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EFFECTS OF FINANCIAL LEVERAGE ON SHAREHOLDERS’ RETURN OF
DEPOSIT MONEY BANKS IN NIGERIA

Salman, Ramat Titilayo (Ph.D) .

Hassan Yemisi >

Abstract

Financial leverage is capable of increasing sharcholders’ return as well as exposing sharcholders
to risk. This study examines the effect of financial leverage on shareholders’ return of Deposit
Money Banks in Nigeria from 2005 to 2014. Utilising the panel data regression method on data
obtained from the annual financial reports of 14 Deposit Money Banks, the study finds that debt-
equity ratio and interest coverage ratio are positively correlated with shareholders’ return.
However, debt-equity ratio significantly impacts on shareholders® return than interest coverage
ratio. The study concludes that financial leverage helps in achieving the wealth maximisation
objective of shareholders of Nigerian Deposit Money Banks. It therefore, recommends that bank
management should continue to employ debt capital in a way that enhances shareholders” wealth.

Keywords:  Financial leverage, Sharcholders’ return, Debt-cquity ratio, Interest coverage ratio,
Deposit Money Banks

Introduction

ne of the major concerns of a financial manager is how to use financial leverage
Oto maximise sharcholders’ wealth and increase the value of the firm. Financial

leverage is the ability of a firm to use debt capital to magnify the effects of
changes in carnings before interest and tax (EBIT) on the firm’s carnings per share
(EPS). The higher the debt capital in a firm’s financial structure, the higher its financial
leverage. Financial leverage is capable of increasing shareholders’ return as well as
exposing shareholders to risk. As financial leverage increases, cost of capital provided by
the sharcholders increases. This is because financial risk tends to increase as financial
leverage increases. 1f shareholders’ fund is a small proportion of total financing, the
suppliers of debt capital (creditor) mainly bear the risks of the firm (Jahfer, 2006).

Though the use of debt offers benefits to a firm such as the tax shield benefit and
instilling financial discipline, a financial manager should ensure that the amount of debt
procured does not diminish the firm’s value and adversely affect sharcholders” wealth.
Casser (2011) argues that several economic and institutional factors play crucial role in
determining a firm’s choices of leverage. The degree of financial leverage measurcs how
EPS responds to changes in EBIT as a result of changes in debt. In the period of
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economic boom, a higher financial leverage is beneficial to the firm while it has negative-

impact on firm’s profitability in the period of economic recession (Ahmad, Salman &
Shamsi, 2015).

The objective of measuring shareholders> return is to obtain uscful information about
flow of funds, uses of firm’s finances, its efficiency and effectiveness. Investors arc able
to make best decisions from the information on shareholders’ return (Rehman, 2013).
When the use of debt becomes excessive, interest payments deducted from EBIT would
be high, thus reducing the earnings attributable to shareholders. Most commercial banks
management usually opt for equity instead of debt because the cost of servicing debts are
usually high and then mismanage sharcholders’ funds since little cost is attached to it,

this would adversely affect EPS (Ayodele, 2013).

The Nigerian banking industry is an important segment of the economy and it is heavily
regulated, thus investors perceive the industry as a profitable investment avenuc.
Nigerian banks are not all equity-financed, thus indicating the presence of debt in their
financial structure. Few empirical studies such as Ayodele (2013) and Abubakar (2014)
provide evidence on the effect of financial leverage on sharcholders’ return in Nigerian
deposit money banks. Hence, there is need to provide further evidence on the effect of
financial leverage on shareholders’ return in Nigerian deposit money banks. The banking
sector remains an interesting area for rescarch because it is an active sector of the
economy and it is heavily regulated to boost public confidence and ensure cfficient
functioning. The rest of this paper is structured as follows: Section 2 focuses on literature
review, Section 3 presents the methodology, Section 4 discusses the empirical findings
and Section 5 provides conclusion and recommendations.

Literature Review

Conceptual Issues

Measurement of Financial Leverage

The measures of financial leverage widely used in empirical literature are debt ratio,
debt-equity ratio and interest coverage ratio.

i, Debt Ratio (DR): It can be defined as total assets divided by total liabilities (Pandey,

2010). High debt ratio incurred by the companies would lead to a greater financial

. 4 TotalDebt
risk. It can be expressed mathematically as: DR = ————=~
- TotalAssets

ii. Debt-Equity Ratio (DER): This is a measure of relative contribution of the creditors
and sharcholders in the capital employed in the business. It is the most common
measure of financial leverage in empirical studies. Financial leverage can be stated as
the ratio of long term debt to equity capital in the business (Pandey, 2010). This
financial tool gives an idea of how much debt can be fulfilled in the event of
liquidation using sharcholders’ contributions. A lower DER means that total debt is

relatively lower compared to total equity. It can be calculated mathematically as:
TotalDebt

DER = —

TotalEquity
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iii. Interest Coverage Ratio (ICR): This is used to determine how easily a company can

pay interest expenses on outstanding debt. The lower the ratio, the more the company
EBIT

is burdened by debt expense. It is calculated as: ICR =
InterestExpense

Financial Leverage and Shareholders’ Return

The primary motive of a company using financial leverage is to magnify the
shareholders’ return under favourable economic conditions. The role of financial leverage
in magnifying the return of the shareholders is based on the assumptions that fixed-
charges funds can be obtained at a cost lower than the firm’s rate of return on net assets.
Thus, when the difference between the earnings generated by asscts financed by fixed-
charges funds and costs of these funds is distributed to the shareholders, the earnings per
share (EPS) or return on equity (ROE) increases (Pandey, 2010). However, EPS or ROE
will fall if the company obtains fixed-charges funds at a cost higher than the rate of return
on the firm’s assets.

Theoretical Framework

The trade-off theory was put forward by Myers (1984). It assumes that a firm should
strike a balance between equity and debt financing by weighing the cost and benefits of
source of financing. According to the theory, firms trade-off the benefits of debt
financing against the higher interest rates and bankruptcy costs (Jahfer, 2006). The trade-
off theory argues that increasing financial leverage might enable a firm to increase its
value by profiting from tax shields on debt, however higher financial leverage might lead

to higher expected direct and indirect financial distress costs, which decrease the firm’s
value (Ross, Westerfield & Jaffe, 2002).This theory assists financial managers in
evaluating and deciding on the best way to finance the business as well as the optimal
mix of equity and debt.

The pecking order theory was propounded by Myers and Majluf (1984). The theory
suggests that firms finance their investments in a hierarchical order by utilising internally
available funds followed by external financing. The theory argues that firm would
initially depend on internally generated funds including retained earnings and
contributions before sourcing for funds through equity or debt. In the absence of
information asymmetry, firms would turn to debts for additional funds, and finally issue
equity to cover remaining capital requirements.

Empirical Studies

Sachchidanand and Navindra (2012) investigated the influence of financial leverage on
shareholders’ return in automotive companies in India. The results showed that financial
leverage has no significant influence on the sharcholder’s return of levered firms of
automotive industry. The study also discovered that there might be other non-quantitative
factors which have impacted negatively on financial leverage of shareholders’ return like
recession, saturation of auto industry, competition and government policy. Thaddeus and

Chigbu (2012) studied the effect of financial leverage on shareholders’ return using six
banks from Nigeria and found mixed results. Saini (2012) investigated the impact of
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financial leverage on shareholders’ return of telecommunication companies in India. The
study indicated that there is positive correlation between financial leverage and
shareholders’ return. i

Akhtar, Javed, Maryam and Sadia (2012) examined the relationship between financial
leverage and financial performance of 20 listed firms in the fuel and energy sector in
Pakistan from 2000 to 2005. It revealed that that financial leverage is directly related to
financial performance. Akbarian (2013) analysed the effect of financial leverage and
economic risk on the performance of listed firms in the Tehran Stock Exchange. It found
that there is a significant positive relationship between financial leverage and return on
equity. Al-Hassan and Gupta (2013) investigated the effect of financial leverage on
shareholders’ return in selected companies in Bangladesh. It found that shareholders’
return is influenced by financial leverage.

Ayodele (2013) examined relationship between financial leverage and shareholders’
return of commercial banks in Nigeria. From the findings of the study, there was a direct
relationship between financial leverage and shareholders’ return. Bello (2014) examined
the effect of financial leverage on shareholders’ return of insurance companies in Nigeria.
The findings showed a positive relationship between financial leverage and shareholders
return. Akande (2014) investigated the impact of financial leverage on shareholders
return of quoted companies in Nigeria .The study showed that financial leverage
influences shareholders’ return of quoted companies adversely.

Enekwe, Agu and Eziedo (2014) conducted a study on the effect of financial leverage on
shareholders” return of quoted pharmaceutical companies in Nigeria for the period 2001-
2012. The results showed that financial leverage have negative relationship with return
on equity. Gweyi and Karanja (2014) investigated the effect of financial leverage on the
performance of 40 deposit taking savings and credit cooperatives in Kenya between 2010
and 2012.The findings revealed a strong positive correlation between debt equity ratio
and return on equity. Perinpanathan (2014) examined the relationship between financial
leverage and financial performance of John Keells Holdings Plc. in Sri Lanka between
2006 and 2012. The study found a significant negative relationship between financial
leverage and performance.

Robert (2015) examined the effects of financial leverage on shareholders’ return of listed
banks at the Nairobi Securities Exchange in Kenya. The study discovered that there is a
weak positive correlation between financial leverage and shareholders’ return. Abubakar
(2015) observed the relationship between financial leverage and financial performance
(return on equity) of deposit money banks in Nigeria. Findings from the correlation
analysis revealed that debt-equity ratio has a significant negative relationship with return
on equity while debt ratio has no significant relationship with return on equity.

Methodology
This study examines the effect of financial leverage on shareholders’ return of Nigerian
commercial banks. The sample consists of 14 commercial banks out of the 19 banks
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currently operating in Nigeria and selection was based on the availability of data for these
banks. ‘A balanced panel dataset was constructed by obtaining data from the annual
financial reports of the banks between 2005 and 2014. This study used two measures of
sharcholders’ return, namely, return on equity (ROE) and carnings per share (EPS) and
financial leverage was measured with debt-equity ratio (DER) and interest coverage ratio
(ICR). Size measured by the logarithm of total assets (SIZE) was included as a control
variable. The models built for this study were adapted from Abubakar (2015) and Al-
Hasan and Gupta (2013). The modification made to the models was the inclusion of
inclusion of interest coverage ratio and size.

ROEy = Bo+ B1DERy + BoICRy + B3SIZEy + pyr ... (1)
EPSy = Bo+ BiDER; + BoICRy + B3SIZEy + pyp ... (2)
where [, is the constant term, B, B, and S5 are the coefficients of the independent
variables and p is the error term.

The model was estimated using the static panel data regression analysis. The analysis
involves estimating three model variants namely pooled Ordinary Least Square (OLS) or
constant effects model, fixed effects model and random effects model. The Hausman test
was performed to make a choice between fixed and random effects model. The null
hypothesis for the Hausman test is that the difference between the fixed effects and
random cffects model coefficients are not systematic The rejection of the null hypothesis
implies that the fixed effects model yields better estimates while the random effects
model is preferred if otherwise. This study presents only the model sclected based on the
Hausman test.

Empirical Findings
Table 1: Hausman Test Results

Model Chi-Sq. Statistic Chi-Sq. d.f Prob.
1 44.82328 1 Ep 0.0000*
2 6.58573 3 1.0.0863%**

Source: Author’s Analysis (2016)
Note: * and *** imply the rejection of the null hypothesis at 1% and 10% respectively.

The results in Table 1 indicate that fixed effects model should be preferred for Model 1 and 2
because the null hypothesis is rejected at 1% and 10% level of significance respectively.

Table 2: Result of Model 1

ROE as dependent variable

Variable Coefficient Std. Error t-statistics Prob.
Constant -147.663 124.279 -1.188 0.2395
DER 0.321 0.144 2.234 0.0293**
ICR 0.905 0.604 1.499 0.1391
SIZE 15.694 13.405 1.171 0.2463
R 0.52

F-statistic 14414

Prob(P-statistic) | 0.005*

Source: Author’s Analysis (2016)
Note: * and ** denote statistically significant at 1% and 5% significance level respectively.
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As shown in the Table 2, DER is positively and significantly related to ROE. ICR and
SIZE have positive relationship ROE, however the relationship is not significant. In
addition, the goodness of fit of the model established by R? of 0.52 implics that the
indicators of financial leverage and the size explain 52% of variations in ROE while the
remaining 48% is accounted for by factors not included in the model.The F-statistic is
statistically significant at 1%, thus indicating that the model 'is" adequate to explain
changes in ROE.

Table 3: Result of Model 2

EPS as dependent variable

Variable Coefficient Std. Error- /| t-statisties | ' | Prob. '/ ©

Constant -5.449¢ 20 8551 ~h:335 0.1301

DER 0.016 * 0.004 3.984 0.0002* o3
0.054 D010 vvene s 33T 0.0025* B
0.594 0.383 1.532 0.1259 )
0.61 X ‘ :

Fstatistic 6.114 i

Prob(F-statistic) | 0.000%*
Source: Author’s Analysis (2016)
Note: * denotes statistically significant at 1% significance level respectively.

Table 3 shows that DER and ICR are positively and significantly related to, EPS while
SIZE is positively and not statistically significantly related to EPS: The R%f0.61 implies
that 61% of the variations in EPS were accounted for by measures of financial leverage
and size while the remaining 39% is explained by factors not specified in the model. The
F-statistic is statistically significant at 1%, thus indicating that the model is adequate to
explain changes in EPS.

Conclusion

This study examined the effect of financial leverage on sharcholders’ return in 14
Nigerian deposit money banks between 2005 and 2014. Debt-equity, ratio, and interest
coverage ratio were used to capture financial leverage while shareholders’ return was
measured with return on equity and earnings per share. It found that both measures of
financial leverage were positively related to- return on equity and earnings per share. The
positive impact of financial leverage on shareholders’ return is consistent with Ayodcle
(2013). This study also showed that debt-cquity ratio significantly impacts sharcholders®
“return than interest coverage ratio. In addition, bank size is not a factor that determines
how financial leverage affects shareholders’ return. Overall, the study concluded that the
financial leverage helps in achieving the wealth; maximisation objective of shareholders
of Nigerian deposit money banks. On the basis of these findings, the study recommends
the following;:

i.  Bank management should continue to.employ debt capital in a way that enhances
shareholders’ wealth.
ii. ' Financial mix of the banks should be at optimal level because further acquisition

of debt leads to increase in interest payments, thus reducing shareholders’ return.
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. Management of deposit money banks should establish a trade-off between debt and equity
capital when the need to raise fund arises.
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