)
3.977 4.224
Intercept 11.54 7.641
(0.00) (0.00)
Independence
Variables
-0.124
D -2.352
(0.01)***
-0.03
STD -1.06
(0.28)
-0.33
LTD -0.67
(0.50)
-0.00 -0.00
EE 1.695 -0.44
(0.09)
(0.65)
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-0.07 -0.22
IE -2.77 -2.34
(0.00) *** (0.01) ***
1.39 1.38
AS 3.39 2.29
(0.00) *** (0.02) ***
R-Square 0.82 0.71
Adjust R-Square|0.81 0.70
F-Statistics 8.79 6.93
P-Value 0.00 0.00
DW 1.51 1.52
Hausman Test 0.429 0.559
Significant at 10% (*), 5% (**), 1% (***)

Source: Authors’ compilation
Equation |

The random effect regression which indicated coefficient of determination (R2) of 0.81 measures thefirms
financial distress, implying that about 81% of the alteration in the financial distress were accounted for
while the remaining 19% were unaccounted for, hence captured by the error term. Consequently, after
adjusting the degree of freedom, the adjusted coefficient of determination, (the adjusted R-square (R2) of
0.81 with financial distress, suggested that over 81% of the variations in the dependent variable were
explained while about 19% of the variations were unexplained. The F-stat of 8.79 and the associated prob.
value of 0.00 show a significant linear relationship between the dependent variable and the explanatory
variables. The explanatory variables were all negative, except the assets structure which was positive. The
variables were statistically significant at a 1% significance level, apart from the internal equity structure that
was statistically insignificant.

Equation 11

The random effect regression which indicated coefficient of determination (R2) of 0.71 measure firms
financial distress, implying that about 71% of the alteration in the financial distress were accounted for by
the independent variables while the remaining 29% were unaccounted for, hence captured by the error term.
Consequently, after adjusting the degree of freedom, the adjusted coefficient of determination, (the adjusted
R-square (R?) of 0.70 with financial distress, suggested that over 70% of the variations in the dependent
variable were explained while about 30% of the variations were unexplained. The F-stat of 6.93 and the
associated prob. value of 0.00 show a significant linear relationship between the dependent variable and the
explanatory variables. The explanatory variables were all negative, except the assets structure which was
positive. The variables were statistically significant at a 1% significance level, apart from debt maturity that
comprises of long and short term debt and equity structure of internal equity that was statistically
insignificant.
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DISCUSSION OF FINDINGS

To begin, leverage was shown to be statistically significant, meaning that leverage has a strong relationship
with corporate financial hardship among Nigerian publicly listed businesses. It also indicated a high positive
correlation with corporate financial trouble, which is consistent with our assumptions. The results are
congruent with the findings of Lucky and Agilebu (2019) and Ikpesu (2019) studies, which showed that
leverage had a significant influence on financial hardship in Nigeria. As a result, Andy, Chuck, and Alison
(2002) believe that financial leverage allows investors to earn a higher potential return than would otherwise
be possible; however, the risk of loss is also higher if the investment loses value and the loan principal and
any accumulated interest must still be returned. Kumar (2017), on the other hand, contends that a high
finance cost as a consequence of borrowing increases the chance of the firm failing on its commitments.

Second, the statistical significance of debt maturity was reported, suggesting that it had minimal impact on
the financial distress of the organisation. Contrary to our expectations, the research indicated that debt
maturity had a little influence on financial hardship. The findings of the research refute the trade-off
hypothesis, which states that a high debt ratio increases the chance of a company’s financial issues.
According to Hatem (2017), the longer the debt maturity, the bigger the danger to the company’s
obligations. This might have an impact on the company’s success.

Finally, the explanatory variable of ownership structure (a mix of external and internal equity) was found to
be both statistically significant and insignificant, showing that internal equity has a considerable influence
on corporate financial distress among Nigerian publicly listed businesses. External causes have little
influence on financial difficulty among Nigeria’s publicly traded companies. The result also demonstrated a
positive influence on corporate financial difficulty, confirming our suspicion. Due to asymmetric
information and transaction costs, firms adopt a hierarchical order of financial preferences, with internal
funding preferred above external financing, according to the Pecking Order Hypothesis. Successful firms are
considered to borrow less since they initially have access to their own funds (Myers, 2003). External equity,
according to Lee and Manual (2019), has a negative and significant association with financial hardship, but
internal equity has a positive and significant relationship with financial distress.

Ultimately, asset structure has been shown to have a significant influence on firm financial difficulties. The
apriori expectation is reinforced by its positive coefficient value of 1.38 in the Regression Analysis table
above, showing that a unit increase in asset structure may result in a corresponding reduction in corporate
financial hardship.

This suggests that asset structure influences corporate financial hardship in Nigerian publicly listed
enterprises..

CONCLUSION

Industries constitute the backbone of many economies across the world; financial turmoil resulting from non-
financial enterprises capital structure can be massive and catastrophic to the economy as a whole. Financial
distress is widespread in Nigeria, and while the majority of businesses are profitable, some are in financial
distress. The non-financial industries have a significant impact on the financial sector, and any collapse in
the sector would have a significant impact on the country’s economy since it has an adverse effect that
might lead to the entire economy system failing and financial catastrophe. As a result, bad financial
management, adverse economic variables, intense competition, and the capital structure are all blamed for a
company’s financial distress. The capital structure has a considerable impact on financial distress, according
to the study. As a result of the data, the study finds that financial leverage, internal capital, and asset
structure have a substantial positive and negative association with financial distress. As a result, increases in
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these factors will result in a decrease in the company’s financial distress; as a result, the company’s financial
distress will increase. Furthermore, because external capital has a negative and negligible association with
financial distress, reductions in external capital will result in an increase in the company’s financial distress.
Likewise, the debt maturity shows a negative and insignificant correlation with financial distress. As a
result, the longer the debt is maturing, the greater the company‘s financial issues.
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