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Dermirguc-Kunt & Maksimovic (2002) found in their research that differences in financial, legal,
investor protection and institutional environments are very important to financial decisions thus,
capital structure determinants can be expected to differ across countries. Since such differences
are important for capit structure, international studies on capital structure are likely to give

different results. Therefore, there is a need to test the capital structure in Zimbabwe.

The study area was chosen as it leads to an understanding of whether the use of debt can increase
the value of SMFs in Zimbabwe or not. As previously stated, the majority of studies carried out
on MM theory have primarily concentrated on applying the theory to large firms in developed

countries. There are very few studies which were done in Zimbabwe on debt financing to SMFs.

Some of the researchers who condus clude Kapoor, Mugwara and Chidavaenzi
(1997), Chigumira and Masiyanc Booth, Aivazian, Demirguc-Kunt and
Maksimovic (2001). Several of the ; mainly concentrated on the challenges
faced by SMFs, but have avoided tt . SMFs. Therefore, conducting a study on

the impact of debt financing on SMFs is *eugfrtant since it will open up avenues for similar
research in the future. Ha@;ﬁivl@ghﬂﬁ}hmeﬁ Mmt such a study, the definition of
SMFs will be addressed in the [btigeiipepatapiapicelbéyred! assist in giving a picture of what is
meant by an SMF.

An SMF in Zimbabwe is defined by reference to number of employees, total net assets and legal
structure (Ngwenya & [dlovu, 2003: 12). Due to the absence of a Small Business Act in
Zimbabwe, a definition from the Small and Medium Enterprises Policy Framework will be
adhered to. The framework defines a small manufacturing firm as a business entity with a formal
legal structure, employing workers between 4 and 51 and having an asset base of less than 12
million Zimbabwean dc irs (Small, Micro & Medium Enterprises, 2002:5-6). Therefore, for the
purpose of this study, the above definition will be used except for the asset base, that is a firm
employing from 5 to 50 employees and having a formal legal structure. The formal legal structure
means that these firms should be registered and have legal duties and responsibilities just like a
natural person (Tuck, 2000: 228). The asset base will not be used as it is difficult to attach a fixed

value to assets as the value is constantly changing due to high inflation rates in Zimbabwe.

Section 1.3 will elabor : on the statement of the research problem which led to the research

being selected.

































segregated into several mutually exclusive sub-populations or strata. Stratification is usually
more efficient statistically than simple random sampling as each stratum will be homogeneous
(Cooper & Schindler, 21 3:193-194). This technique is easy to implement and it also reduced
researcher bias since all the elements in a strata had equal chances of being included in the
sample. This sampling technique made use of simple random sampling thus, the population was
categorised into strata and then simple random sampling used to select the participants from the
strata (Barnett, 2002:32) and (Bryman & Bell, 2003:96).

1.8.7 Data analysis procedure

Data was analysed using ratio, correlation and recression analyses with the aid of the Statistics

Department personnel at the Unive The department assisted in determining
relationships between variables such lue, debt and size and debt and product.
1.9 OUTLINE OF THE PROPOSED REPORT

> Chapter 1 - IntroductioMINBI S1aY. Ois Hadte 14 D@roduction to the study at hand.
It identifies the research objdotdyés alkdihbfpothesed d4s vl as highlighting the methodology to

be followed.

> Chapter 2 - Background to small firms. Chapter 2 familiarises the reader to the small firms
both internationally and in Zimbabwean perspective. It also highlights the importance of
small firms, challenges and suggestions as to what could be done to improve on their
performance.

> Chapter 3 - Financing Options for SFs. In this chapter, sources of finance available to
small firms are identified. The effect of debt on profitability is discussed comprehensively in
order to bring out the impact of leverage. The researcher dwelled much on leverage than the
other alternative source because the research is primarily on the use of debt.

> Chapter 4 - Value of a firm and cost of debt to small firms. This chapter discusses how the
value of the small firm would be determined and the reasons for using the selected method/s.
Cost of debt to sm: firms was also discussed. All aspects related to cost of debt were
discussed as well as differentiation between nominal cost and real cost.

> Chapter 5 - Theoretical background. Chapter 5 discusses the theory on which this study is
base ‘Modigliani and Miller’s theory of capital structure’. All necessary factors binding this
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The government of Zir abwe, through the Reserve Bank of Zimbabwe (RBZ), has supported the
SFs through structures such as the Credit Guarantee Company. This company provides guarantee
to loans given to SFs by commercial banks. The RBZ has availed 16 billion Zimbabwean dollars
SME Revolving Fund to assist the small firms and this amount is approximately 450 million
South African rands. Of the $16 billion, $5 billion goes to women, $5 billion to youth and $6
billion to all other sma firms. The funding is available to SFs at an annual interest rate of 50%
and funding will be accessed from banks, Small Enterprise Development Corporation (SEDCO)
and selected micro-finance institutions. The average lending rate for banks in Zimbabwe is 400%
according to The Herald, November 2006. To date, of the disbursed amount, the manufacturing

sector has obtained 48% which is by far the larcest nortion of all the sectors (Gono, 2006:31-42).

The major constraint to small firn sess is lack of access to finance and the
higher cost of debt. To avert this, ablished institutions that will offer credit
finance to small firms without ask 1d at lower interest rates than prevailing.

Technical assistance provided by Zim Sl be strengthened to increase SFs marketing
knowledge and to identiftynwmxpﬁ.jf @(fe naylets Etdiateady been put in place to create
an enabling environment for O eetorein vrdexeelb@itee: its operations and expand into the
region. The Government has put in place schemes that are going to assist small firms to grow into
large firms. These include free training, creation of linkages with local authorities for provision
of infrastructures to operate from and programmes on accessing lucrative markets in the form of

selling and trade missions (Anon 1c, 2006).

Structures have also been set to facilitate the growth of small firms. The Ministry of Industry and
International Trade will be responsible for the provision of promotional and analytical support.
The Ministry of Youth Development, Gender and Employment Creation will be responsible for
the creation of an enal ng environment for the informal sector to be formalised. The latter
provides funds through its employment creation fund for start-ups and growing businesses and
offers technical and entrepreneurship skills (SMME, 2002: 13-15).

The government has been promoting the small firm sector through various policy documents such
as the Framework for Economic Reform, Zimbabwe Programme for Economic and Social
Transformation and the conomic Recovery Programme. Support programmes for small firms by

the Zimbabwean government include the Small Enterprise Development Corporation, Zimbabwe
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of small firms to different economies are difficult to compare due to the unavailability of one
universal definition used to define a small firm. Different countries have different definitions and
in most cases it will depend on the use of the definition. For the purpose of the study at hand, the
following definition has been adapted: a business entity which has a formal legal structure and
employs between 5 and 50 employees. The value of assets was not used because of the volatility
in the value due to excessive rates of inflation which dilutes the value of assets. Several countries
use number of employees to define a small firm. Difficult though it may be to have a single
definition that applies to all, their importance is largely felt by almost all countries. The
contribution comes in the form of job creation, innovativeness, production and distribution of
goods and services, assisting in community activities and assistance in economic decision
making. SF success is mainly deper sreneurship skills possessed by the small

business owners.

The emergence of SFs in the Zimt ;an be attributed to Economic Structural
Adjustment Programme and financial scSSilation that created a good platform for small
firms and made it easier @Wgﬂ‘tyc@ft mwll}tlrallfemers. In Zimbabwe, more SFs
are found in rural areas and the jr@g)gtnwhm dpecatigntbdess than 10 employees are owned by
women and a bigger proportion is engaged in trading business. SFs also face challenges in their
operations. Literature has identified failure to acquire credit, unconducive macro-economic
environment, unconducive institutional framework, deteriorating infrastructure and markets as
the major challenges that are being encountered in Zimbabwe. To counter these challenges, the
Government of Zimbabwe has formulated policies and strategies which are intended to create an

even operating environment for SFs.
Chapter three focuses on the sources of finance available to small firms. The chapter will

encompass the financial markets, types of finance, the sources of finance and the determination

of a type of funding to be employed by small firms.
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e Hire purchase

Hire purchase is like instalment credit and it is whereby a firm uses an asset without paying the
full price at once. Instalments will be paid for the use of the asset and the firm has an option at
the beginning to become the owner of the equipment after a series of payments have been made
(Barrow, 1998:67-68). Under a hire purchase agreement, the firm is technically hiring goods until
the final instalment is paid. The firm will not own the goods until then and it can end the
agreement and return the goods at any time. However, it will owe any overdue instalments and, if
less than half of the total price has been paid, the firm may also have to pay the difference. The
lender may be able to repossess the goods if, for example, the firm falls behind with payments but

does not have to sell the repossessec : firm’s debt (Adviceguide, 2007).

e Leasing

Leasing is also another type of long small business owner (SBO) can lease an
asset for an agreed period of time z : can be returned or acquired or the lease

can be extended. In leasing, a firm gets "S®Passets without paying the full cost all at once.

Leasing is divided into @ﬂtlwé ﬂ:xyneﬂg%ﬂ ]Pi%bAn operating lease refers to a
rental agreement for a period dfo'g@qm}gﬂ is1stbstatlelpcehorter than the economic life of the

leased asset. The owner takes the risk of the asset becoming obsolete and assumes responsibility
for repairs, maintenance and insurance. In finance leasing, the lessee (SBO) leases the asset for a
better part of its economic life and maintains and insures it (Barrow, 1998:67-68). The leasing
firm, for practical purposes, owns the asset in a financing lease (Ainsworth, Deines, Plumlee &

Larson, 1997:518).

Combined, instalment loan, instalment sale, leasing and hire purchase are termed asset finance
(Nieman & Pretorius, 2004:180). These are funds provided to purchase an asset and in most
cases, fixed assets. Sm: firms can immediately use the agreed asset without paying for it at the
same time. Payment will be done in instalments for the duration of the agreement and this can

give small firms time to generate income from the asset before paying for it in full.
In most cases, security is required for these term loans and lenders can also impose certain

restrictions on the borrower to protect themselves from losing their investment. Examples of such

restrictions include maximum permissible equity to debt, working capital ratios and limitations
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funds supplied by creditors, this excess return will accrue to the owners of the firm as their

benefit of using debt (Bernstein, 1993:610).

There are also costs associated with the use of debt financing that can lead to higher costs of debt

being employed. Damc ran, (1999:229-237) identifies the following costs to be associated with

debt.

» Borrowing money leads to an increase in the expected bankruptcy costs (refer to sec 4.3.3.1,
p. 92). This expected bankruptcy costs can be viewed as a product of the probability of
bankruptcy and the direct and indirect costs of bankruptcy. The probability of bankruptcy is

the likelihood that the firm’s cash flows will he insufficient to meet its promised debt

obligations. The direct costs of | egal and administrative costs and indirect
costs which occur due to perc: ease in the proportion of debt is due to
financial trouble. Customers wo 'm is in trouble and will stop buying from

it (also refer to sec 4.3.3.1, p. 92

> There are also agency costs associUWP borrowing. A firm exposes itself to conflict
between debt holders @hﬁﬂy@r&gﬂﬂysg{a W@Mng and pays the price in terms
of loss of freedom in decidion) atélény. /The aeifiéncevill manifest itself in deciding what
projects to take, how to finance these projects and how much to pay as dividends (refer to sec
4.3.3.2,p. 94).

» Loss of flexibility is another identified cost. This may crop up as a result of conflicts between
equity holders and debt holders leading to the introduction of strict debt covenants that reduce
the flexibility of the firm to make investment, financing and dividend decisions (refer to sec

4.3.3.3,p. 95).

Therefore, the capital structure of a firm, thus debt equity ratio, does not necessarily need to be
constant since it depends on growth opportunities ahead, the cost of money and the availability of
equity and debt capital. At times, it will be difficult to raise money from shareholders if the
profits of the firm are not convincing (Barrow, 1998:58-59). There are several financial
institutions that can offer capital to an SBO. These institutions that provide financing are

discussed in the followi  section.
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deal. Corporate banks are interested in bigger investment opportunities and may settle for longer-
range returns. Loan capital dominates in corporate banking but some equity may also be offered.
Deals may be quite complex and involve conversions between the two forms of investment-

namely equity and debt.

3.4.2 Investment institutions

Investment institutions mainly refer to insurance companies and institutions administering
pension funds and unit trusts which are organisations that manage funds invested in a wide range
of securities (Tuck, 2000: 460). These institutions are crucial as they have large sums of money
under their control. They are major investors as thev can back a public issue of finance (Correia

et al.,2005:13-9).

3.4.3 Venture capital and private ¢

These are mainly meant for small b » have demonstrated the viability of their
ventures but are unable to source funSSlIhe formal banking sector. They are equity
investments made for the m elisﬁgypleplnm exbfigipe of a business venture. Venture
capitalists invest in ventures Hd# Hhiph. giewih idc pedit potential in exchange for some
ownership and control. They look for winners in the market and they also look for substantial
shareholding in a firm. They provide technical advice, legal and contractual advice, strategic
support regarding mentorship and managerial expertise. They are likely to invest in high-risk
ventures that promise significantly higher growth rates and returns than more established, mature
ventures. SBOs have to comply with requirements set out by venture capitalists in order to be

eligible for funding and support (Rwigema & Venter, 2004:404) and (Barrow, 1998:61).

Venture capitalists are normally bound to the firm for some length of time, without the
opportunity to retract capital in response to a favourable change in firm’s position. They do not
stay with one firm for the rest of its life and therefore, they usually search for firms that are easy
to exit (Marx, DE Swardt & Nortje, 2004:233). Venture capitalists fall into two categories, those
who think they add value to a business by giving hands-on help and advice as well as investing
money and those who just invest their money only and do nothing about management. Usually

venture capitalists have a say in decision making of a firm (Barrow, 1998:70).
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(Ainsworth, et al, 1997:524) and business risk refers to the volatility of a firms operating profits
due to the specific assets owned, regardless of their financing (Myddelton, 2000:181).

Financiers use the opportunity cost concept when investing. Opportunity cost is regarded as
return on the best alternative investment that is being forgone. If there are alternative investments
available at lower investment costs or offer high returns at the same risk, financiers will go for
that because the main wurpose of investment is generation of financial gains (Wickham,
2004:445). All sources of debt finance look for asset security to back their loans and the certainty
of getting their money back. They charge an interest based on market conditions and their
analysis of the risk involved in the proposal. Bankers expect a business to succeed so they can
lend more money in future and p ag services to loyal customers such as

business advice (Barrow, 1998:60).

Getting a loan from a bank usually 1 have sufficient cash flow to cover for the

interest payments. Entrepreneurs also neSJJ#% in the form of assets, cash, investments and

accounts receivable to se@ﬁi@&i@gﬁtf% % Pﬁlalqvarf@llateral there is to recover the
amount lent should the firm deffilifBitiermm E¥enke2084:391).

3.8 SUMMARY

Funding is found on the financial markets and there are several different markets where small
firms can obtain finance. Though the markets are different, these financial markets are mutually
exclusive, thus one type of finance can fall into different financial markets. Finance that is
obtained in the financial markets includes equity and debt and these are obtained from investors
and lenders. SBOs have to determine the use of the funding before assessing the different types of
funding and their providers. After identifying the need, a thorough evaluation of both the funding

and its providers should be done in order to have the best funding.

Debt capital providers assess the prospective recipient of funds before they commit themselves.
Generally, lenders need security for the debt and low risk associated with the project. They also
look at ability of the SBO to pay back the loan and interest immediately and want a loyal long-
term customer relationship with the SBO. On the other hand, investors (equity) are mainly risk

takers, they invest in hi  risk projects and expect high growth and returns. They want to take
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Since the change in returns to shareholders is a product of the profitability of a firm, the use of
profitability ratios can be justified. Determination of value using profitability ratios is easier and
they can be appropriate for the determination of the impact of debt on value. Besides being easy
to use, the use of profit ility ratios to determine the value of a firm is central to a firm’s value
(Ainsworth, et al., 1997:829). The following discussion takes a closer look at return on assets and

return on shareholders equity.

4.2.1 Return on assets (ROA)

ROA is a measure of how well assets have been employed; that is, it is a measure of operating

performance (Garrison & Noreen, 1 also be defined as a measurement of the
firm’s ability to utilise its assets t comparing profits with the assets that
generate the profits (Gibson, 2004:2 e performance of a firm and can also be
used to determine whether firms c ably or not. It consequently determines
whether leverage will be negative or posT VI, if ROA (refer to formula 4.1, p. 76) is higher

than the before tax interesf jyq orpdely [tyerefs P oepetieflaverage which increases value of a
firm and if ROA is less than Befpetrer mtetsscotisdebe there will be a negative leverage

(Brealey, Myers & Marcus, 1999:464). It would therefore be wise for management to employ
debt in financing if it would lead to an ROA that is greater than before tax interest on debt as

returns to owners will be increased thereby maximising shareholders wealth.

Income used in the calculation of ROA is income before interest and tax. Income before interest
is used because the measurement being done is for the return on all the assets not just equity
investment (Brealey, Myers & Marcus, 1999:464). Including interest expense in the calculation
of ROA projects what earnings would have been if the assets have been acquired solely by
equity. With this adjustment, ROA can be compared to companies with differing amounts of debt
or for a single firm that changes its mix of debt and equity (Garrison & Noreen, 1997:799) and
(Correia, et al., 2005:5-17).

ROA is calculated using the following formula:
Formula 4.1

ROA = Income before intere— ~nd tax

Average total assets
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The calculation of the n 1inal cost of debt includes the expected inflation rate whilst the real
cost of debt does not include expected inflation in its calculation. As mentioned earlier on,
minal rate of return is the same as the interest rate charged on debt. Interest rate and its

components are discussed in the section that follows.

e Interest rates (Nominal cost of debt)

Interest rates refer to the price paid for the right to borrow and use loanable funds expressed as a
percentage per year. In short, it is the price paid for borrowing funds (Thomas, 2006:99). The
interest rate should compensate for inflation; otherwise the lender will be poorer at the time of
repayment than the time of making the loan. When the interest rate is determined, the time value
of money, the risk of the capital n nflation all are taken into consideration

(Posthumus, Basson, Olivier & Watr

Interest exists in two forms namely nterest rate. Nominal interest rate is the
actual interest rate, unadjusted for inflaf¥SillllTecal interest rate is the nominal interest rate
adjusted for inflation. Real Jyterssiptis iﬁyh@e{fote@grpiﬂ dpgeeest rate less inflation thus, the
difference between nominal rate. 2 abieezgd axpeored @flédon rate prevailing. Real interest rate
is dependable on the determination of expected inflation and is usually lower than nominal rates.
Interest rates rise when expected inflation increases and decreases when expected inflation

declines (Thomas, 2006:93&103).

Interest is a product of expected inflation, expected liquidity (preference) and expected risk
emium (Myddelton, 2000:13) and (Blake, 1997:44). These variables of interest rate are briefly

discussed in the next sections.

> Inflation

Inflation is the rise in the general level of money prices, measured by the annual rate of increase
in the retail prices index (Myddelton, 2000:186). Retail price index is a weighted average of the
inflation rates of commodities bought by a typical household (McLaney, 2000:107). Lenders
expect to be compensated for inflation. If there is an expected general increase in prices, lenders
would want to receive an amount at least equivalent to the principal amount plus inflationary rate
(Blake, 1997:46). Rates of interest on debt include an inflation premium which allows for the

expected rate of inflation. If the expected rates of inflation are high, the inflation premium
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= An increase in selli  prices due to an increase in the cost of material, labour or overheads,
leading to a reduction in sales,

* Uncontrollable increases in material prices, petrol prices and

* An increase of the fixed cost component of total cost.

The response to these = :ments will differ with the type of products a firm manufactures. As

highlighted earlier on, some firms respond more to these changes than others. Lenders therefore,

consider this business risk when determining the cost to attach to their funds. The cost of the

same debt will differ depending on the extent of business risk associated with a firm.

v" Financial risk

Financial risk refers to the way the | inced by debt or equity. This risk prevails
whenever a firm is making use of d vo elements; the risk that a firm is unable
to pay interest charges on debt due t nd the risk that the firm is unable to repay
the debt itself when it is due. Ther s the amount of debt already in the firm

(Kriek, Beekman & Els, 2005:57). THNGJPThe proportion of debt in the firm’s capital

structure, the higher will He thpspes Ptﬁeﬂ?dmdiﬁm tp-iglsn financial risk. Though this risk

does not prevail in an all equity[ﬂ)‘(gg«tMrm thacoei{tanteisk in a firm with debt will be felt by

the equity holders. An increase in financial risk puts pressure on the owners of the firm because if

interest cannot be paid in full, no earnings will be left to them.

v Total risk

The total risk, that is business risk and financial risk will determine the cost of debt which a small
firm has to pay. Risk therefore will affect the price of debt, thus, the return that lenders will
require to compensate for the risk being undertaken. As risk increases, so does the cost/return
expected on debt. Figure 4.2 below illustrates the relationship between cost of debt and risk

associated with the firm.
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commonly takes the form of an asset such as property, account receivables or inventory. The
lender obtains a security interest in the collateral through the execution of a security arrangement

with the borrower that specifies that the collateral is held against the loan.

Higher interest rates m es borrowing expensive for firms and an increase in interest rates will
further increase the cost of debt (Sloman, 2005:227). Interest rates have been high in Zimbabwe
and are still very high.~ 2 overnight nominal interest rates of the Reserve Bank of Zimbabwe are
currently pegged at 600% for secured instruments and 700% for unsecured instruments (Gono,
2007:24). Overnight interest rate is the price paid for one day loans. It is the equilibrium outcome

of supply and demand for bank reserves (Moschitz. 2004). For small firms to employ debt

successfully, they have to earn a rett these interest rates.
Most banks in Zimbabwe use a flat “clients and this rate is determined by the
Reserve Bank of Zimbabwe. The r it the loans that are given to small firms

come from the Reserve Bank and are (YSHl®through commercial banks. Therefore, as the

RBZ is the provider of the fandydtris ttxy%qtﬁtﬂelerﬂméle interest rate to be paid. The
interest rate will be the same adroxg@thmpﬁnamxc%uémcé.&l.Z discusses the real cost of debt

which does not take expected inflation in its computation.

4.3.1.2 Real cost of debt to small firms

Formula 4.5
R=1+M -1
1+

(Correia, et al., 2005:9-6).

Where: R = the real cost of debt
M = the nominal cost of debt or interest rate
i = the inflation rate
Given interest rate of 32  and expected inflation rate of 20%, the real cost of debt would be;

1+0.32_1
1+0.2
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Fim A, Kd= r (1-1t)

70 (1-0.3)
70 (0.7)
= 49%

Firm B, 70 (1-0.2)
70 (0.8)
=56%
This example clearly illustrates the relationship between the after-tax cost of debt and the tax rate

thereby supporting the statement that the after-tax cost of debt is a decreasing function of the tax

rate. As tax rate is increased, the afte creases.
In Zimbabwe, the company tax rate : reiterated however, that there are some
incentives for small manufacturin to a reduction in the tax rate. Small

manufacturing firms located at growth Sui#%s are taxed at 10% for the first five years.
Manufacturing firms that @nﬁﬁémoﬁ P%Waxed at 20% (ZIMRA, 2007).
Therefore, the after-tax cost o%@e&mehe firhspellen38%, 20% and 10% will be different;
with the firm paying 30% having a lowest after-tax cost of debt and the one paying 10% tax rate
having a highest after-tax cost of debt. Although firms paying higher tax rates enjoy more tax
benefits of debt if profit le, a lower tax rate increases the profits of small firms that do not use
debt.

While interest and tax rates are the most important factors affecting the cost of debt, there are
also some other factors that should be considered as they increase the effective cost of debt.
Besides charging high explicit interest rates, other fees such as compensating balances,
commitment fees and transaction costs are demanded by lenders and indirectly increase the cost

of debt. These are discussed below.

4.3.2 Non-interest fees

Heffernan (1996:164) de ribes non interest fees as fees apart from the interest rate which affect
the pricing of loans by commercial banks to firms. Non interest fees are primarily paid by small
firms because they are considered a high credit risk. Furthermore, information on the

performance of small firms is expensive to gather since small firms are not listed on the stock
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bankruptcy, it does trigger default and its consequences. The probability of bankruptcy is a
product of the size of operating cash flows on debt obligations and variance in operating cash
flows. The larger the operating cash flows relative to cash flows on debt obligations, the smaller
the like hood of bankruptcy. The probability of bankruptcy increases as firms borrow more
money. The more variable the operating cash flows of a firm are, the higher the probability of

bankruptcy (Damodaran, 1999:229).

If there is a probability of bankruptcy, the current market value of the firm is reduced. Increased
financial leverage (use debt) affects the costs of financial distress. Lenders foresee the costs
associated with bankruptcy and realise that if bankruptcy occurs, the lawyer’s fees will come out
of the value of the firm. For this r¢ compensation in advance in the form of
higher promised interest rate. This r uity holders and reduces the market value

of the firm (Brealey, Myers & Marc

The cost of bankruptcy is not obviouSeuf##ot be easily quantified. Bankruptcy affects

everyone involved in the mﬁm@déi aﬁ@ﬁt}f%ﬁ@ It includes direct and indirect

costs (direct bankruptcy costs djmtﬁgy:dlheﬁywﬂmwirect bankruptcy costs are discussed

in the fo >wing paragraph). The direct cost is the one which is incurred in terms of cash outflows
at the time of bankruptcy. These cash outflows include legal and administrative costs of
bankruptcy. The more the firm owes, the higher the chance of default and therefore, the greater
the expected value of associated legal costs. A higher chance of default will consequently result
in a higher cost of debt (Brealey, Myers & Marcus, 1999:410).

Indirect costs also arise as a result of the use of debt. If a firm has a higher probability of
bankruptcy, a perception that the firm is in financial trouble will develop among the stakeholders.
The general perception that the firm is in financial trouble may lead customers to stop buying the
products because of fear that the firm will go out of business. Suppliers may start demanding
stricter terms to protect themselves against the possibility of default, leading to an increase in
working capital and a decrease in cash flows. The third indirect cost of probability for bankruptcy
is the difficulty the firm may experience in trying to raise additional capital for its projects, both
equity and debt investors are reluctant to take the risk. This would lead to capit: rationing

constraints and the rejection of good projects (Damodaran, 1999:230).
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The conflict between equity holders and lenders is expressed in decision-making regarding
investment and financing. Owners support investing decisions that earns a return that exceeds the
cost of that investment whilst lenders might not go for it as it can increase the risk associated with
the firm. Owners can shift risk to lenders by taking on much riskier projects than lenders would
expect them to do. When it comes to financing new investments, owners would usually want to
finance the investments by debt and use the assets as security for that debt thereby providing new
lenders with prior claims. The owners would provide new lenders with prior claims to assets so
that the return demanded by lenders on debt would be low. Whilst equity holders would want to
provide new lenders with prior claims on assets, existing lenders do not want to provide new

lenders with priority over their claims since it makes their debt riskier (Damodaran, 1999:233).

Financial distress costs are high whe 1e way of running the business. Financial
distress costs are costs arising from | ted business decisions before bankruptcy
(Brealey, Myers & Marcus, 1999:4 mpted to forsake the usual objective of

maximising the overall market value of {FMlld pursue narrower self interests instead. They
usually want to increase t@nwﬂsﬁwp@fpbelr—fgp@rs (Brealey, Myers & Marcus,
1999:4 2). The agency costs ofl digretagmerns fwoodd esnge into play when lenders believe that
there is a significant chance that owners’ actions might make them worse off. Agency costs are
costs of resolving conflicts among owners and lenders (Myddelton, 2000:179). They can build
this expectation into debt-prices by demanding much higher rates on debt (Damodaran,

1999:235).

4.3.3.3 Loss of flexibility

Flexibility refers to the ability of a firm to alter its operations depending on how the conditions of
the business are changing (Brigham & Houston, 2004:464). Loss of flexibility is a by-product of
conflicts and thereby leads to strict agreements with lenders. These will reduce flexibility of firms
to make investments and financing decisions. The use of debt might lead to stringent conditions
being set by lenders leading to inability of firms to decide on investment and financing decisions
that lead to an increase in value of a firm. The value of the firm may be maximised by preserving
some flexibility to take on future projects as they arise. Flexibility provides managers with more
breathing space and more power and it protects them from the monitoring that comes from

lenders. There is a cost associated with flexibility; monitoring large cash balances earns low
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Miller, 1958:271). Modig ani and Miller argued that the cost of capital is independent of the
capital structure, hence the value of the firm is independent of the proportion of debt to total
capitalisation. The model argues that increased leverage results in shareholders requiring an
increased return to equate the increased risk. The change in required equity return will offset any
possible benefit from che debt. As leverage increases, the weighted average cost of capital will

remain constant so no optimal level of capital leverage exists (Vigario, 1999: 4).

Using their (MM) assumptions, Figure 5.2 depicts the effect of debt on the capital structure.
Generally, debt is cheap, 1 refore desirable as it can lead to an increase in return on equity (refer

to sec 3.3.3.3). As debt financing increases, the initial effect would be to lower the average cost

of capital thus increasing e value o: 1999:4). But according to Proposition II
of 1958, the benefit of low cost de irily lead to an increase in firm value.
Proposition II also argues that the use arily cause the average cost of capital to
decline, but it is only for a short ten arbitrage will force the average cost of
capital of a levered firm to rise and be ¥ the average cost of capital of an unlevered

firm. Arbitrage occurs if & ] ﬂWé‘ﬁiﬁ séllapé%temieé thus investors would buy the
undervalued securities and simuﬁmphlg,sgﬂ s cottealved securities, earning a profit in the

process and this will eventually cause the prices of the two assets to be equal (Brigham &
Ehrhardt, 2005:584).

Figure 5.2 Diagrammatic illustration of MM theory of capital structure

Cost Cost of equity
of
Capital
WACC
Cost of debt
Debt / Equity Ratio

Adapted from (Vigario, 1999:5)
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As illustrated in figure 5.2, the average cost of capital is constant regardless of the capital
structure. This is because the use of debt would lead to increases in probability of bankruptcy,
thereby increasing the risk of equity holders. The lower cost of debt would offset the increase in
risk due to use of debt. Cost of debt is generally lower because risk associated with debt is low as
debt holders have the first claim in the case of insolvency (Damodaran, 1999:103). Therefore
debt holders will charge less cost on their debt compared to equity holders who bear all the
expenses in the event of bankruptcy. Small firms will therefore not increase firm value by playing

with capital as it leads to no increase in firm value.

In 1963, the assumption of no corporate tax was relaxed and proposition II generated different

results. When taxes are considered i lationship between ordinary share yields
and leverage will no longer be the « s given by the original Proposition II in
1958. If return increases with levera e), the yield will tend to rise as the debt
equity ratio increases. With corpora r which interest is a deductible expense,

gains accrue to shareholders from haviSgfJJ#*the capital structure, even when the capital

markets are perfect. The e@"‘fﬁ%}@’f@ftyndfhﬁéfﬁﬂ‘ﬁeféa matter of the deductibility of
interest payments for tax purposcs Bthmodifi¢diion feA2e3 argues that there is an increase in

the after-tax yield on equity capital as leverage increases (Modigliani & Miller, 1963:434-439).
The new implication therefore is that the employment of debt financing in the capital structure
leads to an increase in the value of a firm and the value is increased solely because of the tax
advantage not because debt is cheaper than equity. Stated differently, this can only happen if

leverage is favourable (refer to sec 3.3.3.3, p. 58 for leverage).

Basing on the revised MM’s Proposition II, the optimal debt ratio for a firm is 100% debt. In
such an environment, where debt has tax benefits, the value of the firm increases by the present
value of tax savings for interest payments. Equation 5.2 shows the value of a levered firm

considering the adjustments.

Equation 5.2. VL=Vu+Tb
Where: VL = Value of a levered firm

Vu = Value of an unlevered firm

Tb = Tax benefit from the use of debt (Damodaran, 1999:240).
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relationship between profitability and firm leverage was found. Similar research by Lin and
Rowe, (2006) also reached the same conclusion. From Lin and Rowe’s study, debt ratio is
negatively related to state owned enterprises’ profitability. This might imply that returns on assets

EBIT
TotalAssets

) were lower than the before tax interest on debt which indicates negative leverage.

Shyam-Sunder and Myers (1999) suggest that firms prefer to finance investments first from
retained earnings, second from debt and third from equity. This suggests that more profitable
firms should have lower leverage ratios than less profitable firms since they are able to finance

their investment opportunities with retained earnings. Profitable firms tend to use earnings to pay

down debt and would, therefore, ha han less profitable firms. This therefore
portrays a negative relationship betw everage.

Though several studies concluded w ionship between the use of debt and the
value of a firm, it should be reiterated th conditions of the areas of study might differ

with the economic conditiﬁ ﬁ%%f};lalfzpﬁﬁsﬂﬁﬁgé generation of different results.
Some studies found no signiﬁcqrb&éqtj,i@,shliﬂ Epredictheswo whilst other researchers found a
positive relationship. A research study conducted by Zhengfei, Lansink and Alfons, (2006) on

Dutch farms resulted in the conclusion that debt did not have any impact on Return on Equity

(ROE). No impact on ROE shows that the use of debt did not result in any effect on profitability.

Abor (2005) conducted a study in Ghana which contradicted the results in the studies already
discussed. A negative relationship was found between long-term debt used and return on assets
(ROA) and a positive relationship between short-term debt and ROA. Overall, the result indicated
a significantly positive association between total debt and total assets and ROE. Therefore, the
value of a firm, according to this study, is increased as debt is used, portraying a favourable
leverage. This implies that return on assets obtained in these firms was above the before tax

interest on debt to allow for favourable financial leverage.

Driffield, Mahambare & Pal (2007) found that firm value is increased by high leverage. High

leverage may reduce the agency costs of outside equity and increase firm va encouraging

‘-

managers to act more in the interests of shareholders. More efficient firms may choose lower

equity ra s than others because higher efficiency reduces the expected costs of bankruptcy and
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financial distress. According to Berkivitch and Israel (1996:239), a firm’s debt level and its value
are positively related especially when shareholders have absolute control over the business of the
firm and it will be negatively related when debt holders have power to influence the course of the

business.

Muradoglu & Sivaprasad (2006) came up with two different results concerning returns and
leverage. In Utilities, Oil and Gas risk class, returns increase with firm leverage whilst for other
risk classes, this is not the case as returns decline when leverage increases. To these researchers,
leverage is a matter of industry risk, that is, the risk inherent in a specific industry of firms

(Besley and Brigham, 2000:460). Leverage is being affected by the industry risk which cannot be

changed by a single firm.
Several reasons can be given to supp vhich include among others, difference in
tax rates, differences in general ec fiscal and monetary policies as well as

industrial factors such as risk of the indu <Ml differences in the results are therefore caused

by different factors prevai[ijlglmlengl)grm{tcmitg. Sections 5.3.2 and 5.3.3 are
discussions on studies done relaﬁ'ﬂg@dheplﬁmdtywﬂd giaesdary hypotheses respectively.

5.3.2 Leverage and value of small firms

Most studies regarding capital structure were done using information on large firms. Very few
focused on the effect of capital structure on small firms. This may be because information
concerning large firms can be easily obtained as compared to small firms who sometimes do not
keep records of their operations. For this reason, it is necessary to review studies that focused on
small firms. This section will begin with studies that found a positive relationship between
leverage and value of 1all firms and then studies that indicate a negative relationship will be

discussed after.

Kyereboah-Coleman (2007) found out that most microfinance institutions employ high leverage
and finance their operations with long-term as against short-term debt. Microfinance institutions
are small businesses th offer small amounts of funding to small business owners over short
periods of time such as a week or a month. Highly leveraged microfinance institutions perform

better by reaching out  more clientele and they enjoy economies of scale. This therefore
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size and collateralisation. Large firms with more assets to act as collateral find it easier to obtain
debt. The study also found that short term leverage is positively related to size. Kochhar and Hitt
(1998:601) also supported the fact that accessibility to a particular type of financing such as debt
depends on firm size. The funding of small firms by banks is limited and banks usually charge
significant premiums on debt interest. Interest leveled on loans for small firms is often high,
simply because of the perception that they are more likely to fail. Banks mostly lend to large
firms because they meet the required asset base that small firms do not. The other reason for
limited bank loans to small firms is that administrative costs of maintaining smaller loans are

relatively higher than for bigger loans.

An unknown financial background a iies of scale are some of the reasons cited
for high risk (Biggs & Srivastava, eiterated that statistics on Zimbabwe by
Biggs and Srivastava (1996:7-9) ind :r of small firms that received bank loans
is 32%, whilst medium firms were ns 62%. Small firms that obtained bank
overdrafts are 50% compared to 83% W for medium and large firms respectively.

Although there are a cons@ﬁm&@e O{fﬁm ptita]efspgfermal debt, the average maturity
of that debt is 17 months compacagetid aml 4Xcedterscéor medium and large manufacturing

firms respectively. Generally, this implies that the size of the firm has an impact on its
accessibility to debt and the terms and conditions on debt are stricter for small than for larger

firms.

The product manufactured by a firm also plays a crucial role in the lenders’ determination of debt
offering and consequently lenders may favour firms in a specific industry or product. Lenders are
less willing to invest in projects with highly specific products unless they are compensated for the
greater risk with higher interest rates. Specific products are assets that are expensive to acquire

and difficult to sell as they have specific uses (Kochhar & Hitt, 1998:602).

Some studies however, have reached a conclusion that debt is readily available to small firms but
it’s only that small firms do not like to use it. One of the major reasons cited for this is
conservation of controlling power. As debt is issued, some lenders can impose conditions and
some might even involve themselves in the running of the business such as choice of
investments. Such studies found that several small firms diversify away from bank financing

even if banks are willing to lend more. The reason being that, when a bank makes a loan to a
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firm, it gains access to the internal records and it will be able to influence the activities of the
firm. Therefore, for firms to avoid this, they diversify away from the use of bank loans (Rajan,
1992: 1367-1371).

Though several studies have portrayed that small firms have difficulties in obtaining debt, there is
evidence that they make great use of it. A study by Abor & Biekpe (2005) indicated that 41.39%
of the total assets of firms studied were financed by debt. This is a relatively high percentage

considering the difficulties of acquiring debt presented by the discussed studies.

A positive relationship between long term debt ratio and age of the firm was identified by Abor &

Biekpe (2005). This implies that olc :d to have good track records and as such
are able to access debt more easily \at have no track record or credit history.
Relatively mature small firms in - in business are assumed to have good
reputation with both long-term and oviders, thus increasing their chances of

attracting more debt capital. The relationSSjJebt suppliers is also considered to be a crucial
factor to accessibility of dﬁgmv@flfw Bz & Pral{29p@ found out that for small firms,
its size and length of relationstffpyalytbr swpHlrecettehntl important determinants of access to
credit. In the absence of good information on small firms, credit suppliers use firm-size for

evaluation of credit worthiness. Thus, only large firms would get debt without difficulties.

Michaelas, Chittenden & Poutziouris (1999) also confirmed that size of a firm, product type and
its age affect accessibility of debt. They also realised that profitability has an effect on the level
of both the short and long term debt in small firms. The study provided evidence which suggest
that the capital structure of small firms is time and industry dependent, that is, the time frame for
which the firm has been in operation and the risk of the industry. The length for which the firm

has been operating can serve as proof that the firm is profitable.

This discussion shows that even if debt might have a positive impact on firm value, several small
firms have challenges in securing debt. Assets owned and products produced by small firms also
contribute to the accessibility of debt thereby constraining small firms from using debt. Raj and
Sutthisit (2003), in their study came out with a result which indicates that firm size and tangible
asset ratio are positively related to debt whilst profitability and probability of bankruptcy are

negatively related to leverage.
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Return on assets, also referred to as return on investment, measures the profitability of the firm as
a whole in relation to the total assets employed. It was used to determine if small manufacturing
firms are enjoying positive leverage or not. The ratio of net profit after interest and taxes to
ordinary equity measures the return on equity (Correia, et al., 2005:5-16 to 5-17). ROE will be
used to determine the relationship between the debt ratios and profitability. Therefore, for the
purpose of analysis, profitability was represented by ROE. The profitability of own capital is an
indication of the return at small business owners have earned on equity capital annually. The
profitability of equity is influenced by the extent to which the business makes use of the
borrowed capital. Small business owners strive to raise this ratio as high as possible, through

positive leverage, so that their wealth is increased (Conradie & Fourie, 2002:74-75).

Ratio analysis provides insight into but the interpretation is subjective rather
than objective as it depends on the | alyst. It is difficult to assess how good or
bad a ratio is. Some ratios might in while others might indicate weak points

and it is difficult to assess to what exten™S I points offset the weak points. Ratio analysis
also studies the performanc¢ Hf fif@rm oefuﬁ@r@vf@aq_séf hese are the primary ratios for
a large number of firms in th¢ egeé¢riedustryl Hestteredactors such as different accounting
policies can create large differences in inter company comparison and make industry averages
less meaningful. Inflation also distorts the real meaning of ratios as financial statements are
normally prepared on historic cost basis, unadjusted for inflation. By doing this, the accounting
amounts are removed from economic value and this will reflect an understatement of fixed assets

while the actual value of »ng-term debt will decline (Correia, et al., 2005:5-22).

To determine more objective assessments different from ratio analysis that uses historic
information, analysts established regression models. The following discussion will focus on

regression analysis, definition of a model, advantages of using a model and its limitations.

6.4 THE REGRESSION ANALYSIS

Regression analysis is a statistical methodology that utilises the relationship between two or more
quantitative variables so that a dependant variable can be predicted from the other, or others. Its
purpose is to establish a relationship between two or more variables (Griffiths & Wall,

2000:689). Regression analysis is concerned with the study of the dependence of one variable
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variables that are omitted from the model that collectively affects the dependant variable

(Gujarati, 2003:43-45).

Multiple regression equation

A multiple regression equation is used to estimate the relationship between one dependent
variable and two or more explanatory variables. Two multiple regression models are formulated.
The first one relates to the relationship between profitability and short and long-term debt and the
second one is between debt accessibility and firm size and products manufactured. Multiple
regression equations are used because the dependence of the dependent variable is being tested

on more than one explanatory variable.

The first multiple regression equati aation 6.1, the only difference being that
equation 6.2 split debt into short an that a clear picture is portrayed regarding
the effect of short-term or long-ter lity. The aim of separating the two from

total debt is for the researcher to determ'ationship between profitability and total debt

is different from that of @ﬁilvlé%gxi%?hmt%ﬂfl H)ﬁ-feén debt. It should be noted that

equation 6.2 does not substitutcfegyatidres- 1 Pyl se@tlieneats it. It only explains the relationship
that prevails between profitability and short-term and long-term :bt. The estimated relationship

is shown in equation 6.2.

Egquation 6.2

P = a+f Short-term debt + S, Long-term debt + ¢,

The explanations of all the variables in this equation remain the same as in equation 6.1 on page
120. The only difference is that debt was divided into long-term and short-term to determine the

impact of each. The estimated regression equation for debt accessibility and firm size and product

type is shown in equation 6.3 below.
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of being selected. Using the probability sampling method, every SMF in the population had a
chance of being include in the sample. It is generally assumed that a representative sample is
more likely to be the outcome when this method of selection from the population is employed

(Cooper & Schindler, 2003:184) and (Bryman & Bell, 2003:93).

7.5.2 Sampling technique

Stratified random sampling was used to choose the respondents from the list provided. Stratified
random sampling refers to a process whereby populations are segregated into several mutually

exclusive sub-populations or strata (Cooper & Schindler, 2003:193). Initially, the sample size

was calculated using the populatior :nts. This sample size was then grouped
into categories (strata) using produ the basis for categorisation (refer to sec
7.5.3 on p. 135). The basis of the c: ¢ percentage proportion of each category
to the population. The proportion of e total sample was used to determine the

participants from each category. For exyfJJ#€ were 75 garment manufacturers, 300 SMFs

which gives a proportion %"{VW;S lﬁ)f. Fgfﬁ-mize for garment manufacturers

was therefore 43 (25% of 171)./Ugalseert strafifiebtberde sampling allowed the researcher to
achieve the third objective of the study, which was, determination of the impact of product

manufactured to debt accessibility. This method was easy to implement and it also contributed to
reduction of researcher bias since all the elements had an equal chance of being included in the

sample.

7.5.3 Sample size

The correct sample size in a study is dependent on the nature of the population and the purpose of
the study. The sample size usually depends on the population to be sampled (Martins, 1999:262).
For the study at hand, the sample constituted 171 respondents from the total population of SMFs
identified. Formula 7.1 below was used for the calculation of the sample size since it is relevant

to studies where a probability sampling method is used (Roberts-Lombard, 2006:87).

Formula 7.1
n =N/ (1+Nd%/10 000), where:
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N= Total population

d= error estimate with a confidence interval of 95%

n= sample size

Therefore, n =300/ [1+300(5)*/10000] which implies that n =171

This sample was then categorised using the product that is manufactured by the firm. The
proportion of each product in the population was used to determine the number of elements in
each category (refer to sec 7.3.3, p. | of the survey, that is how the data was

collected and the design of the instru 1 in section 7.6.

7.6 ORGANISATION OF THE SUK'

This section examined thUﬁ%IfgiWnéﬁWaHhisé method of data collection for
this study. The importance of [ ejbtasiengd fxastptenaie and the choice of questions will be

discussed.

7.6.1 The Questionnaire

The primary research instrument for this study was a questionnaire. A questionnaire is a prepared
set of written questions, for purposes of statistical compilation or comparison of the information
gathered (Buckingham & Saunders, 2004:43). It can also be regarded as a data-collection
instrument that sets out the questions to be asked in a formal way in order to produce the desired
information. The resear er used questionnaires for the research study because of the following

reasomns:

e They could be standardised and applied in the same way to all elements (Buckingham &
Saunders, 2004:53);
e They allowed the collection of a large amount of data;

e They were economical in terms of money and time;

136









Fourteen of the twenty six questions were closed-ended (pre-coded) thus, they had fixed
responses. A pre-coded question is one where the respondent is confronted with a pre-set range
of possible answers and has to select one or more (Buckingham and Saunders, 2004:73). The
respondent was limited to choosing from a set of alternatives. Pre-coded questions were used
because of their easiness 1 responding since alternatives were already given. They were also less
time consuming for the respondent compared to open ended questions. Pre-coded questions were

easy to code and analyse since the responses were predetermined.

Though they had their fair part of advantages, pre-coded questions are not always the best. The
problem is that respondents are not allowed to record what they really experienced. For example,
an alternative of between 15 and 2( stion for a respondent but not accurate as
the actual answer could be 18. But « ae respondent will not be able to write 18

but choose an alternative of betweer

To cater for the shortcomings of the prouggJJffestions, the remaining twelve questions were
open-ended questions. Cc[()})ﬂ %éil'gtietl?r QfOFﬁf.tdfﬁlieé open ended questions as ones
that do not limit the responseﬂ@yrggmdgmglk@@ﬂ@n@@ a framework of reference for their
answers. The respondents were free to provide answers, in their own words to the questions in the
questionnaire. Open-ended questions are devices that deal with cases not covered by the pre-
coded questions and besides that, they can also open up important insights into respondent
motivation and perception (Aldridge & Levine, 2001:29). Though difficult to code, open-ended
questions were used to promote the accuracy of data. Data collected using open-ended questions
were then grouped according to the responses to come up with conclusions. The data was

quantified so that it could be analysed quantitatively using statistical methods.

7.6.2.1 Testing the questionnaire

The questionnaire was pre-tested to twelve respondents in the sample to ensure its reliability and
validity. Reliability refers to the degree to which the collected data meet the standards of quality
to be considered reliable whilst validity refers to the degree to which the interpretations and
conclusions made on the basis of the results meet the professional standards of rigor,
trustworthiness and acceptability (Tashakkori & Teddlie, 2003: 714 & 717). The purpose of the

pre-testing was to rem ‘e ambiguities in the questionnaire. The emphasis of the pre-tested
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questionnaire was on assessment of comprehension, potential ambiguity and terminology.
Initially, it was seen that the questionnaire had questions that had one similar answer as all the
twelve pre-tested respondents gave the same answer. Pre-testing the questionnaire made it
simpler and more precise and removed ambiguities. It finally saved as identification of some
missing important que: ons that provided crucial information. One such question that was
missing in the pre-test instrument was the interest paid by small manufacturing firms and that was
included in the final instrument. The way in which the questionnaire was administered is

discussed below.

7.6.2.2 Administration of the ques

To select the respondents, proporti s used which is whereby each stratum’s
share of the population is representc dler, 2003:195). Initially, the sample size
was determined and strata identifie f each strata in the population was then

determined and it was found out thjJ#nent manufacturing constituted 25%, food
processing 33%, metal ﬁ[l_’fﬁ‘i‘\?é Ilé‘fet ja@fnlﬁ}(jng H%ﬁ‘/y 7% and lastly other has 21%.
Knowing that the sample size qu@[h@prgqqggg@g@m@b stratum were used to determine the
size of each stratum, for example, the size for garment manufacturing sample would be 25% of
171 which was 43 participants. This was done to all strata to determine the number of
respondents from each stratum. From the list obtained from the ministry of Small Micro and
Medium Enterprises, small manufacturing firms were grouped according to their strata, such as
protective clothing would be under garment manufacturing. From these categories, elements were

selected randomly.

The self-administered ¢ :stionnaires were distributed to respondents who were selected using
systematic random sampling. The researcher thoroughly explained the contents of the
questionnaire to four fic | workers who then distributed the questionnaires to the respondents.
The fieldworkers assisted the respondents with clarifications on areas which were not clear to
them. The researcher used fieldworkers to collect the data because the respondents were widely
scattered all over the city of Bulawayo. Besides that, the researcher did not have a good
understanding of the city and it was therefore time saving and economical to use people with a

better understanding of the city. The next section elaborates on the data preparation for this study.
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sampling, response and non response errors (Loubser, 1999:215). These errors are discussed

below.

7.9.1 Sampling error

Sampling errors arise from estimating a population characteristic by looking at only one portion
of the population rather than the entire population. It refers to the difference between the estimate
derived from a sample survey and the true value that would result if the whole population was
tested under the same conditions (Loubser, 1999:289). Sampling error was minimised in the
survey by using a large sample size of approximately 57% of the population (refer to sec 7.5.3, p.

135). A large sample size was more characteristics of the whole population.

7.9.2 Response error

Response errors usually stem from gjjjj##fors, misunderstanding of questions or the
reluctance to answer theﬂ ﬁi y/éli,ﬁ ji}c%lchtheth@:rviewers. They are estimated
inaccuracies that can be intry%@% Wellﬁlﬂlil gu ﬁe researcher, the interviewer or the
respondents. The researcher may make an error in the design of the measurement instrument or
may not properly define the problem and the related information required. Response errors can
also occur when the respondent deliberately or mistakenly provides incorrect answers to the
survey questions (Cooper & Schindler, 2003:332). In this study, response errors were minimised
through the pre-testing of the questionnaire. The contents of the questionnaire were thoroughly
explained to the fieldwo ers who gathered the primary data to avoid response errors. Data for

this survey was collected from owners/managers who were willing to participate.

7.9.3 Non-response error

A non-response error is an error caused by failure to contact all members of a sample and/ or the
failure of some contacted members of the sample to respond to all or a specific part of the
questionnaire (Loubser, 1999:286). The non-response error occurs because people who respond
to the survey may not have characteristics similar to those who did not. Groves, Dilliman, Eltinge
and Little (2002:32) argue that the rule of thumb in the research industry is that a response rate

above 50% is sufficient to minimise response bias. The response rate for this study was 51%
p p y
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both short and long-term debt are above 5%. It should be noted here that though this relationship
between debt and profitability is statistically insignificant, it does not mean that it does not have
an economic significance. This statistical insignificance might have been caused by the type of
data that was collected and the way it was collected or an error in the entering of data to

spreadsheets.

These results are consistent with several studies that were done in developing countries. These
studies found a negative relationship between debt usage and profitability of small firms. Such
studies include Fatoki (2006), Kahle & Shastri (2004), Raj & Sutthisit (2003) and Zou and Xiao
(2006). The use of debt was found to reduce the profitability of small firms, in other words, a

negative leverage was experienced.

The findings of this study however, heoretical foundation of this study as was
put forward by Modigliani and Mill cted in 1963. The theory suggests that the
use of debt leads to an increase in thouggf;2 firm by reducing the cost of capital and

magnifying returns to Ow@hi%ﬁft]f}a{*ff Fblielamtféto high interest rates prevailing

in Zimbabwe and high cost of p@mg%t&bgmon and McDill (1999). Their study
(Hutchinson and McDill) concluded that small firms pay high costs for funds because of high risk

embedded in their operations. Section 8.2.4 focuses on information relating to accessibility of

debt to small firms.

8.2.4 Section D: The effect of size and product on access to debt finance

This section of the study focused on questions relating to the secondary null hypotheses which
stated that:

o The size of the small anufacturing negatively affect its ability to access debt finance and,;

e The type of product manufactured by a small manufacturing has a negative effect on its

ability to access debt finance.
Questions 20 to 26 assisted in providing information used to test these hypotheses. The data was

analysed and then used to test the hypotheses. All the questions in this section pertained to

accessibility of debt to small manufacturing firms. Responses to these questions had furthermore

176
















































CHAPTER NINE

CO (ONS,
RECOMMEND®SFONS AND AREAS

FOR FURTHERRESEARCH

192















competition and enjoy economies of scale. Merging can also make accessibility to debt much

easier as compared to a single small manufacturing firm.

Besides the pooling of resources and merging, government should also make sure that the loan
facility made to assist small firms reaches the beneficiaries in as short a period as possible. Only
a small percentage (29%) of all small manufacturing firms that participated in the survey made
use of government funds. The government should also have awareness campaigns as to how and
who can apply for the funds, the conditions for the funds and how an application for funding is
evaluated. By doing that, small manufacturing firm owners would know what to do and how to

do it, thereby eliminating some unnecessary work.

The other way to help SMFs acce: o establish independent committees and
funds that deal with small firms. The |d define the criteria SMFs would have to
meet in order to qualify for access t :eria should be clear and well laid out to

avoid uproar from SMFs that do not 'riterion. An assembly of experts and non-

governmental organisatiorfﬁﬂ%f§iwn81fe E‘?Sff)r}tfﬁligémd evaluating the needs of the
SMFs to improve the use and dimﬁp@f. qfthesehigsang reduce the red tape.

9.3.3 Creation of a secondary security exchange

If the firms cannot merge to enjoy favourable leverage, alternatives to fund raising should be
searched. Since the majority of these firms are so small that they cannot obtain funds from the
public through a public share issue on the Zimbabwe Stock Exchange, a secondary stock
exchange for small firms should be established. This is a duty for the government and the
SMMEs Ministry since the small firms cannot do it themselves. This option was mentioned by
the government but it needs to be implemented as soon as possible in order to assist the firms that
are already in viable businesses. If implemented, small firms should therefore make use of this

facility.

9.3.4 Awareness on the use of debt

It’s the duty of the government to teach small business owners about the effects of debt on the
profitability of their firms. Studies can be done and findings generated but if the small business

owners do not know about the studies and findings they cannot utilise the recommendations
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suggested. Government ould take the first step in educating the small business owners so that
their businesses can become successful in the near future. Based on the results of this study,
owners of small firms should be taught that debt should be the last resort when it comes to
financing investments because of its negative impact on the small firm’s profitability. Instead of
using debt, small manufacturing firms (SMFs) can utilise their profits, loans from family and
friends, leasing and factoring facilities to fund their investments. They should also be taught
about the appropriate financing option available for their investments. This is because some of
them fund long-term assets with short-term funding whilst sum fund short-term assets with long-

term funds which is financially inappropriate using the matching concept.

9.3.5 Small firms should thrive on

For small firms not to have many »mes to financing, they should work on
growth in terms of asset size and nu . The study found that the size of the firm
is positively related to accessibility the bigger the size of the firm, the easier

they are able to obtain bt financing SJJJ#¥ial institutions. Small firms should not only

look at their profitabili e i growth and should utilise any
SOt V8o FOHE T AF

opportunity that comes by. Thﬂ/ﬁ)@g}fbptﬁﬁ%g Poefits to invest in other opportunities that

come by with the intention of growing their businesses so as to acquire debt more easily. Besides

promoting debt accessibility, this will also lead to economic growth and prosperity.

9.3.6 Education and training

The results generated also show that there is lack of knowledge when it comes to financing of
business activities. Several responses from the survey gave evidence to this. These include
knowledge on ROI, knowledge on interest rates and knowledge of the tax rate. Some respondents
claimed that they know the interest and tax rates applying to them but when asked to state them,
they stated the incorrect rates. This was established by asking respondents to disclose the tax
rates that apply to them. There is need for small business owners to know and understand the
basics of accounting and finance as these are some of the crucial areas in the operation of a
business. Without financing and accounting basics, business people are bound to make
uncalculated financial decisions which might be detrimental to the firm. It is important for the
owners to understand the basics because the majority is not able to employ qualified personnel or

hire personnel from professional bodies due to limitations in funds.
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To improve the financial and accounting knowledge, these small business owners should attend
short courses that are offered to small business owners. The government can also come up with
plans to offer financial management training to small business owners. These will assist in
development of small business owners and improve their business performance. By
understanding the basics of finance and accounting, small business owners will not lose money
through employees who are dishonest. It is possible for some dishonest employees to embezzle
money from their emplo es by altering figures knowing that their employers will not find it out.

This then points to the necessity of business owners to have a basic knowledge of finance and

accounting.

In line with education and training also employ experienced people to teach
prospective business people on ho proposals that sell. Several SMFs fail to
obtain debt finance not because the oomed but because their proposals do not
actually portray their intended busi 3 aspect can therefore increase the number

of firms accessing debt. In-order to ﬁn‘mtivities, government can setup special funds

that are meant for specifUﬂiﬁ'?é Ilgify'iléﬁa% l“ttH ﬁsfé:t by encouraging and initiating
small business associations m%agﬁp@p)iﬂrmh

9.3.7 Long-term funding
Several small firms use short-term debt in their financing - overdrafts to be specific (according to

the fin ngs of this study), which is usually expensive. The loans that are offered by government
are also supposed to be repaid in 6 months, which is relatively short. Instead of offering loans
with a high concession, overnment can alternatively offer long-term loans at prevailing market
rates. This can give SMFs time to stabilise and concentrate on the business rather than thinking
about repayment of loans. Offering of short-term loans do not promote investments that have
longer payback periods even if they are lucrative. Banks perceive small firms to be risky and
therefore offer them sh t-term debt and to counteract that challenge, government should chip in
and offer long-term debt financing to small firms. It should be reiterated here that long-term debt
isrela ‘ely cheap, therefore accessibility of long-term debt can improve on the impact of debt on

profitability.
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